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DECISIONS 


OF  THE 

UNITED  STATES  BOARD  OF  TAX  APPEALS 


Frank  &  Seder  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Frank  &  Seder,  Incorporated,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  10614,  10615,  22514.  Promulgated  July  23,  1928. 

1.  From  the  evidence,  held  that  $25,000  paid  at  the  beginning  of 
a  lease  in  adjustment  of  the  liability  for  the  restoration  of  altera¬ 
tions  to  the  leased  premises  is  a  capital  expenditure,  which  is  prop¬ 
erly  exhaustible  over  the  life  of  the  lease  or  the  life  of  the  building, 
whichever  is  shorter. 

2.  Additional  construction  costs  incurred  solely  for  the  purpose 
of  obtaining  early  occupancy  of  a  building  should  be  exhausted 
over  the  life  of  the  building. 

3.  From  the  evidence,  held  that  petitioners  sustained  a  loss  on 
the  sale  of  certain  stock  in  the  fiscal  year  ended  January  31,  1921. 

Louis  Salant ,  Esq.,  and  Louis  F.  Gosswein ,  G .  P.  A .,  for  the 
petitioners. 

J.  Harry  Byrne ,  Esq.,  for  the  respondent. 

In  these  proceedings,  which  have  been  consolidated  for  hearing 
and  opinion,  the  petitioners  seek  a^redetermination  of  their  income 
and  profits  taxes  for  the  fiscal  years  ended  January  31,  1919,  to  Janu¬ 
ary  31, 1921,  inclusive,  for  which  years  the  respondent  has  determined 


deficiencies  as  follows : 

Frank  &  Seder  Co.,  January  31,  1919 _ $27,  726.  07 

Frank  &  Seder  (Inc.),  January  31,  1919 _  28,354.14 

January  31,  1920 _  31,  909.  86 

January  31,  1921 _  44,209.41 


The  respondent,  by  his  answer,  has  admitted  that  Frank  &  Seder 
Co.,  of  Philadelphia,  and  Frank  &  Seder,  Inc.,  of  Pittsburgh,  are 
affiliated. 

There  remain  the  following  questions : 

1.  Whether  an  obligation  in  the  sum  of  $25,000  incurred  by  Frank 
&  Sed&r  Co.  to  its  Philadelphia  landlord  in  the  fiscal  year  1919,  of 
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which  $5,000  was  paid  to  that  landlord  in  that  year  and  the  remainder 
in  the  amount  of  $20,000  paid  in  the  succeeding  year,  was  a  capital 
payment  or  a  deductible  expenditure,  and  if  a  deductible  expenditure, 
whether  the  entire  $25,000  should  be  deducted  in  the  year  ended  Janu¬ 
ary  31,  1919,  or  whether  $5,000  thereof  should  be  deducted  in  that 
year  and  the  remaining  $20,000  in  the  following  fiscal  year. 

2.  Whether  certain  payments  made  by  the  petitioners  in  the  fiscal 
year  ended  January  31,  1919,  in  connection  with  the  erection  of  its 
new  building  in  Pittsburgh  after  a  fire  had  destroyed  the  old  build¬ 
ing,  were  capital  items  or  deductible  expenses. 

3.  Whether  a  loss  suffered  by  Frank  &  Seder.  Inc.,  in  the  fiscal 
year  ended  January  31.  1921,  on  the  sale  of  certain  stock  should  be 


deducted. 

4.  Whether  the  amount  of  the  deduction  from  invested  capital  of 
Frank  &  Seder,  Inc.,  for  inadmissible  assets  for  the  fiscal  year  ended 
January  31,  1921,  was  overstated  by  the  respondent. 


FINDINGS  OF  FACT. 


The  petitioners  herein  are  both  Pennsylvania  corporations.  The 
respondent  has  admitted  that  they  were  affiliated  for  the  years  under 
consideration. 

In  1917  the  Frank  &  Seder  Co.,  which  operated  a  department  store, 
was  in  occupancy  of  the  premises  at  1033  Market  Street,  Phila¬ 
delphia,  under  a  sublease  expiring  on  December  31,  1918.  This 
lease  contained  a  provision  that  the  lessees  should  not  make  any 
alterations,  improvements  or  additions  to  said  premises,  other  than 
those  specified  in  the  plans  and  specifications  previously  agreed  upon, 
without  first  obtaining  the  consent  in  writing  from  the  lessor. 

The  alterations  authorized  in  the  plans  and  specifications  did  not 
include  the  right  to  remove  either  the  east  wall  or  the  north  wall  of 
said  premises.  / 

A  new  lease  between  the  lessors  and  the  Frank  &  Seder  Co.  was 
entered  into  on  February  13.  1917,  whereby  the  premises  were  again 
leased  for  a  term  of  nine  years,  commencing  on  January  1,  1919, 
for  an  annual  rental  of  $26,875,  and  this  lease  provided  for  tho 
removal  of  the  east  Avail.  The  lessee  furnished  a  bond  in  the  sum 
of  $5,000,  conditioned  upon  the  restoration  of  the  said  east  Avail 
at  the  expiration  of  the  lease. 

Subsequent  to  the  making  of  the  last  mentioned  lease,  the  peti¬ 
tioner  also  obtained  a  lease  of  additional  property  fronting  North 
1 1th  Street  and  Commerce  Street,  which  property  was  in  the  rear 
and  to  the  north  of  1033  Market  Street.  The  petitioner  spent  a 
substantial  amount  in  making  improvements  to  the  additional  prop¬ 
erty  and  desired  to  break  through  the  north  Avail  of  the  1033  Market 
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Street  property  for  the  purpose  of  connecting  the  two  properties 
and  operating  the  two  as  one  single  department  store  unit. 

Negotiations  were  entered  into  with  the  owner  of  the  Market  Street 

o 

property  which  resulted  in  the  cancellation  of  the  lease  dated  Feb¬ 
ruary  13,  1917,  and  the  accompanying  supplemental  agreement  and 
the  making  of  a  new  lease  dated  August  16,  1918,  for  a  term  of  19 
years,  commencing  on  January  1,  1919,  at  a  rental  of  $26,875  per 
annum  for  the  first  9  years  and  of  $31,875  for  the  remaining  10 
years.  The  new  lease  contained  provisions  similar  to  those  in  the 
previous  leases  as  to  alterations  and  restorations. 

In  the  negotiations  relative  to  the  making  of  an  opening  in  the 
north  wall,  an  agreement  was  reached  whereby  the  petitioner  was 
to  pay  $25,000  in  lieu  of  liability  for  restoration.  The  agreement 
which  was  made  provided  for  $5,000  to  be  paid  at  the  time  of  sign¬ 
ing  and  the  balance  of  $20,000  to  be  paid  on  February  1,  1919,  pro¬ 
vided  however,  that  the  petitioner  should  have  the  right  to  an  exten¬ 
sion  for  the  payment  of  $10,000  of  such  amount  until  May  1,  1919. 
Five  thousand  dollars  was  paid  at  the  time  of  signing,  $10,000  on 
February  1,  1919,  and  $10,000  on  May  1,  1919. 

Five  thousand  dollars  had  previously  been  agreed  upon  as  the 
amount  required  to  restore  the  east  wall  and  $20,000  was  shown  to 
have  been  the  approximate  cost  of  the  restoration  of  the  north 
wall. 

The  cost  of  making  the  alteration,  as  distinguished  from  the  pay¬ 
ments  thus  made  in  lieu  of  an  obligation  to  restore,  were  charged 
to  capital  on  the  petitioner’s  books.  The  $25,000  in  controversy 
was  charged  to  expense  on  the  books  of  the  petitioner  and  none  of 
it  was  charged  to  any  improvement  account.  Some  part  of  this 
account  has  heretofore  been  claimed  as  a  deduction  for  the  fiscal 
year  1919  and  disallowed  by  the  respondent. 

The  record  does  not  disclose  whether  the  books  of  the  petitioner 
were  kept  on  the  cash  receipts  or  accrual  basis. 

2.  In  February,  1917,  the  petitioner,  Frank  &  Seder,  Inc.,  operated 
a  department  store  at  Fifth  Avenue  and  Smithfield  Street,  Pitts¬ 
burgh,  Pa.  The  building  was  totally  destroyed  by  fire  in  the  latter 
part  of  said  month,  necessitating  a  complete  suspension  of  business. 

Architects  who  were  familiar  with  the  requirements  of  the  business 
were  immediately  retained  to  prepare  plans  and  specifications  for  a 
new  building. 

The  necessity  for  haste  was  apparent,  and,  before  the  plans  were 
ready,  a  contract  was  made  with  James  L.  Stuart  to  act  as  construc¬ 
tion  engineer  and  general  contractor.  Stuart  was  to  have  entire 
charge  of  the  work  under  the  supervision  of  the  architects.  He  was 
to  receive  a  fixed  fee  of  $40,000,  plus  an  additional  fee  of  $10,000  if  the 
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building  was  ready  for  occupancy  by  the  petitioners  by  February  1, 
1918.  The  contract  with  Stuart  provided  that  he  was  to  finish  the 
building  on  February  1,  1918,  with  a  bonus  of  $10,000  for  completion 
before  December  1,  1917,  and  liquidated  damages  of  $500  per  day 
after  February  1.  There  was  a  further  provision  that  if  Stuart 
should  be  delayed  in  completion  by  strikes,  fires,  acts  of  God  or  other 
causes  beyond  his  control,  then  the  respective  dates  of  completion 
should  upon  application  by  Stuart  be  extended  for  a  period  equivalent 
to  the  time  lost  by  reason  of  the  said  causes. 

A  bid  of  $101  per  ton  was  received  for  the  structural  steel  from  a 
reliable  firm,  which  was  unwilling  to  commit  itself  to  anything  more 
than  delivering  after  a  reasonable  time  after  delivery  from  the  rolling 
mills.  The  contract  was  awarded  to  another  firm  at  $116  per  ton 
which  bound  itself  to  make  deliveries  of  the  material  on  specified 
dates.  The  higher  price  was  paid  solely  in  the  interest  of  expedi¬ 
tion.  The  deliveries  were  made  within  the  dates  specified  in  the 
contract.  The  petitioner,  to  secure  prompt  deliveries,  thus  paid 
$44,024  more  for  the  steel  work  than  it  would  have  paid  had  it  ac¬ 
cepted  the  contract  without  a  guarantee  as  to  the  dates  of  delivery. 

During  the  progress  of  the  work,  in  order  to  expedite  completion, 
orders  were  given  to  the  subcontractors  to  work  the  mechanics  and 
laborers  overtime.  The  total  charges  for  overtime  and  above  the 
regular  rates  wTere  $26,331. 

Stuart  drove  the  work  to  completion  with  dispatch,  but  it  was 
delayed  by  strikes  that  were  not  confined  to  this  building.  He  ap¬ 
plied  for  and  received  extensions  of  time,  so  that  the  extended  date 
for  the  earning  of  his  $10,000  bonus  became  May  1,  1918,  by  which 
date  the  building  was  completed.  If  the  additional  amounts  had 
not  been  expended,  the  building  would  not  have  been  completed  prior 
to  January  1,  1919.  The  bonus  was  paid  to  him  for  his  speeding  up 
the  work. 

In  order  to  speed  up  the  work  to  obtain  the  early  occupancy  of  the 
building,  the  following  additional  expenses  were  incurred: 


Extra  cost  of  steel - $44,  024.  00 

Overtime _  23,  331.  00 

Bonus  to  Stuart - . -  10,  000.  00 

Additional  percentage  payments  to  architects -  4.  017.  75 


Making  a  total  of - , -  84,  372.  75 


At  least  one  of  the  foregoing  items  was  claimed  as  a  deduction 
by  the  petitioner  and  disallowed  as  such  by  the  respondent. 

3.  Prior  to  1920,  the  petitioners  had  acquired  1,4024/2  shares  of 
preferred  stock  and  3,005  shares  of  common  stock  of  Perry  Dame  & 
Co.,  at  a  cost  of  $261,516.  Perry  Dame  &  Co.  was  a  New  York 
corporation  engaged  in  the  catalogue-mail-order  business.  Its  busi- 
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ness  had  not  been  profitable  and  three  assessments  were  made  on  its 
stock.  The  amount  of  these  assessments  is  included  in  the  cost  found 
above. 

In  1920,  the  petitioner  and  Isaac  Seder,  its  president,  had  an 
opportunity  to  acquire  another  department  store  in  Philadelphia.  It 
was  necessary  to  provide  additional  cash  for  this  transaction.  Seder 
visisted  New  York  for  the  purpose  of  attempting  to  dispose  of  the 
Perry  Dame  stock  for  cash.  He  found  a  purchaser  in  one  Friedberg, 
a  member  of  the  firm  of  Levay  &  Friedberg,  which  firm  was  engaged 
in  the  manufacture  of  ladies’  skirts.  Seder  and  Friedberg  agreed 
upon  a  price  of  $50,000  for  the  stock. 

The  record  intimates  that  Friedberg  was  influenced  to  make  the 
purchase  in  part  by  the  consideration  that  the  ownership  of  a  sub¬ 
stantial  block  of  stock  in  Perry  Dame  &  Co.  would  give  him  an 
effective  entree  to  that  concern  in  selling  some  of  his  firm’s  output, 
Perry  Dame  &  Co.  being  a  purchaser  of  that  commodity. 

Seder,  although  three  assessments  had  been  paid  on  the  Perry 
Dame  &  Co.  stock,  was  still  optimistic  as  to  the  business  future 
of  the  concern.  He  accordingly  bargained  for  and  obtained  an 
option  from  Friedberg  for  the  repurchase  of  the  stock  by  the  peti¬ 
tioner  within  a  period  of  three  years  upon  the  following  terms.  In 
the  first  year  the  petitioner  had  an  option  to  repurchase  for  the  sum 
of  $52,500,  together  with  an  additional  sum  computed  at  the  rate  of 
10  per  cent  per  annum  on  $50,000  from  the  date  of  the  sale  to  the 
date  of  the  exercise  of  the  option;  in  the  succeeding  year  the  option 
price  was  $55,000,  together  with  an  additional  sum  computed  as 
above,  and  finally  in  the  third  year  the  option  price  was  $57,500, 
together  with  an  additional  sum  computed  as  aforesaid.  If  the 
option  was  not  exercised  within  the  first  year  the  petitioner  was  re¬ 
quired  to  pay  $5,000  to  keep  it  alive  thereafter,  and  if  not  exercised 
within  the  second  year  it  was  required  to  pay  a  further  sum  of 
$5,000  to  keep  it  alive,  the  said  sums  to  be  credited  against  the  pur¬ 
chase  price  of  the  stock  if  the  option  to  repurchase  was  exercised, 
but  to  belong  absolutely  to  Friedberg  if  the  option  was  not  exercised. 

In  return  for  this  option,  Friedberg,  who  apparently  realized  the 
possibility  of  a  continuing  depression  in  the  Perry  Dame  &  Co.’s 
business,  insisted  on  an  option  to  himself  whereby  he  could  limit  his 
loss  on  the  stock.  He  accordingly  bargained  for  and  obtained  an 
option  to  resell  the  stock  to  the  petitioner  at  any  time  during  the 
period  of  the  petitioner’s  option  for  the  sum  of  $25,000,  together  with 
an  additional  amount  equal  to  6  per  cent  on  the  sum  of  $50,000  from 
the  date  of  the  exercise  by  him  of  the  option  to  resell  to  the  petitioner. 

The  contract  for  the  sale  and  purchase  and  the  above-mentioned 
options  were  executed  December  15, 1920,  and  thereupon  the  petitioner 
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delivered  the  stock  of  Friedberg  and  the  latter  paid  to  the  petitioner 
the  sum  of  $50,000.  The  stock  was  transferred  on  the  books  of  Perry 
Dame  &  Co. 

In  September,  1921,  the  petitioner  was  about  to  incorporate  as  a 
separate  corporation  under  the  name  of  Frank  &  Seder  Co.  of  De¬ 
troit.  Friedberg  was  desirous  of  obtaining  an  opportunity  to  invest 
in  the  stock  of  this  new  corporation.  Seder,  who  persisted  in  his 
optimistic  hopes  for  Perry  Dame  &  Co.,  saw  an  opportunity  to  extend 
the  option  which  the  petitioner  had  to  repurchase  the  Perry  Dame 
&  Co.  stock  for  a  longer  period,  but  also  in  the  event  that  it  exercised 
the  option,  an  opportunity  to  do  so  without  the  payment  of  a  profit 
to  Friedberg.  A  new  agreement  in  writing  was  entered  into  between 
the  petitioner  and  Friedberg  in  September,  1921,  whereby  the  peti¬ 
tioner  was  given  a  five-year  option  to  repurchase  the  Perry  Dame 
stock  for  the  sum  of  $50,000,  or  at  its  option  to  deliver  to  Friedberg 
in  payment  for  said  stock  500  shares  of  preferred  stock  and  075 
shares  of  common  stock  of  the  new  Michigan  corporation,  while 
Friedberg  in  turn  was  given  a  five-year  option  to  purchase  from  the 
petitioner  the  stock  in  the  Michigan  corporation  by  paying  $50,000  in 
cash  or  at  his  option  by  delivery  of  the  Perry  Dame  &  Co.  stock. 

By  the  close  of  1922,  it  became  apparent  that  the  Michigan  corpo¬ 
ration  was  an  assured  success  while  Perry  Dame  &  Co.  was  continuing 
to  lose  money.  Friedberg  exercised  his  option  under  the  September, 
1922,  agreement  by  demanding  that  the  petitioner  deliver  to  him  500 
shares  of  preferred  stock  and  675  shares  of  common  stock  in  the 
Michigan  corporation  in  exchange  for  the  1,4021/2  shares  of  preferred 
stock  and  3,005  shares  of  common  stock  of  Perry  Dame  &  Co. 

Tlie  transfers  were  made  on  January  2,  1923.  Upon  that  date  two 
entries  were  made  in  the  petitioner’s  journal.  It  showed  that  the 
transaction  was  regarded  as  a  sale  of  the  Michigan  corporation's 
stock  to  Friedberg  for  $50,000  and  a  purchase  of  the  Perry  Dame 
stock  from  him  for  an  equal  amount. 

The  petitioner  deducted  the  loss  in  its  return  for  the  fiscal  year 
1921,  which  loss  the  respondent  disallowed. 

4.  The  respondent  ruled  that  the  sale  of  the  Perry  Dame  &  Co. 
stock  was  not  bona  fide,  and  treated  that  stock  as  if  it  had  been  held 
bv  the  petitioner  up  to  the  end  of  the  fiscal  year,  and  computed 
the  deduction  from  invested  capital  for  that  inadmissible  asset 
accordingly. 

opinion. 


Green:  The  four  questions  raised  in  these  proceedings  will  be  dis¬ 
cussed  in  the  order  in  which  they  have  been  previously  stated. 

1.  The  $25,000  obligation  incurred  during  the  fiscal  year  ended 
January  31,  1919,  in  connection  with  the  petitioner’s  liability  for  the 
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restoration  of  altered  leased  premises  should  be  treated  as  advanced 
rent,  since  the  amount  paid  was  part  of  the  consideration  flowing 
from  the  lessees  to  the  lessors  under  the  lease,  and  the  recovery  of 
said  amount  by  the  petitioners  would  necessarily  have  to  be  out  of 
the  profits  which  it  anticipated  it  would  make  from  its  business, 
during  the  life  of  the  lease.  If,  however,  the  remaining  life  of  the 
building  upon  which  the  expenditure  was  made  is  less  than  the  life 
of  the  lease,  the  shorter  period  may  be  used. 

2.  The  second  question  is  whether  certain  payments  made  by  the 
petitioner  in  the  fiscal  year  ended  January  31,  1919,  in  connection 
with  the  erection  of  its  new  building  in  Pittsburgh,  after  a  fire  had 
destroyed  the  old  building,  Avere  capital  expenditures  or  deductible 
expenses. 

We  are  of  the  opinion  that  the  respondent  was  correct  in  treating 
the  expenditures  incurred  to  expedite  the  construction  as  capital  ex¬ 
penditures  to  be  exhausting  over  the  life  of  the  building.  In  the 
ordinary  case  the  material  and  labor  costs  are  not  onlv  reflected  in 
the  value  of  the  completed  building,  but  that  value  subject  to  ex¬ 
haustion  remains  throughout  the  life  of  the  building.  Regarding 
the  expenditures  here  in  question,  the  value  of  them  did,  to  some 
extent,  remain  or  inure  to  the  petitioner  throughout  the  life  of  the 
building. 

3.  The  sale  by  the  petitioner  to  Abraham  Friedberg  of  l,402y2 
shares  of  preferred  stock  and  3,005  shares  of  common  stock  of  Perry 
Dame  &  Co.  on  December  15,  1920,  was  held  by  the  respondent  not 
to  be  a  bona  fide  sale  and  not  to  constitute  a  closed  and  completed 
transaction,  and  he  accordingly  held  that  the  loss  thereon  of  $211,516 
was  not  deductible  in  the  fiscal  year  ended  January  31,  1921. 

There  can  be  no  doubt  that  the  sale  by  the  petitioner  to  Friedberg 
of  the  Perry  Dame  &  Co.  stock  on  December  15,  1920,  was  occasioned 
by  business  considerations  alone,  and  that  the  subsequent  reacquisi¬ 
tion  of  that  stock  by  the  petitioner  in  no  way  affected  the  motive 
of  the  original  sale,  which  was  the  result  of  purely  business 
considerations. 

We  are  of  the  opinion  that  the  contract  for  sale  and  purchase, 
and  that  relating  to  the  options  are  separable,  and  that  the  option 
contract,  and  its  subsequent  renewal  in  another  option  contract  which 
was  ultimately  exercised,  in  no  way  affects  the  bona  tides  of  the  sale 
made  on  December  15,  1920.  Accordingly,  the  respondent  erred  in 
not  allowing  as  a  loss  for  the  fiscal  period  ending  January  31,  1920, 
the  loss  sustained  on  the  Perrv  Dame  &  Co.  stock. 

4.  From  our  conclusion  as  to  the  loss  in  the  Perry  Dame  &  Co. 
stock,  it  follows  that  in  computing  the  average  deduction  from 
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invested  capital  for  inadmissible  assets  the  cost  of  that  stock  should 
be  eliminated  as  of  December  15,  1920. 

Reviewed  bv  the  Board. 

Judgment  will  be  entered  under  Rule  50. 


C.  A.  Lawton  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  12863.  Promulgated  July  23,  1928. 

Assessment  and  collection  of  the  additional  tax  involved  herein 
for  the  fiscal  year  ended  March  31,  1921,  are  not  barred  by  the 
statute  of  limitations. 

Jesse  I.  Miller ,  Esq .,  for  the  petitioner. 

J.  L.  Backstrom ,  Esq..  foT  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  asserted  by  the  respondent  foT  the  fiscal 
year  ended  March  31,  1921,  in  the  amount  of  $1,268.42.  The  only 
issue  is  whether  assessment  and  collection  of  the  additional  tax  are 
barred  by  the  statute  of  limitations. 

«y 

FINDINGS  OF  FACT. 

The  petitioner  is  and  was  during  the  years  1920  and  1921  a  Wis¬ 
consin  corporation  engaged  in  operating  a  foundry  and  machine  shop 
at  De  Pere,  Wis. 

On  or  about  June  8,  1921,  the  petitioner  filed  an  income  and 
profits-tax  return  for  the  fiscal  year  ended  March  31,  1921,  under  the 
Revenue  Act  of  1918,  and  reported  thereon  a  gross  income  of  $88,- 
109.45,  a  net  income  of  $41,620.33,  invested  capital  of  $322,695.65, 
and  tax  due  in  the  amount  of  $6,266.88.  In  the  return  the  petitioner 
claimed  and  took  an  exemption  of  $2,000  under  item  9  of  Schedule  D. 

On  November  23,  1921,  the  Revenue  Act  of  1921  was  passed. 

On  or  about  June  14,  1922,  the  petitioner  filed  a  second  income  and 
profits-tax  return  for  the  fiscal  year  ended  March  31,  1921,  marked 
“  Supplemental  Return,”  and  reported  thereon  net  income  of 
$41,620.33  and  tax  due  thereon  in  the  amount  of  $6,466.88.  The 
additional  tax  shown  on  the  second  return  is  due  to  the  fact  that  on 
that  return  the  petitioner  did  not  claim  the  exemption  of  $2,000 
which  it  had  claimed  and  taken  on  the  original  return,  and  to  which 
it  was  not  entitled  under  the  Revenue  Act  of  1921. 
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In  January  1923  the  petitioner  filed  a  third  return  marked 
“Amended  Return,”  and  reported  thereon  a  gross  income  of  $87- 
225.49,  a  net  income  of  $40,043.75,  invested  capital  of  $315,850.38, 
and  tax  due  in  the  amount  of  $5,974. 

On  March  9,  1926,  the  respondent,  upon  audit  of  the  petitioner’s 
original  return  for  the  fiscal  year  ended  March  31,  1921,  disallowed 
to  the  amount  of  $2,918.68  deductions  taken  by  the  petitioner  for  the 
exhaustion,  wear  and  tear  of  its  building  and  machinery,  made  cer¬ 
tain  adjustments  in  invested  capital,  and  determined  that  there  is 
a  deficiency  in  tax  for  that  year  in  the  amount  of  $1,268.42.  In 
computing  the  petitioner’s  net  income  taxable  at  the  rates  prescribed 
by  the  Revenue  Act  of  1921  the  respondent  disallowed  the  exemption 
of  $2,000  claimed  on  the  original  return. 

The  deficiency  letter  was  mailed  to  the  petitioner  on  March  9, 
1926. 


OPINION. 

Marquette:  The  only  issue  in  this  proceeding  is  whether  assess¬ 
ment  and  collection  of  the  deficiency  asserted  by  the  respondent  in 
the  deficiency  letter  of  March  9,  1926,  are  barred  by  the  statute  of 
limitations.  We  are  of  the  opinion  that  they  are  not.  The  evidence 
shows  that  the  petitioner’s  original  return  was  filed  on  June  9,  1921. 
On  or  about  June  14,  1922,  it  filed  a  supplemental  return  showing 
additional  tax  due  thereon.  The  additional  tax  arose  from  the  fact 
that  in  the  original  return  the  petitioner  had  claimed  and  taken  a 
specific  exemption  of  $2,000  to  which  it  was  not  entitled  under  the 
Revenue  Act  of  1921.  Since  on  account  of  changes  or  differences  in 
the  Revenue  Act  of  1921  from  the  Revenue  Act  of  1918,  a  larger  tax 
Avas  due  from  the  petitioner  than  was  shown  on  the  original  return, 
the  petitioner  was  required  to  file  a  return  for  the  fiscal  year  in 
question  under  the  Revenue  Act  of  1921. 

The  situation  here  presented  comes  squarely  within  the  scope  of 
our  decision  in  John  W  amamaker  Philadelphia,  8  B.  T.  A.  864,  and 
on  the  authority  thereof  we  hold  that  the  statute  of  limitations  did 
not  begin  to  run  against  the  assessment  and  collection  of  the  addi¬ 
tional  tax  involved  herein  until  June  14,  1922,  and  that  the  deficiency 
letter  having  been  mailed  to  the  petitioner  within  four  years  from 
that  date,  assessment  and  collection  are  not  barred. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent. 
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Mrs.  W.  A.  Mitchell,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  3177.  Promulgated  July  23.  1928. 

Evidence  held  insufficient  to  overcome  respondent’s  determination 
of  a  deficiency. 


*/.  M.  McMUlen ,  Esq.,  for  the  petitioner. 

Ben]amin  II.  Saunders ,  Esq.,  for  the  respondent. 

In  tl  lis  proceeding  the  petitioner  seeks  a  redetermination  of  her 
income-tax  liability  for  the  year  1919,  for  which  the  respondent,  as 
set  forth  in  his  deficiency  letter  dated  February  7,  1925,  determined  a 
deficiency  of  $1,831.31.  The  petitioner  alleges  that  the  respondent 
erred  in  holding  that  the  sale  by  her  of  certain  interests  in  the  oil. 
gas  and  other  minerals  in,  on  or  under  certain  real  estate  for  $16,000 
cash  to  W.  C.  Barnes  in  the  year  1919,  resulted  in  income  to  her  of 
$16,000.  The  respondent  contends  that  the  property  which  the  peti¬ 
tioner  sold  was  inherited  from  her  mother  in  1916,  at  a  time  when  it 
apparently  had  no  value  as  an  oil  and  gas  property,  and  that,  there¬ 
fore,  the  entire  proceeds  from  the  sale  in  1919  constituted  taxable 
gain. 

FINDINGS  OF  FACT. 


The  petitioner  is  an  individual  and  resides  at  Winters,  Tex.,  Mrs. 
W.  A.  Mitchell  and  Fannie  Mitchell  are  the  same  person.  She  is 
the  daughter  of  E.  Y.  Jennings  and  Mrs.  Modena  Jennings,  who  died 
in  1916  leaving  a  will  which  bequeathed  all  her  personal  property  to 
her  husband,  E.  Y.  Jennings,  and  which  contained  the  following  pro¬ 
visions  regarding  the  disposition  of  her  real  estate : 

Third,  I  give  to  my  beloved  husband  E.  Y.  Jennings  during  bis  natural  life, 
and  so  long  as  he  may  live,  all  <>f  my  real  estate  and  he  is  hereby  given  power 
to  sell  and  dispose  of  the  same,  as  he  may  see  proper  and  after  his  death,  the 
said  real  estate  shall  pass  to  our  beloved  children,  or  their  descendants,  share 
and  share  alike,  as  they  would  inherit,  under  the  law  of  descent,  and  distribu¬ 
tion  as  provided  for  under  the  laws  of  the  State  of  Texas,  and  in  the  event 
the  said  real  estate  should  be  sold,  by  my  beloved  husband,  during  his  life, 
then  the  proceeds  arising  therefrom  shall  descend  and  pass  as  the  said  real 
estate,  as  above  mentioned. 


Some  of  the  children  of  Modena  Jennings  and  E.  Y.  Jennings, 
among  them  the  petitioner,  contested  the  probate  of  the  will  of 
Modena  Jennings  and  Avere  successful  in  the  County  and  District 
Courts  at  Breekenridge,  Tex.  E.  Y.  Jennings  took  an  appeal  to  the 
Court  of  Civil  Appeals  at  El  Paso,  Tex.,  where  a  decision  Avas  ren¬ 
dered  on  May  15,  1919,  reversing  the  judgments  of  the  County  and 
District  Courts  and  remanding  the  case  for  a  neAv  trial. 
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Four  of  the  children,  who  had  not  contested  the  will  of  their 
mother,  Modena  Jennings,  were  given  property  by  their  father,  E.  Y. 
Jennings,  prior  to  the  decision  of  the  higher  court.  After  the  deci¬ 
sion  was  rendered  the  petitioner,  her  husband,  and  her  sister,  Mrs. 
Lacy,  went  to  see  E.  Y.  Jennings  for  the  purpose  of  urging  the  latter 
to  give  them  the  equivalent  of  what  he  had  given  the  other  children 
who  had  not  contested  the  will.  After  two  or  three  hours  of  plead¬ 
ing,  he  told  them  he  would  quitclaim  to  them  certain  property  but 
that  they  must  sign  an  agreement  not  to  give  him  any  more  trouble 
about  the  will  which  was  agreed  to  by  the  petitioner,  Mrs.  Lacy,  and 
Mr.  Mitchell.  A  few  days  later,  on  June  28,  1919,  the  petitioner  and 
her  husband  signed  a  release  (the  exact  nature  of  which  is  not  dis¬ 
closed)  and  agreed  not  to  further  contest  the  will,  and  E.  Y.  Jennings 
thereupon  quitclaimed  certain  interests  in  oil  and  gas  royalties  to  the 
petitioner  and  her  husband,  which  interests  the  petitioner  and  her 
husband  sold  on  the  same  day  to  W.  C.  Barnes  for  $16,000.  The 
quitclaim  deed  from  Jennings  to  the  petitioner  and  her  husband 
recited  a  consideration  of  $1. 

OPINION. 

Green  :  This  proceeding  must  be  decided  adversely  to  the  peti¬ 
tioner  on  the  ground  that  she  has  failed  in  her  proof.  The  error 
alleged  in  the  amended  petition  was  that : 

The  Commissioner  erred  in  holding  that  the  sale  by  taxpayer  of  certain  inter¬ 
ests  in  the  oil,  gas  and  other  minerals  in.  on  or  under  certain  Real  Estate  for 
$16,000.00  cash  to  W.  C.  Barnes  in  the  year  1919,  resulted  in  income  to  taxpayer 
of  $16,000.00. 

The  petitioner  further  alleged  in  the  same  petition  that : 

The  Commissioner  considered  the  $16,000.00  as  income  on  the  theory  that  the 
property  sold  had  been  inherited  by  taxpayer  from  her  mother  and  the 
$16,000.00  represented  the  increase  from  the  date  inherited  to  the  date  sold. 

It  is  the  petitioner’s  contention  that  the  property  which  she  sold 
was  acquired  as  a  gift  from  her  father  on  the  day  she  sold  it  and  that 
she,  therefore,  realized  neither  profit  nor  loss  on  the  sale.  But  the 
record  is  so  void  of  essential  facts  that  we  are  unable  to  determine 
whether  or  not  there  is  merit  to  the  petitioner’s  contention.  For 
instance,  all  that  we  can  find  as  a  fact,  other  than  the  respondent’s 
determination  that  the  petitioner  inherited  the  property  in  question 
from  her  mother  in  1916,  is  that  after  she  had  pleaded  with  her 
father  for  several  hours  to  give  her  what  he  had  given  some  of  the 
other  children  who  had  not  contested  the  will,  he  quitclaimed  to  her 
and  her  husband  the  property  in  question,  which  was  sold  on  the 
same  day  to  Barnes  for  $16,000.  But  who  owned  the  property  prior 
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to  Modena  Jennings’  death?  Was  it  the  separate  property  of  E.  Y. 
Jennings?  Was  it  the  separate  property  of  Modena  Jennings?  Or 
was  it  community  property?  The  respondent  in  his  answer  admits 
that  E.  Y.  Jennings  quitclaimed  to  the  petitioner  and  her  husband 
“  certain  royalty  interests  in  oil,  gas  and  minerals  on,  in  or  under 
certain  real  estate  formerly  belonging  to  Mrs.  E.  Y.  Jennings .”  The 
original  petition  alleged  that  the  “  royalty  interests  ”  were  “  on,  in 
or  under  certain  real  estate  which  Mr.  and  Mrs.  E.  Y.  Jennings 
owned  prior  to  the  death  of  Mrs.  E.  Y.  Jennings.”  The  amended 
petition  does  not  allege  who  was  the  owner  of  the  property  prior  to 
Modena  Jennings’  decease,  but  in  the  brief  counsel  for  petitioner 
argues  as  follows : 

Certainly  there  is  no  evidence  in  the  record  that  this  taxpayer  inherited  any 
interest  whatever  in  the  property  deeded  to  her.  Neither  is  there  any  evidence 
that  the  property  transferred  to  her  was  ever  property  owned  by  Mrs.  Jennings 
prior  to  her  death.  The  record  merely  shows  that  E.  Y.  Jennings  deeded  certain 
royalty  interests  to  his  daughter  (Mrs.  Mitchell)  and  her  husband.  There  is 
nothing  whatever  to  show  that  Mrs.  Jennings  had  an  interest  in  the  property 
at  any  time  or  to  show  that  the  title  to  this  property  was  not  in  E.  Y.  Jennings, 
the  maker  of  the  deed.  As  a  presumption  of  law,  the  party  making  a  transfer 
is  presumed  to  own  the  property  he  transfers.  If  this  presumption  is  not 
rebutted  it  stands  as  a  fact.  Where  in  the  record  is  there  any  testimony  to 
show  that  this  property  transferred  to  Mr.  and  Mrs.  Mitchell  did  not  belong  to 
E.  Y.  Jennings?  *  *  * 

The  answer  to  the  last  question  in  the  above  quotation  is  that  the 
respondent  determined  the  deficiency  on  the  finding  that  the  petitioner 
inherited  the  property  sold  from  her  mother,  and  that  the  presump¬ 
tion  of  correctness  of  that  determination  has  not  been  overcome. 

We,  furthermore,  do  not  know  whether  the  mother’s  will  was  ever 
probated.  It  is  alleged  in  the  petition  that  the  will  “  was  duly  pro¬ 
bated,”  but  that  allegation  was  denied  in  the  respondent’s  answer 
and  no  proof  of  probate  was  offered.  The  nature  of  the  release  which 
the  petitioner  and  her  husband  signed  and  delivered  to  petitioner’s 
father  was  not  disclosed.  Lastly,  the  record  does  not  show  when  the 
leases  creating  the  royalty  interests  in  question  were  made  or  by 
whom  made.  The  evidence,  in  our  opinion,  is  wholly  insufficient  to 
enable  us  to  pass  upon  the  legal  effect  that  such  facts  might  cause. 
The  burden  is  upon  the  petitioner  to  prove  by  competent  evidence 
that  the  respondent  erred  in  his  determination  of  the  deficiency. 
Davis  db  Shaw  Furniture  Co.  v.  Commissioner,  6  B.  T.  A.  705.  This 
we  believe  she  has  failed  to  do,  and,  accordingly,  judgment  must  be 
for  the  respondent. 

In  passing  we  desire  merely  to  mention  the  Appeal  of  Mrs.  D.  W. 
Fish-,  5  B.  T.  A.  393,  who  was  also  a  daughter  of  Modena  Jennings 
and  a  sister  to  the  petitioner  here.  While  that  case  has  not  been  used 
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as  an  authority  for  the  instant  decision,  the  facts  there  are  more 
complete  and  on  those  facts  the  respondent’s  determination  was 
sustained. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent. 


Standard  Life  Insurance  Co.  of  America,  Petitioner,  v. 
Commissioner  of  Internal  Revenue,  Respondent. 

Docket  Nos.  12475,  25842,  29779.  Promulgated  July  23,  1928. 

1.  In  the  determination  of  the  “  invested  assets  ”  of  a  life  insur¬ 
ance  company  under  section  245(a)  (5)  of  the  Revenue  Act  of 
1921,  real  estate  should  be  included  at  its  book  value  less  an  out¬ 
standing  mortgage,  and  appreciation  in  value  not  shown  upon  the 
taxpayer’s  books  but  reported  in  the  convention  form  of  life  insur¬ 
ance  companies  to  state  insurance  departments  as  nonledger  assets 
may  not  be  included. 

2.  A  tax  on  capital  stock  “  of  all  kinds,  including  common, 
special,  and  preferred,  as  ascertained  in  the  manner  prescribed  ” 
not  assessed  upon  the  shareholders  but  upon  the  company  and 
paid  by  it  is  not  a  legal  deduction  from  gross  income  under  section 
245(a)  (6)  of  the  Revenue  Acts  of  1921  and  1924. 

3.  The  petitioner  issues  certain  life  insurance  policies  carrying 
guaranteed  premium  reduction  coupons.  Upon  each  premium¬ 
paying  date  a  coupon  matures  which  may  be  turned  in  to  the 
company  in  payment  of  the  premium  to  the  amount  of  the  face 
value  of  the  coupon,  or  if  the  premium  is  paid  in  full  in  cash  the 
policyholder  may  use  the  coupon  to  purchase  nonparticipating 
paid-up  additions  to  the  face  of  the  policy,  to  reduce  the  number 
of  premium  payments,  or  the  coupon  may  be  collected  at  any  time 
with  interest.  The  petitioner  is  required  to  include  among  its 
liabilities  an  amount  for  the  payment  of  unsurrendered  coupons 
together  with  interest  thereon.  Held ,  that  the  amount  of  the 
reserve  which  the  petitioner  is  required  to  hold  for  the  payment 
of  unsurrendered  coupons  and  interest  is  a  part  of  the  “  reserve 
funds  ”  of  the  petitioner  for  the  purpose  of  computing  the  legal 
deduction  from  gross  income  under  section  245(a)  (2)  of  the 
Revenue  Acts  of  1921  and  1924. 

A.  J.  Barron ,  Esq.,  and  Claris  Adams ,  Esq.,  for  the  petitioner. 
Alva  C .  Baird,  Esq.,  for  the  respondent. 

These  proceedings,  consolidated  for  the  purpose  of  hearing  and 
decision,  involve  deficiencies  in  income  tax  as  follows: 


1921  _ _ _ _ $1,133.11 

1922  _  1,  430.  33 

1923  _  1,  568.  49 

1924  -  I,  670.15 
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The  deficiencies  determined  by  the  Commissioner  for  the  above- 
mentioned  years  are  in  excess  of  the  above-stated  amounts  but  the 
petitioner  concedes  the  correctness  of  the  deficiencies  except  in  the 
amounts  stated.  The  assignments  of  error  relating  to  the  year  1921 
are  that  the  Commissioner  erred  in  disallowing  as  deductions  from 
gross  income : 

(1)  Under  section  245(a)(5)  of  the  Revenue  Act  of  1921,  $11,- 
322.19  for  investment  expenses; 

(2)  Under  section  245(a)  (6),  $2,008.89  for  taxes  paid  upon  capital 
stock;  and 

(3)  Eight  thousand  dollars  for  other  real  estate  expenses,  which 
sum  has  been  assigned  by  the  petitioner  to  cover  office  and  officer 
supervision  of  real  estate  owned  by  the  petitioner. 

The  assignments  of  error  for  the  years  1922,  1923,  and  1924  are : 

(4)  That  the  Commissioner  disallowed  the  deduction  from  gross 
income  under  section  245(a)(6)  of  the  Revenue  Acts  of  1921  and 
1924  of  amounts  paid  by  the  petitioner  to  the  Commonwealth  of 
Pennsylvania  for  capital-stock  taxes  assessed  bv  the  Commonwealth 
against  it ;  and 

(5)  That  the  Commissioner  erred  in  his  calculation  as  an  allow¬ 
able  deduction  under  section  245(a)  (2)  of  the  Revenue  Acts  of  1921 
and  1924  of  the  amount  equal  to  the  excess  over  interest  exempt 
under  section  245(a)  (1)  of  4  per  centum  of  the  mean  of  the  reserve 
funds  required  by  law  and  held  by  petitioner  at  the  beginning  and 
end  of  tlie  taxable  year;  that  he  did  not  include  in  such  reserve 
funds  the  petitioner’s  reserves  for  meeting  its  obligations  on  certain 
policies  of  life  insurance  known  as  its  “  Guaranteed  Premium  Re¬ 
duction  Policies  ”  or  “  Guaranteed  Premium  Dividend  Policies  ” 
where  premium  reduction  credits,  as  evidenced  by  coupons  attached 
to  the  said  policies,  had  been  left  with  the  petitioner  and  allowed  to 
accumulate  in  accordance  with  the  provisions  of  the  said  policies. 


FINDINGS  OF  FACT. 


The  petitioner  is  a  Pennsylvania  corporation  engaged  in  the  writ- 
iTTg'of  insurance  upon  the  lives  of  individuals  and  was  incorporated  in 
1911.  During  the  year  and  prior  years  it  was  licensed  to  do 
business  under  the  laws  of  the  Commonwealth  of  Pennsylvania. 
Since  1921  it  has  written  policies  in  Ohio  and  Pennsylvania.  It 
made  Federal  income-tax  returns  for  the  veaAs  1921  to  1924  under 

V 

the  provisions  of  the  Revenue  Acts  of  1921  and  1924.  In  its  return 
for  1921  it  deducted  from  gross  income,  under  the  heading  “  Invest¬ 
ment  Expenses,’'  $7,000.  In  the  audit  of  the  petitioner's  return 
the  Commissioner  disallowed  the  deduction  of  $1,322.19  of  the  amount 
and  allowed  a  deduction  of  $5,677.81  for  investment  expenses.  The 
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difference  in  the  figures  arises  wholly  from  the  value  assigned  by  the 
Commissioner  to  the  petitioner’s  home  office  building.  Petitioner 
carried  the  home  office  building  upon  its  books  of  account  at  Decem¬ 
ber  31,  1921,  at  $537,761.97.  Petitioner  purchased  this  building  in 
1917.  From  the  time  of  purchase  to  the  end  of  1921,  permanent 
improvements  had  been  made  in  the  building  bringing  the  depreciated 
cost  of  same  up  to  December  31,  1921,  to  $537,761.97.  This  item  of 
real  estate  was  carried  on  the  books  of  the  company  at  its  net  invest¬ 
ment  figure  at  that  time  of  ($537,761.97  less  $350,000)  $187,761.97. 
The  appraised  value  of  the  building  at  the  end  of  1921  was  $798,427. 
The  excess  of  the  appraised  value  over  the  depreciated  cost  of  the 
building  to  the  petitioner  on  that  date,  $260,665.03,  was  carried  in 
the  petitioner’s  state  report  as  market  value  of  real  estate  over  book 
value. 

In  its  income-tax  returns  for  1921,  1922,  1923,  and  1924,  the  peti¬ 
tioner  deducted  from  gross  income  under  section  245(a)(6)  of  the 
Revenue  Acts  of  1921  and  1924,  amounts  paid  to  the  Commonwealth 
of  Pennsylvania  as  capital-stock  taxes  as  follows: 


1921  _ _ _ $1,047.89 

1922  _  1,  668.  86 

1923  _  1,  718.  53 

1924  _ 1.  734.  28 


The  Commissioner  disallowed  these  deductions  in  the  determina¬ 
tion  of  deficiencies. 

Among  the  policies  of  life  insurance  issued  by  the  petitioner  is  a 
form  of  policy  known  as  “  Guaranteed  Premium  Reduction  Policy.” 
Each  of  these  policies  is  issued  with  a  sheet  of  coupons  attached, 
each  coupon  bearing  a  specific  date  and  a  specific  value  and  provid¬ 
ing  that  the  petitioner  will  pay  to  the  order  of  the  insured  under 
the  policy,  or  to  the  order  of  the  assignee  if  the  policy  is  assigned,  a 
reduction  of  the  amount  specified  in  the  coupon  provided  all  full 
annual  premiums  due  on  the  policy  up  to  and  including  the  date  of 
the  coupon  have  been  paid  in  cash.  A  specimen  coupon  attached 
to  a  sample  policy  introduced  in  evidence  reads : 

Guaranteed  Reduction.  On  demand  on  or  after  Mar.  20.  1931. 

Standard  Life  Insurance  Company  of  America 
Home  Office  Pittsburgh,  Penna. 

will  pay  to  the  order  of  the  Insured  under  Policy  No.  XXXXX  (or  to  the  order 
of  the  assignee,  if  said  policy  is  assigned.) 

A  Reduction  of  Fifty-Eight  &  00/100  To^  Dollars 

provided  all  full  annual  premiums  due  on  said  policy  up  to  and  including  said 
date  have  been  paid  in  cash. 

$58.00.  Payable  at  Its  Home  Office. 

John  C.  Hill,  Prest. 
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By  the  terms  of  the  policy  itself  following  the  covenant  of  the 
company  to  pay  the  amount  specified  in  the  policy  at  the  death  of  the 
insured  to  his  beneficiary,  it  is  stipulated  that  the  insurance  is 
granted  for  one  year  in  consideration  of  the  application  made  there¬ 
for  and  the  payment  in  advance  of  the  premium  called  for,  the  first 
year's  insurance  under  the  contract  being  stated  to  be  preliminary 
term  insurance.  It  is  also  stipulated  that  the  contract  will  be  re¬ 
newed  on  like  terms  as  a  limited  payment  life  guaranteed  premium 
reduction  policy  by  the  payment  of  the  premium  called  for  in  the 
policy  on  or  before  the  first  day  of  the  second  year  and  on  each 
anniversary  of  the  policy  thereafter,  until  a  stated  number  of  full- 
year  premiums,  including  the  first,  shall  have  been  paid,  or  until 
the  prior  death  of  the  insured.  Among  the  benefits  and  privileges 
granted  to  the  insured  are  the  specific  covenants  of  the  petitioner 
covering  the  annual  reductions  of  the  premiums  and  the  use  which 
the  insured  may  make  of  the  coupons  representing  said  reductions. 
Under  these  covenants,  while  the  policy  is  kept  in  force  by  the  pay¬ 
ment  of  the  premiums  in  cash,  the  company  guarantees  after  the 
second  year  the  annual  reductions  of  premiums  shall  be  as  shown  on 
the  coupons  attached  to  the  policy  and  that  said  coupons  may  be 
used  in  several  ways,  namely,  to  reduce  the  succeeding  year’s  pre¬ 
mium  ;  to  purchase  nonparticipating  paid-up  additions  to  the  face  of 
the  policy;  to  reduce  the  number  of  premium  payments;  or  they 
may  be  left  with  the  company  to  accumulate  with  interest  at  Sy2 
per  cent  and  may  be  withdrawn  at  anv  time  or  in  the  event  of  death 
they  will  be  added  to  the  principal  sum  payable  to  the  insured  under 
the  policy.  If  the  reductions  are  allowed  to  accumulate  for  the 
purpose  of  reducing  the  number  of  premium  payments  or  to  ac¬ 
cumulate  with  interest,  the  policy  becomes  paid-up  in  a  certain  speci¬ 
fied  number  of  years,  that  is,  it  is  changed  from  an  ordinary  life 
policy  to  a  limited  payment  life  policy. 

Prior  to  1912,  the  policies  thus  issued  by  the  petitioner  were  desig¬ 
nated  “  Guaranteed  Dividend  Policies,”  and  the  coupons  annexed 
thereto  called  for  a  “  dividend  ”  of  a  stated  amount.  At  the  request 
of  the  Insurance  Department  of  the  Commonweath  of  Pennsylvania 
in  1912,  the  word  “  Dividend  ”  was  changed  to  “  Reduction,”  the 
department  having  stated  that  such  coupons  were  not  dividend 
coupons  but  premium  reduction  coupons.  Since  then  the  policies 
have  been  designated  “  Guaranteed  Premium  Reduction  Policies." 

Under  the  requirements  of  the  laws  of  the  Commonwealth  of 
Pennsylvania,  the  petitioner  sets  up  and  carries  the  reserves  neces¬ 
sary  to  meet  not  only  the  mortality  risk,  but  also  the  company’s  obli¬ 
gation  to  the  insured  who  allows  his  premium  reduction  credits  to 
remain  with  the  company  instead  of  demanding  and  receiving  cash 
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therefor  as  they  mature.  Not  only  are  the  reserves  set  up  on  the 
company’s  books  to  meet  the  company’s  liability  on  the  premium 
reduction  coupon  policies  with  interest,  but  such  reserve  liabilities 
are  reported  each  year  in  the  annual  statements  which  the  company 
must  file  as  required  by  law  with  the  Insurance  Department  of  the 
Commonwealth  of  Pennsylvania.  These  reserves  were  reported  for 
the  years  1921  to  1924,  inclusive,  on  page  5,  line  22,  of  the  convention 
form  of  report  used  by  the  petitioner  in  making  its  reports  to  the 
Insurance  Department.  The  reserves  are  reported  in  tw^o  items,  one 
being  the  principal  amount  of  the  reserve  fund  necessary  to  enable 
the  petitioner  to  meet  any  and  all  of  the  obligations  recited  above  to 
the  insured  or  his  beneficiary  where  coupon  reduction  credits  are  not 
cashed,  and  the  other  being  the  accrued  interest  thereon. 

The  reserves  carried  by  the  petitioner  for  the  purpose  of  enabling 
it  to  meet  its  obligations  in  respect  of  the  premium  reduction  coupons 
at  the  beginning  and  close  of  the  calendar  years  1922  to  1924,  were 
as  follows: 


December  31,  1921 _ _ $229,  626.  69 

December  31,  1922 _  259,  062.  40 

December  31,  1923 _  282,  408.  28 

December  31,  1924 _  298,  940.  91 

The  mean  of  the  amounts  for  the  years  1922,  1923,  and  1924  is: 

1922  _ $244,344.54 

1923  _ _ _  270,  735.  34 

1924  _  290,  674.  59 


and  the  deductions  claimed  by  the  petitioner  in  its  tax  returns  under 
the  provisions  of  section  245(a)  (2)  of  the  Revenue  Acts  of  1921  and 
1924  are  $9,773.79  for  1922,  $10,829.42  for  1923,  and  $11,626.99  for 
1924,  which  deductions  were  disallowed  by  the  Commissioner  in 
determining  the  deficiencies  involved  herein. 

% 

OPINION. 

Smith:  The  net  income  of  a  life  insurance  company  upon  which 
the  income  tax  is  imposed  is  determined  in  an  entirely  different  man¬ 
ner  under  the  Revenue  Acts  of  1921  and  1924  from  the  way  in  which 
it  was  determined  in  prior  income-tax  acts.  When  the  bill  (H.  R. 
8245)  which  later  became  the  Revenue  Act  of  1921,  was  introduced 
in  the  Senate  it  was  accompanied  by  a  report  of  the  Finance  Com¬ 
mittee  in  which  it  was  stated : 


Sections  242-246  provide  a  new  plan  for  the  taxation  of  life  insurance  com¬ 
panies,  substantially  similar  to -the  plan  embodied  in  the  Revenue  Act  of  1918 
as  first  adopted  by  the  Senate.  The  provisions  of  the  present  law  applicable 
to  life  insurance  companies  are  imperfect  and  productive  of  constant  litigation. 
The  proposed  plan  would  tax  life  insurance  companies  on  the  basis  of  their 
investment  income  from  interest,  dividends,  and  rents,  with  suitable  deductions 
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for  expenses  fairly  chargeable  against  such  investment  income.  The  new  tax 
would  take  the  place  of  the  present  income  and  excess-protits  taxes  for  the  year 
1921,  and  life  insurance  companies  would  share  with  other  insurance  companies 
in  the  repeal  in  the  year  1922  of  the  capital  stock  tax  and  the  taxes  imposed 
by  section  503.  The  new  tax  will  yield  a  larger  revenue  than  the  taxes  which 
it  is  proposed  to  replace. 

The  present  proceedings  raise  no  question  as  to  the  correctness  of 
the  computation  of  the  gross  income  of  the  petitioner  for  the  years 
1921  to  1924,  inclusive,  which  is  defined  by  statute  as  the  gross  amount 
of  income  received  during  the  taxable  year  from  interest,  dividends, 
and  rents.  Section  244(a),  Revenue  Acts  of  1921  and  1924.  The 
questions  in  issue  in  these  proceedings  relate  to  deductions  from 
gross  income  under  subdivisions  (2),  (5),  and  (6)  of  section  245(a) 
of  the  Revenue  Acts  of  1921  and  1924.  Section  245(a),  so  far  as 
relevant,  provides  as  follows: 

That  in  the  case  of  a  life  insurance  company  the  term  ‘“net  income"’  means 
the  gross  income  less — 

******* 

(2)  An  amount  equal  to  the  excess,  if  any,  over  the  deduction  specified  in 
paragraph  (1)  of  this  subdivision,  of  4  per  centum  of  the  mean  of  the  reserve 
funds  required  by  law  and  held  at  the  beginning  and  end  of  the  taxable  year, 
plus  (in  case  of  life  insurance  companies  issuing  policies  covering  life,  health, 
and  accident  insurance  combined  in  one  policy  issued  on  the  weekly  premium 
payment  plan,  continuing  for  life  and  not  subject  to  cancellation)  4  per  centum 
of  the  mean  of  such  reserve  funds  (not  required  by  law)  held  at  the  beginning 
and  end  of  the  taxable  year,  as  the  Commissioner  finds  to  be  necessary  for  the 
protection  of  the  holders  of  such  policies  only ; 

(5)  Investment  expenses  paid  during  the  taxable  year:  Provided .  That  if  any 
general  expenses  are  in  part  assigned  to  or  included  in  the  investment  expenses, 
the  total  deduction  under  this  paragraph  shall  not  exceed  one-fourth  of  1  per 
centum  of  the  book  value  of  the  mean  of  the  invested  assets  held  at  the  begin¬ 
ning  and  end  of  the  taxable  year ; 

(G)  Taxes  and  other  expenses  paid  during  the  taxable  year  exclusively  upon 
or  with  respect  to  the  real  estate  owned  by  the  company,  not  including  taxes 
assessed  against  local  benefits  of  a  kind  tending  to  increase  the  value  of  the 
property  assessed,  and  not  including  any  amount  paid  out  for  new  buildings,  or 
for  permanent  improvements  or  betterments  made  to  increase  the  value  of  any 
property.  The  deduction  allowed  by  this  paragraph  shall  be  allowed  in  the 
case  of  taxes  imposed  upon  a  shareholder  or  member  of  a  company  upon  his 
interest  as  shareholder  or  member,  which  are  paid  by  the  company  without 
reimbursement  from  the  shareholder  or  member,  but  in  such  cases  no  deduc¬ 
tion  shall  be  allowed  the  shareholder  or  member  for  the  amount  of  such  taxes. 

In  its  return  for  1921  the  petitioner  deducted  from  gross  income, 
under  subdivision  (2)  of  section  245(a),  $7,000  for  investment  ex¬ 
penses.  The  respondent  allowed  a  deduction  of  $5,677.81  and  dis¬ 
allowed  the  deduction  of  the  balance,  or  .$1,322.19.  Counsel  for  pe¬ 
titioner  and  respondent  admit  that  the  only  point  in  issue  pertain¬ 
ing  to  this  question  is  the  valuation  of  the  home  office  building  of 
the  company  for  the  purpose  of  determining  the  amount  to  be 
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included  in  “invested  assets'’  within  the  meaning  of  that  term  as 
used  in  subdivision  (5)  of  section  245(a).  There  appears  to  be  no 
question  that  the  depreciated  cost  of  the  building  to  the  petitioner 
at  December  31,  1921,  including  a  mortgage  originally  assumed  of 
$400,000,  was  $537,761.97.  At  some  time  prior  to  1921  petitioner  had 
paid  off*  $50,000  of  the  mortgage.  The  convention  form  of  report 
made  by  the  petitioner  to  the  Insurance  Department  of  the  Common¬ 
wealth  of  Pennsylvania  for  the  year  1921  shows  “  Book  value  of 
real  estate  (less  $350,000  encumbrances) ,  per  Schedule  A,  $187,761.97.” 
It  also  shows  as  a  nonledger  asset  market  value  of  the  real  estate 
in  excess  of  the  depreciated  cost  $260,665.03.  This  represents  the 
excess  of  the  appraised  value  of  the  home  office  building  over  the 
book  value  inclusive  of  the  mortgage.  In  the  determination  of  the 
invested  assets  of  the  petitioner  under  section  245(a)(5),  Revenue 
Act  of  1921,  the  respondent  allowed  a  value  for  the  real  estate  of 
only  $187,761.91. 

The  evidence  indicates  that  the  appraised  value  of  the  real  estate 
was  $260,665.03  over  the  book  value.  The  secretary  and  treasurer 
of  the  petitioner  testified  that  the  petitioner  had  no  entry  on  its 
books  in  1921  showing  a  value  of  the  real  estate  in  excess  of  $537,- 
761.97,  but  stated  that  although  the  petitioner  had  no  entry  upon 
its  books  it  nevertheless  had  documents  which  proved  that  the  real 
estate  had  a  total  value  at  December  31,  1921,  of  $798,427. 

Section  245(a)  (5)  provides  in  part: 

*  *  *  The  total  deduction  under  this  paragraph  shall  not  exceed  one- 

fourth  of  1  per  centum  of  the  book  value  of  the  mean  of  the  invested  assets 
held  at  the  beginning  and  end  of  the  taxable  year. 

Since  the  petitioner  admits  that  the  claimed  excess  of  the  fair 
market  value  of  the  real  estate  over  $537,761.97  was  not  shown  on  its 
books  and  was  not  reported  in  its  return  to  the  Commonwealth  of 
Pennsylvania,  except  as  a  nonledger  asset,  we  are  of  the  opinion 
that  there  is  no  merit  in  the  petitioner’s  contention  that  the  excess 
of  the  appraised  value  of  the  real  estate  over  its  book  value  should 
be  included  in  its  “  invested  assets.” 

It  remains  to  be  considered  whether  the  petitioner  is  entitled  to 
include  in  its  invested  assets  the  book  value  of  the  real  estate  inclu¬ 
sive  of  an  unpaid  mortgage  or  whether  the  book  value  should  be 
reduced  by  the  amount  of  the  unpaid  mortgage  for  the  purpose  of 
arriving  at  the  invested  assets.  This  point  is  covered  by  the  Com¬ 
missioner’s  regulations.  Article  683  of  Regulations  62  provides: 

*  *  *  The  invested  assets  are  items  1-6,  inclusive,  item  9,  and  items  10 

and  11  (if  interest-bearing  assets)  of  the  asset  page  of  the  annual  statement 
for  life  companies,  and  items  1-4,  inclusive,  item  7,  and  items  27— 30,  inclusive 
(if  interest-bearing  assets),  of  the  asset  page  of  the  annual  statement  for 
miscellaneous  stock  companies.  *  *  * 
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These  items  of  the  insurance  statement  are  exclusive  of  encum¬ 
brances  upon  real  estate.  Item  1  of  ledger  assets  of  the  convention 
form  reads:  “Book  value  of  real  estate  (less — encumbrances),  per 
Schedule  A.” 

Disregarding,  however,  the  regulations  of  the  Commissioner  upon 
this  point  we  are  of  the  opinion  that  it  can  not  consistently  be  said 
that  the  book  value  of  invested  assets  is  inclusive  of  an  unpaid 
encumbrance.  The  interest  on  the  unpaid  encumbrance  is  deductible 
under  section  245(a)(8)  of  the  Revenue  Act  of  1921.  Why,  there¬ 
fore,  should  the  amount  of  the  encumbrance  be  included  as  an 
invested  asset  for  the  purpose  of  determining  the  investment  ex¬ 
penses  under  subdivision  (5)  ?  We  are  of  the  opinion  that  the  con¬ 
clusion  reached  by  the  respondent  upon  this  point  is  correct. 

In  its  petition  relating  to  the  year  1921  petitioner  states: 

Under  the  heading  “Other  Real  Estates  Expenses”,  the  Company  claims  an 
amount  of  $74,364.52,  while  the  Internal  Revenue  Department  allows  for  this 
item  $66,364.52,  a  difference  of  $8,000.00.  This  sum  is  the  item  which  has  been 
assigned  by  us  to  cover  office  and  officer  supervision  of  real  estate  owned  by 
this  company.  This  real  estate  consists  of  a  thirteen  story  Home  Office  Build¬ 
ing,  in  which  there  are  domiciled  approximately  sixty  tenants.  The  super¬ 
vision  of  this  Building,  with  its  problems  of  operation,  repairing,  renting,  heat¬ 
ing  and  lighting  has  been  carried  on  in  the  general  office  of  the  life  insurance 
company,  without  the  specific  assignment  to  the  real  estate  operations  for  office 
space,  record  keeping  charges,  telephone,  postage,  and  lighting,  or  for  the  extra 
calls  upon  the  attention  of  the  Company’s  officials  over  what  would  be  required 
by  an  ordinary  investment  in  real  estate.  We  have,  therefore,  felt  it  reasonable 
to  assign  the  item  of  $8,000.00  noted  above  to  cover  the  various  items 
enumerated. 

In  his  answer  the  respondent  admits  that  he  has  allowed  as  a 
deduction  under  the  heading  “  Other  Real  Estate  Expenses,’'  only 
the  sum  of  $66,364.53,  a  difference  of  $8,000.  The  petitioner  had 
adduced  no  evidence  to  prove  that  it  is  entitled  to  the  deduction  of 
more  than  $66,364.53  as  other  real  estate  expenses  and  it  makes  no 
mention  of  the  point  in  its  brief.  Fot  lack  of  evidence  the  action 
of  the  respondent  in  disallowing  the  deduction  of  the  $8,000  in 
question  is  sustained. 

The  second  point  in  issue  is  the  deductibility  under  subdivision 
(6)  of  section  245(a)  of  the  Revenue  Acts  of  1921  and  1924  of  taxes 
paid  by  the  petitioner  upon  its  capital  stock.  This  involves  the 
years  1921,  1922,  1923,  and  1924. 

The  taxes  paid  by  the  petitioner  to  the  Commonwealth  of  Pennsyl¬ 
vania  and  claimed  as  a  deduction  from  gross  income  in  its  tax  returns 
and  disallowed  by  the  respondent  are  imposed  under  the  Acts  of 
Assembly  of  June  1,  1889,  P.  L.  420,  and  June  8,  1891,  P.  LA  229, 
sec.  21,  and  the  various  supplements  and  amendments  thereto.  The 
last  amendment  to  the  Act  of  1889,  prior  to  the  years  covered  by  the 
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returns  in  question,  is  the  Act  of  June  5,  1919,  P.  L.  948,  sec.  1,  and 
the  last  amendment  to  section  1  of  the  Act  of  1891  is  the  Act  of 
July  22,  1913,  P.  L.  903,  sec.  1.  These  acts  are  quoted  from  West’s 
Digest  of  Pennsylvania  Statutes,  as  follows: 

Sec.  20363:  Annual  Reports  to  Auditor  General. — Hereafter,  except  in  tjie 
case  of  banks,  savings  institutions,  title  insurance  or  trust  companies,  building 
and  loan  associations,  and  foreign  insurance  companies,  it  shall  be  the  duty 
of  the  President,  Vice  President,  Secretary  or  Treasurer  of  every  corporation 
having  capital  stock  *  *  *  organized  or  incorporated  by  or  under  any 

laws  of  this  Commonwealth,  and  of  every  corporation  *  *  *  organized  by 

or  under  the  law  of  any  other  State  or  Territory  of  the  United  States,  or  by 
the  United  States,  or  by  any  foreign  government,  and  doing  business  in  and 
liable  to  taxation  within  this  Commonwealth  *  *  *  to  make  annually,  on 

or  before  the  last  day  of  February,  for  the  calendar  year  next  preceding,  a 
report  in  writing  to  the  Auditor  General  *  *  *,  stating  specifically : 

First.  The  amount  of  its  capital  stock  at  the  close  of  the  year  for  which 
report  is  made,  together  with  the  highest  selling  price  per  share,  and  the 
average  selling  price  thereof  during  said  year. 

Second.  Its  debt  account. 

Third.  Its  income  account,  together  with  the  disposition  of  any  net  income, 
and  its  profit  and  loss  statement. 

Fourth.  Its  general  balance  sheet. 

Fifth.  Its  real  estate  and  tangible  personal  property,  if  any,  owned  and 
permanently  located  outside  of  the  Commonwealth,  and  value  of  the  same ; 
and  the  value  of  the  property,  if  any,  exempt  from  taxation. 

Sixth.  The  proportion  of  its  capital  stock  invested  in  and  actually  and 
exclusively  employed  and  used  in  manufacturing  within  the  Commonwealth 
during  the  year  for  which  said  report  is  made. 

Seventh.  A  valuation  and  appraisal,  in  the  manner  hereinafter  provided,  of 
the  capital  stock  of  the  said  corporation,  company,  joint-stock  association,  or 
limited  partnership,  at  its  actual  value  in  cash  as  it  existed  at  the  close  of  the 
year  for  which  the  report  is  made.  (1919,  July  15 ;  P.  L.  948,  Sec.  1.) 

Sec.  20366.  Rate  of  tax;  payment. — That  every  corporation,  joint-stock  asso¬ 
ciation,  limited  partnership,  and  company  whatsoever,  from  which  a  report  is 
required  under  the  twentieth  section  hereof,  shall  be  subject  to,  and  pay  into 
the  Treasury  of  the  Commonwealth  annually,  a  tax  at  the  rate  of  five  mills 
upon  each  dollar  of  the  actual  value  of  its  whole  capital  stock  of  all  kinds, 
including  common,  special,  and  preferred,  as  ascertained  in  the  manner  pre¬ 
scribed  in  said  twentieth  section ;  and  it  shall  be  the  duty  of  the  treasurer  or 
other  officers  having  charge  of  any  such  corporation,  joint-stock  association, 
or  limited  partnership,  upon  which  a  tax  is  imposed  by  this  section,  to  trans¬ 
mit  the  amount  of  said  tax  to  the  treasury  of  the  Commonwealth  within  thirty 
days  from  the  date  of  the  settlement  of  the  account  by  the  Auditor  General 
and  the  State  Treasurer:  Provided,  That  for  the  purposes  of  this  act,  interest 
in  limited  partnerships  or  joint-stock  associations  shall  be  deemed  to  be 
capital  stock,  and  taxable  accordingly.  (1913,  July  22;  P.  L.  903,  Sec.  1.) 

The  capital-stock  tax  imposed  by  the  Commonwealth  of  Pennsyl¬ 
vania  is  a  tax  on  property  and  not  a  tax  on  dividends  or  franchises. 
See  C ommonwealth  v.  Standard  Oil  Go .,  101  Pa.  119;  Commonwealth 
v.  Union  Shipbuilding  Co.,  271  Pa.  403;  114  Atl.  257;  Pullman's 
Palace  Car  Co.  v.  Pennsylvania,  141  U.  S.  18.  In  the  last-mentioned 
7333—28 - 3 
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case  the  United  States  Supreme  Court,  in  construing  the  Pennsyl¬ 
vania  Statute  of  May  1,  1861,  P.  L.  69,  sec.  5,  which  act  was  merely 
one  of  the  forerunners  of  the  acts  of  1889  and  1901  and  their  supple¬ 
ments,  and  fixed  a  capital-stock  tax  at  the  rate  of  one-half  mill  on 
£,very  1  per  cent  rate  of  dividends,  said : 

The  tax  now  in  question  is  not  a  license  tax  or  a  privilege  tax ;  it  is  not  a 
tax  on  business  or  occupation ;  it  is  not  a  tax  on,  or  because  of,  the  transporta¬ 
tion,  or  the  right  of  transit,  of  persons  or  property  through  the  State  to  other 
States  or  countries.  The  tax  is  imposed  equally  on  corporations  doing  business 
within  the  State,  whether  domestic  or  foreign,  and  whether  engaged  in  inter¬ 
state  commerce  or  not.  The  tax  on  the  capital  of  the  corporation,  on  account 
of  its  property  within  the  State,  is,  in  substance  and  effect,  a  tax  on  that  prop¬ 
erty.  Gloucester  Ferry  Co.  v.  Pennsylvania,  114  TJ.  S.  196,  209;  Western  Union 
Telegraph  Co.  v.  Attorney  General  of  Massachusetts ,  125  U.  S.  530,  552. 

It  has  also  been  squarely  decided  in  Pennsylvania  that  since  the 
corporation  is  liable  for  the  payment  of  the  tax  the  shares  of  stock  in 
the  hands  of  its  stockholders  are  not  liable  for  the  payment  of  the 
tax. 

In  C ovwwnwealth  v.  Fall  Brook  Coal  Co .,  156  Pa.  488  (1893)  ;  26 
Atl.  1071,  the  court  passed  upon  an  attempt  to  tax  the  defendant  on 
shares  owned  by  it  in  the  Fall  Brook  Railway  Co.,  which  latter  com¬ 
pany  had  paid  the  capital-stock  tax.  The  court,  however,  says: 

*  *  *  The  shares  of  stock  in  the  Fall  Brook  Railway  Company  are  not 

taxable  in  the  hands  of  their  holders,  because  they  have  already  paid  the  state 
tax  through  the  corporation,  and  are  excepted  in  express  words  from  the  liabil¬ 
ity  to  taxation  in  the  hands  of  the  holder  by  the  first  section  of  the  Act  of 
1889.  *  *  * 

In  Commonwealth  v.  United  Gas  Improvement  Co .,  162  Pa.  602; 
29  Atl.  667,  the  Supreme  Court  of  Pennsylvania  said : 

*  *  *  When  a  tax  has  been  pa  d  by  a  corporation  upon  its  entire  capital 

stock,  the  same  stock  cannot  be  again  charged  with  taxes  in  the  hands  of  the 
separate  holders  of  the  shares  into  which  it  may  be  divided,  under  the  law  as  it 
stood  when  this  case  wTas  heard  in  the  court  below,  nor  under  any  act  of 
assembly  now  in  force  in  this  state  to  which  our  attention  has  been  called. 
This  is  further  shown  by  Com.  v.  Lehigh  Coal  and  Nav.  Co.,  29  Atl.  664,  the 
opinion  in  which  we  file  herewith.  *  *  * 

In  C  ommonioealth  v.  Lehigh  Coal  efi  Navigation  Co.,  162  Pa. 
603;  29  Atl.  664,  the  Supreme  Court  of  Pennsylvania  said: 

*  *  *  The  property  of  the  corporation  consists  of  many  items,  and  is  often 

widely  scattered.  How  shall  this  property  be  valued  for  the  purposes  of  taxa¬ 
tion?  The  law  provides  that  instead  of  making  use  of  an  extended  inventory 
of  assets,  and  estimating  the  value  of  each  article  thereon  separately,  the  prop¬ 
erty  shall  be  deemed  worth  for  purposes  of  taxation  just  what  it  is  apparently 
worth  for  business  purposes,  and  so  adjusts  its  value  by  a  statement  which  the 
corporation  is  requinal  to  submit  annually  for  this  purpose.  Upon  this  state¬ 
ment,  the  auditor  general  fixes  the  actual  cash  value  of  the  stock  of  the  corpo¬ 
ration  at  just  what  the  items  in  the  statement  show  its  property  to  be  worth,  i 
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The  capital  stock  tax  is  then  assessed  upon  the  valuation  so  made,  and  the  cor¬ 
poration,  as  such,  is  required  to  pay  it  to  the  state  treasurer.  These  certificates 
of  stock  held  by  the  respective  stockholders  represent  the  several  interests  of 
each  holder.  The  capital  stock  comprehends  the  interest  of  all  the  stockholders. 
When  the  corporation,  as  the  legal  owner  of  the  property  held  in  its  name,  and 
as  the  representative  and  trustee  of  the  equitable  owners,  pays  the  tax  on  all 
the  stock  in  a  single  lump,  this  total  is  the  exact  equivalent  of  the  aggregate 
of  the  several  sums  due  upon  the  separate  shares  into  which  the  stock  is 
divided.  Such  payment  discharges  the  claim  of  the  state  upon  each  and  all  of 
the  shares  into  which  the  capital  stock  may  have  been  divided,  for  the  very 
obvious  reason  that  the  whole  includes  the  parts  of  which  it  is  composed. 

In  view  of  the  above  decisions  the  petitioner  submits  that  the 
capital-stock  tax  imposed  by  the  Commonwealth  of  Pennsylvania 
is  in  effect  a  tax  imposed  upon  a  shareholder  of  a  company  upon  his 
interest  as  a  shareholder  which  is  paid  by  the  company  without 
reimbursement  for  the  shareholders  and  is  therefore  deductible  from 
gross  income  under  section  245(a)  (6)  of  the  statute. 

Article  684  of  Commissioner’s  Regulations  62  limits  allowable 
deductions  under  section  245(a)(6)  to  such  items  as  are  set  forth 
in  items  31  and  32  of  the  disbursements  page  of  the  annual  statement 
of  life  insurance  companies.  Line  31  covers  repairs  and  expenses 
other  than  taxes  on  real  estate,  and  line  32  covers  taxes  on  real  estate. 
The  petitioner  reports  capital-stock  taxes  under  line  36  entitled  “All 
Other  License  Fees  and  Taxes.”  Petitioner  submits  that  the  regula¬ 
tion  is  more  narrow  than  subdivision  (6)  of  section  245(a)  ;  that  the 
act  does  not,  as  does  article  684,  limit  the  tax  for  which  a  deduction 
may  be  allowed  to  a  tax  on  real  estate  per  se.  Petitioner  further  sub¬ 
mits  that  it  was  the  intention  of  Congress  to  allow  a  deduction  for 
all  taxes  in  the  nature  of  property  taxes  by  whatever  name  they 
might  be  designated,  or  whether  collected  by  the  State  or  a  subdivi¬ 
sion  thereof  and  that  the  word  “  taxes  ”  in  section  245(a)  (6)  should 
be  given  an  ordinary  meaning ;  further  that  the  words  in  subdivision 
(6)  “exclusively  upon  or  with  respect  to  the  real  estate  owned  by  the 
company  ”  limits  those  words  to  expenses  and  not  to  taxes. 

In  the  Revenue  Act  of  1921,  as  above  indicated,  Congress  provided 
an  entirely  different  method  for  computing  the  net  income  of  a  life 
insurance  company  from  the  method  used  in  prior  income-tax  acts. 

See  National  Life  Insurance  Go.  v.  United  States ,  - U.  S.  - , 

decided  June  4,  1928.  Congress  did  not  attempt  to  include  in  the 
gross  income  of  the  life  insurance  company  all  of  its  income.  None 
of  the  premium  income  is  to  be  included  in  the  gross  income  and  not 
all  of  its  income  from  investments.  For  instance,  gain  on  the  sale 
of  securities  is  not  to  be  included  in  gross  income.  All  that  is  in¬ 
cluded  is  interest,  dividends  and  rents.  From  this  gross  income 
certain  deductions  are  allowable.  The  bill,  II.  R.  8245,  which  later 
became  the  Revenue  Act  of  1921,  as  originally  passed  by  the  House 
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provided  for  a  deduction  from  gross  income  under  subdivision  (6) 
of  section  245(a)  the  following: 

Taxes  and  other  expenses  paid  during  the  taxable  year  exclusively  upon  or 
with  respect  to  the  real  estate  owned  by  the  company,  not  including  taxes 
assessed  against  local  benefits  of  a  kind  tending  to  increase  the  value  of  the 
property  assessed,  and  not  including  any  amount  paid  out  for  new  buildings, 
or  for  permanent  improvements  or  betterments  made  to  increase  the  value  of 
any  property.  *  *  * 

Quite  clearly  in  this  language  there  is  no  ground  for  the  conten¬ 
tion  that  the  phrase  “  exclusively  upon  or  with  respect  to  the  real 
estate  owned  by  the  company  ”  limits  those  words  to  “  expenses  ” 
and  not  to  “taxes.5’  Taxes  and  other  expenses  were  all  in  the  same 
group  and  we  think  it  clear  that  Congress  intended  to  limit  the  de¬ 
duction  for  taxes  to  those  paid  during  the  taxable  year  “  exclusively 
upon  or  with  respect  to  the  real  estate  owned  by  the  company.” 

Subdivision  (6)  of  section  245(a)  was  amended  by  the  Senate  by 
adding  thereto  an  additional  sentence  providing : 

*  *  *  The  deduction  allowed  by  this  paragraph  shall  be  allowed  in  the 

case  of  taxes  imposed  upon  a  shareholder  or  member  of  a  company  upon  his  in¬ 
terest  as  shareholder  or  member,  which  are  paid  by  the  company  without  reim¬ 
bursement  from  the  shareholder  or  member,  but  in  such  cases  no  deduction  shall 
be  allowed  the  shareholder  or  member  for  the  amount  of  such  taxes. 

This  language  is  substantially  the  same  as  that  contained  in  section 
234(a)  (3)  of  the  Act  and  it  was  apparently  inserted  by  the  Senate  in 
the  Act  for  the  purpose  of  bringing  subdivision  (6)  of  section  245(a) 
into  harmony  with  section  234(a)(3).  If  the  capital-stock  tax  im¬ 
posed  by  the  Commonwealth  of  Pennsylvania  were  imposed  upon 
the  shareholders,  there  would  clearly  be  ground  for  the  argument 
made  by  the  petitioner  that  since  the  tax  was  paid  by  the  petitioner 
it  constituted  a  legal  deduction  from  gross  income  even  though  under 
the  Commissioner’s  regulations,  article  684,  Regulations  62,  the 
amount  deductible  would  be  that  portion  of  the  total  amount  allow¬ 
able  as  a  deduction  which  the  value  of  the  real  estate  owned  or  occu¬ 
pied  in  whole  or  in  part  is  of  the  book  value  of  all  of  the  real  estate 
owned.  We  think  it  is  unnecessary  for  us  to  consider,  however,  the 
bearing  of  the  regulations  upon  the  point  in  issue.  As  we  see  it, 
the  capital-stock  tax  imposed  by  the  Commonwealth  of  Pennsylvania 
is  not  in  any  sense  imposed  upon  a  shareholder  or  member.  The  tax 
would  be  collectible  from  the  corporation  in  respect  of  its  capital 
stock  even  though  no  shares  of  stock  had  been  issued.  The  measure 
of  the  capital  stock  is  not  the  value  of  the  real  estate  but  the  “  actual 
value  of  its  whole  capital  stock  of  all  kinds.”  We  think  that  the 
phrase  u  exclusively  upon  or  with  respect  to  the  real  estate  owned 
by  the  company,”  contained  in  subdivision  (6)  of  section  245(a) 
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limits  the  word  “  taxes  ”  and  that  the  capital-stock  tax  paid  by  the 
petitioner  to  the  Commonwealth  of  Pennsylvania  is  not  a  tax  thus 
limited.  The  pontention  of  the  respondent  upon  this  point  is,  there¬ 
fore,  sustained. 

The  third  major  issue  is  whether  the  petitioner  may  include  in  its 
“  reserve  funds,”  for  the  purpose  of  determining  the  deduction  from 
gross  income  under  section  245(a)(2)  of  the  Revenue  Acts  of  1921 
and  1924,  its  reserves  or  liabilities  upon  the  coupon  feature  of  the 
life  insurance  policies  which  it  issues.  It  should  be  observed  that  the 
petitioner  is  a  stock  life  insurance  company  and  that  it  issues  only 
nonparticipating  policies;  that  is  to  say,  the  policyholders  are  not 
permitted  to  share  in  the  profits  of  the  company.  The  guaranteed 
premium  reduction  policies  provide  for  a  stipulated  premium.  A 
typical  policy  of  the  company  was  introduced  in  evidence.  This 
policy  is  an  ordinary  life  policy  issued  for  an  ordinary  life  premium 
payable  throughout  the  life  of  the  insured.  An  excess  premium  is 
charged,  however,  for  additional  policy  benefits.  This  excess  in  the 
premium  is  represented  by  coupons  attached  to  the  policy  equal  in 
amount  and  payable  to  the  policyholder  on  a  given  date  annually. 
The  policy  provides  that  these  coupons  may  be  used  by  the  policy¬ 
holder  in  any  one  of  the  following  ways : 

(1)  To  reduce  the  succeeding  year’s  premium; 

(2)  To  purchase  paid-up  additions  to  the  face  of  the  policy; 

(3)  To  reduce  the  number  of  premium  payments; 

(4)  Be  left  with  the  company  to  accumulate  at  interest  at  3% 
per  cent. 

The  policy  also  provides  that  if  the  coupons  are  permitted  to 
remain  with  the  company  and  accumulate  at  interest  they  may  be 
withdrawn  at  any  time  or  in  the  event  of  death  will  be  added  to  the 
principal  sum  payable  under  the  policy.  If  the  coupons  are  allowed 
to  accumulate  in  accordance  with  either  option  (3)  or  (4),  the  policy 
becomes  paid  up  at  the  end  of  25  years  and  no  further  premium  pay¬ 
ments  are  required. 

In  making  its  insurance  statements  to  the  Commonwealth  of  Penn¬ 
sylvania  for  the  years  1921  to  1924,  inclusive,  the  petitioner  reported 
its  reserve  in  respect  of  the  unsurrendered  coupons,  together  with 
interest  accumulated  thereon,  on  line  22  of  the  liability  statement  of 
the  convention  form,  which  carries  the  title  “  Dividends  left  with 
the  company  to  accumulate  with  interest,  and  accrued  interest 
thereon.”  The  liability  for  the  face  of  the  coupons  and  the  accrued 
interest  thereon  were  shown  separately. 

The  annual  statement  made  by  life  insurance  companies  to  the 
insurance  departments  of  the  several  States  are  made  upon  standard 
forms  which  have  been  adopted  by  practically  all  of  the  States  of 
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the  United  States.  This  form  was  adopted  by  the  National  Conven¬ 
tion  of  Insurance  Commissioners,  a  voluntary  organization  composed 
of  the  insurance  commissioners  of  all  of  the  States  in  the  Union, 
who  have  associated  themselves  together  for  the  purpose  of  main¬ 
taining  uniformity  of  action.  The  insurance  commissioners,  noting 
the  lack  of  uniformity  of  stock  life  insurance  companies  in  making 
their  returns  with  respect  to  their  reserve  liabilities  on  guaranteed 
premium  reduction  policies,  passed  the  following  resolution  at  their 
convention  held  in  1927 : 


There  lias  been  some  lack  of  uniformity  among  some  companies  which  write 
so-called  “coupon  policies”  in  the  manner  of  reporting  matured  coupons  which 
are  not  cashed  by  the  policyholder  as  they  become  due  but  are  permitted  to 
accumulate  and  remain  with  the  company  to  apply  to  the  reduction  of  the 
premium  paying  period,  the  purchase  of  additional  insurance,  or  some  similar 
guaranteed  policy  benefit.  The  proceeds  of  such  matured  coupons  are,  clearly, 
held  by  such  companies  to  meet  guaranteed  policy  obligations  at  maturity. 
They  are  therefore  reserves  required  by  law  and  should  be  included  in  the 
reserves  of  the  company  reported  above  Line  Seven  on  the  Convention  blank. 


Line  Seven  of  the  convention  blank  is  entitled  “  Net  Reserve  (paid 
for  basis).” 

W1  tat  constitutes  the  reserve  funds  of  insurance  companies  has 
been  before  the  courts  in  numerous  cases.  In  McCoach  v.  Insurance 
Co.  of  North  America ,  244  U.  S.  585,  the  court  had  under  considera¬ 
tion  the  question  whether  there  might  be  included  in  “  reserve  funds  ” 
under  the  provisions  of  section  38  of  the  Excise  Tax  Act  of  August 
5,  1909,- which  provided  for  the  deduction  from  gross  income  of  “  the 
net  addition,  if  any,  required  by  law  to  be  made  within  the  year  to 
reserve  funds  ”  certain  unpaid  losses  on  fire  insurance  policies.  The 
court  held : 


The  Act  of  Congress,  on  the  other  hand,  deals  with  reserves  not  particularly 
in  their  bearing  upon  the  solvency  of  the  company,  but  as  they  aid  in  determin¬ 
ing  what  part  of  the  gross  income  ought  to  be  treated  as  net  income  for  purposes 
of  taxation.  There  is  a  specific  provision  for  deducting  “  all  losses  actually 
sustained  within  the  year  and  not  compensated  by  insurance  or  otherwise”. 
And  this  is  a  sufficient  indication  that  losses  in  immediate  contemplation,  but 
not  as  yet  actually  sustained,  were  not  intended  to  be  treated  as  part  of  the 
reserve  funds ;  that  term  rather  having  reference  to  the'  funds  ordinarily  held 
as  against  the  contingent  liability  on  outstanding  policies. 

In  United  States  v.  Boston  Insurance  Co.,  269  U.  S.  197,  it  was 
said :  f 


It  follows  from  McCoach  v.  Insurance  Co.  that  the  permitted  deductions 
specified  by  S  12,  Act  1910,  do  not  necessarily  include  anything  which  may  be 
denominated  “reserve  fund”  by  state  statute  or  officer.  We  there  distinctly 
ruled  that  the  “  reserve  fund”  of  th.*  Federal  Act  did  not  include  something 
held  by  a  fire  and  marine  insurance  company  to  cover  accrued,  but  unsettled 
claims  for  losses.  We  adhere  to  and  reaffirm  that  doctrine.  *  *  * 
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In  New  York  Life  Insurance  Co.  v.  Edwards ,  271  U.  S.  109,  the 
court  stated  that  in  the  two  above-mentioned  decisions  it  was — 

pointed  out  that  “the  net  addition,  if  any,  required  by  law  to  be  made  within 
the  year  to  reserve  funds  ”,  does  not  necessarily  include  whatever  a  state 
official  may  so  designate;  that  “reserve  funds”  has  a  technical  meaning.  It  is 
unnecessary  now  to  amplify  what  was  there  said.  The  item  under  considera¬ 
tion  represented  a  liability  and  not  something  reserved  from  premiums  to  meet 
policy  obligations  at  maturity. 

Amonof  other  issues  before  the  court  in  the  last-mentioned  case  was 
the  question  whether  the  New  York  Life  Insurance  Co.  was  entitled 
to  include  in  its  reserve  funds  the  estimated  value  on  December  31, 
1913,  of  future  premiums  waived  in  policies  issued  amounting  to 
$16,629  by  reason  of  a  clause  in  the  contract  by  which  the  company 
agreed  to  waive  payments  of  premiums  after  proof  of  total  and 
permanent  disability.  The  company  claimed  that  this  amount  should 
be  added  to  the  reserve  fund  and  deducted  from  gross  income  as  a  net 
addition  to  reserve  funds.  The  court  held  with  respect  to  this  issue : 

The  Superintendent  of  Insurance  of  New  York  required  this  item  to  be 
reported  as  a  liability  and  did  not  treat  it  as  part  of  the  general  reserve. 
Upon  the  agreed  facts  we  cannot  say  that  it  was  part  of  any  reserve  required 
by  the  laws  of  New  York.  There  is  nothing  to  show  how  “  the  value  of  the 
contractual  benefits  ”  under  these  policies  was  arrived  at  and,  considering  the 
evidence  presented,  we  must  accept  the  Superintendent’s  conclusion.  The 
Company  has  not  shown  enough  to  establish  its  right  to  the  exemption. 

The  Revenue  Acts  of  1921  and  1924,  unlike  prior  revenue  acts, 
do  not  permit  a  life  insurance  company  to  deduct  from  gross  income 
in  determining  net  income  “  the  net  addition,  if  any,  required  by  law 
to  be  made  to  reserve  funds.”  It  provides,  however,  that  in  comput¬ 
ing  net  income  there  may  be  deducted  from  the  income  from  invest¬ 
ments,  among  other  items,  an  amount  equal  to  the  excess,  if  any,  over 
the  deduction  specified  in  section  245(a)(1)  of  4  per  cent  of  the 
mean  of  the  reserve  funds  required  by  law  and  held  at  the  beginning 
and  end  of  the  taxable  year.  Counsel  for  the  petitioner  suggests  that 
the  term  “  reserve  funds  ”  in  the  Revenue  Acts  of  1921  and  1924  may 
have  a  different  connotation  from  the  term  “reserve  funds”  used  in 
prior  revenue  acts.  It  calls  attention  to  the  fact  that  under  section 
245  (a)  (8)  a  life  insurance  company  is  permitted  to  deduct  from 
gross  income  interest  paid  upon  indebtedness,  and  that  if  the  amount 
reserved  by  the  petitioner  to  meet  its  obligations  in  respect  to  the 
premium  reduction  coupons  is  not  a  part  of  its  “  reserve  funds,”  the 
petitioner  is  entitled  to  deduct  interest  paid  upon  such  accumulations 
under  subdivision  (8).  We  are  of  the  opinion,  however,  that  the 
term  “  reserve  funds  ”  has  the  same  meaning  under  all  acts.  The 
question  for  our  determination  is  whether  the  amount  set  aside  by  the 
petitioner  to  meet  its  obligations  in  respect  of  unsurrendered  premium 
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reduction  coupons  is  a  part  of  the  “reserve  funds”  which  it  is 
required  by  law  to  maintain. 

The  argument  of  the  petitioner  is  that  the  real  reserve  of  a  life 
insurance  company  is  that  portion  of  its  premiums  which  the  law  of 
the  State  in  which  it  transacts  business  requires  the  company  to  set 
aside  and  hold  for  the  purpose  of  meeting  policy  obligations  at 
maturity.  At  the  hearing  of  this  proceeding  a  life  insurance  reserve 
was  defined  b}^  Henry  W.  Buttolph,  an  expert  of  30  years’  experience, 
who  has  served  a  number  of  leading  companies  and  a  number  of 
insurance  companies  as  consultant,  who  has  long  been  a  member  of 
the  Actuaries’  Society  of  America,  and,  at  the  present  time,  is  a 
member  of  the  Board  of  Governors  of  the  American  Institute  of 
Actuaries,  as  follows : 

The  reserve  under  a  life  insurance  policy  at  any  time  is  that  sum  of  money 
which,  together  with  the  present  value  of  future  net  premiums  which  the 
policyholder  is  obligated  to  pay,  will  cover  the  guarantees  made  in  the  policy 
by  the  company,  assuming  a  fixed  rate  of  interest  to  be  earned  on  the  company’s 
investment  on  the  reserve,  and  that  deaths  will  occur  in  accordance  with  a 
certain  table  of  mortality. 

It  is  contended  with  respect  to  the  policies  issued  by  the  petitioner 
that  it  is  impossible  to  tell  at  the  close  of  any  year  what  use  the 
insured  will  make  of  a  premium  reduction  coupon  not  surrendered 
at  the  close  of  the  year.  He  may  use  it  for  the  purchase  of  paid-up 
additions  to  the  face  of  the  policy  or  he  may  choose  to  pay  the  full 
premium  demanded  by  the  policy  for  25  years  and  then  cease  to  pay 
further  premiums.  In  the  latter  event  the  policy  automatically  be¬ 
comes  a  paid-up  policy.  The  policyholder  is  not  required  to  notify 
the  company  of  any  election.  In  the  case  of  a  policy  issued  on  the 
life  of  an  individual  37  years  of  age  the  ordinary  life  reserve  on  the 
standard  of  valuation  adopted  by  the  petitioner  at  the  end  of  the 
twenty-fifth  year  is  $425.48.  The  reserve  on  a  25-payment  life  policy 
issued  on  an  individual  of  the  same  age  at  the  end  of  the  twenty-fifth 
year  is  $051.55.  Under  the  practice  of  the  petitioner  during  the 
taxable  years  the  $425.48  representing  the  ordinary  life  reserve  on 
the  policy  indicated  is  shown  on  line  7  of  the  report  to  the  State 
Insurance  Department  after  the  title  “Net  Reserve  (paid  for  basis),” 
while  the  balance  of  the  reserve  (if  it  may  be  properly  considered  as 
such)  is  shown  on  line  22,  “Dividends  left  with  the  company  to 
accumulate  at  interest,  and  accrued  interest  thereon.”  It  is  insisted, 
however,  that  the  amount  shown  on  line  22  is  in  truth  and  in  fact  a 
part  of  the  policy  reserve  and  that  it  constitutes  a  part  of  its  reserve 
funds;  further,  that  the  amount  might  more  properly  have  been 
reported  on  line  7.  It  is  further  contended  that  if  a  coupon  policy, 
which  includes  an  option  rendering  it  paid-up  at  the  end  of  the 
twenty-fifth  year,  is  not  reserved  against  year  by  year  as  a  25-pay 
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life  policy,  there  will  not  be  a  sufficient  reserve  accumulation  at  the 
end  of  the  twenty-fifth  year  to  carry  out  the  definite  guaranteed 
obligations  of  the  policy. 

It  is  further  insisted  that  the  policyholder  has  the  option  of  apply¬ 
ing  unsurrendered  coupons  to  the  purchase  of  additional  paid-up 
insurance.  If  he  elects  to  take  this  option  the  policy  at  the  end  of 
the  fifteenth  year,  for  example,  may  be  payable  in  the  event  of  death 
in  the  sum  of  $11,500  instead  of  $10,000,  the  original  face  value  of 
the  policy.  It  is  submitted  that  it  is  obvious  that  the  ordinary  life 
reserve  maintained  upon  a  $10,000  policy  is  not  sufficient  to  carry  to 
maturity  a  $11,500  policy.  It  is  further  submitted  that,  where  a 
variety  of  options  is  granted  the  policyholder,  the  contingency  which 
would  be  the  most  costly  to  the  company  is  the  obligation  which 
should  determine  the  proper  reserve. 

The  petitioner  was  required  during  the  taxable  years  involved 
herein  to  compute  its  reserves  under  the  provisions  of  the  statutes  of 
Pennsylvania.  The  particular  section  governing  the  computation  of 
the  reserve  liability  on  life  insurance  policies  is  section  301  of  the 
Act  of  1921,  P.  L.  789,  found  in  West’s  Digest  of  Pennsylvania 
Statutes,  Cum.  Supp.,  §  12490a-301,  and,  so  far  as  pertinent,  provides 
as  follows : 

Computation  of  reserve  liability — Tlie  Insurance  Commissioner  shall  each 
year  compute  the  reserve  liability,  as  of  the  thirty-first  day  of  December  of 
the  preceding  year,  of  every  company  authorized  to  make  insurance  on  lives 
in  this  Commonwealth,  in  accordance  with  the  terms  of  the  policy,  contract, 
and  rules  following : 

(a)  The  net  value  of  all  outstanding  policies  of  life  insurance,  issued  by 
the  company  prior  to  the  first  day  of  January,  one  thousand  eight  hundred 
and  ninety,  shall  be  computed  upon  the  basis  of  the  American  experience  table 
of  mortality,  with  interest  at  not  less  than  four  and  one-half  and  not  more  than 
six  per  centum  per  annum. 

(b)  The  net  value  of  all  outstanding  policies,  issued  between  the  first  day  of 
January,  one  thousand  eight  hundred  and  ninety,  and  the  first  day  of  January, 
one  thousand  nine  hundred  and  three,  on  the  combined  experience  of  actuaries’ 
table  of  mortality,  with  interest  at  four  per  centum  per  annum. 

(c)  The  net  value  of  all  outstanding  policies  of  life  insurance,  issued  on 
and  after  the  first  day  of  January,  nineteen  hundred  and  three,  on  the 
American  experience  table  of  mortality,  with  interest  at  three  and  one-half  per 
centum  per  annum. 

(d)  The  net  value  of  all  policies  of  life  insurance,  issued  on  and  after 
January  first,  one  thousand  nine  hundred  and  twenty-one,  where  the  premiums 
are  payable  monthly  or  oftener,  shall  be  valued  according  to  the  American 
experience  table  of  mortality,  with  interest  at  three  and  one-half  per  centum  per 
annum.  But  any  company  may  voluntarily  value  its  industrial  policies  accord¬ 
ing  to  the  standard  industrial  mortality  table,  with  interest  at  three  and  one- 
half  per  centum  per  annum. 

The  net  value  of  a  policy  at  any  time  shall  be  taken  to  be  the  single  net 
premium  which  will,  at  that  time,  effect  the  insurance,  less  the  value  at  that 
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time  of  the  future  net  premiums  called  for  by  the  table  of  mortality  and  rate  of 
interest  designated. 

*  *  *  *  *  *  * 


Any  such  company  may,  however,  at  any  time  elect  to  reserve  on  the 
American  experience  table  of  mortality,  with  a  lower  rate  of  interest,  but  at  a 
rate  not  less  than  three  per  centum,  and  its  policy  obligation  shall  thereafter 
be  valued  accordingly. 

Tlie  aggregate  net  value  so  ascertained  of  the  policies  of  any  such  life  in¬ 
surance  company  shall  be  deemed  its  reserve  liability,  to  provide  for  which  it 
shall  hold  funds  in  secure  investments  of  an  amount  equal  to  such  net  value 
above  all  its  other  liabilities.  The  Insurance  Commissioner  shall,  after  having 
determined  as  above  the  net  value  of  all  the  policies  in  force,  see  that  the 
company  has  that  amount  in  safe  legal  securities,  after  all  its  other  debts  and 
claims  against  it  have  been  provided  for.  The  provisions  of  this  section  for  the 
valuation  of  policies  and  for  premium  rates  shall  not  apply  to  companies  or 
associations  transacting  business  on  the  mutual  assessment  plan. 


It  is  under  this  statute  that  all  policies  were  valued  by  the  Com¬ 
monwealth  of  Pennsylvania  and  all  reserves  were  required  during  the 
years  1921  to  1924. 

Under  the  above  statute,  the  reserve  or  net  value  of  the  policy  on 
any  given  date  is  deemed  to  be  the  difference  between  the  single  net 
premium  which  will  at  that  time  effect  the  insurance,  and  the  pres¬ 
ent  value  of  future  net  premiums  payable  under  the  policy.  The 
single  net  premium  is  the  amount  of  money  necessary  to  be  in  hand, 
if  no  further  premiums  are  to  be  paid  by  the  policyholder,  to  cover 
benefits  to  which  the  company  has  obligated  itself  in  its  pojicy 
contract. 

The  method  of  determining  the  reserve  fund  of  the  petitioner  cor¬ 
poration  was  explained  by  one  witness  at  the  hearing  who  was  the 
Actuary  for  the  Insurance  Department  of  the  Commonwealth  of 
Pennsylvania.  His  testimony  is  as  follows: 


Q.  Will  you  state  just  what  your  experience  has  been  with  reference  to 
requiring  companies  that  are  incorporated  under  the  laws  of  Pennsylvania,  to 
maintain  reserves  to  meet  the  obligations  contained  in  policies  that  were  known, 
in  the  earlier  days,  either  as  a  guaranteed  premium  dividend  policy,  or  now’ 
known  as  guaranteed  reduction  coupon  policies? 

A.  In  the  early  days  I  valued  all  of  those,  but  we  had  no  form  of  that  kind 
in  the  Pennsylvania  companies,  prior  to  1005  or  190G.  Prior  to  that  time,  we 
had  reciprocal  laws  with  Massachusetts,  by  which  they  would  not  accept  our 
valuations  and  we  would  not  accept  theirs;  and  I  had  a  company,  the  Columbian 
National,  of  Boston,  which  issued  coupon  policies,  and  those  coupon  policies 
were  sent  to  me  to  be  valued.  I  found  out  that  the  contract  called  for — of  the 
twenty  payment  life  contract  called  for — if  the  coupons  were  left  with  the 
company  to  accumulate,  they  guaranteed  it  to  become  a  sixteen  payment  policy 
instead  of  twenty  payment  policy.  I  started  valuing  it  as  a  sixteen  payment 
policy,  and  it  got  more  and  more  confusing,  because  a  lot  of  them  took  the 
coupons  in  cash,  and  they  threw  the  whole  thing  out.  So  that  I  had  to  come 
back  to  the  principle  of  valuing  those  contracts  as  twenty  payment  life  con- 
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tracts,  and  having  the  company  send  me  the  accumulations,  or  coupons  with 
interest,  and  those  amounts  were  guaranteed  by  the  Massachusetts  Insurance 
Department  as  being  correct,  they  having  gone  over  them,  and  I  included  them 
in  reserves  above  line  seven.  *  *  *  When  our  companies  here  commenced 

to  issuing  coupon  policies,  I  adopted  that  same  way;  I  would  value  the  con¬ 
tract  as  it  was  written,  and  the  coupons  were  put  in  charge  of  the  examiners 
of  the  Department,  to  ascertain  whether  the  values  were  correct  with  regard 
to  them,  and  those  two  items  together  made  the  entire  reserve  valuation  as 
charged  against  the  company. 

The  essence  of  the  question  before  us  is  whether  the  obligation  of 
the  petitioner  with  respect  to  the  unsurrendered  coupons  shown  upon 
its  annual  statements  for  the  years  in  question  on  line  22  of  the  con¬ 
vention  form  of  report  is  a  part  of  its  u  reserve  funds  ”  or  simply  a 
mere  liability  of  the  company.  A  mere  accrued  liability  does  not 
constitute  a  part  of  the  reserve  funds  of  an  insurance  company.  The 
Supreme  Court  has  pointed  out  in  McCoach  v.  Insurance  Company 
of  North  America ,  supra ,  that  the  term  “  reserve  funds  ”  as  applied 
to  a  lire  insurance  company  has  “  reference  to  the  funds  ordinarily 
held  as  against  the  contingent  liability  on  outstanding  policies.” 
This  definition  is  not,  however,  applicable  to  the  reserve  funds  of 
a  life  insurance  company.  A  life  insurance  company  has  an  absolute 
liability  in  respect  of  every  policy  so  long  as  premiums  are  paid 
thereon.  The  liability  is  not  contingent.  The  only  uncertainty  in 
the  case  of  the  life  insurance  company  is  the  date  upon  which  the 
company  will  have  to  pay  a  loss  under  a  policy.  The  Supreme  Court 
has  pointed  out  that  the  term  “  reserve  funds  ”  as  applied  to  life  in¬ 
surance  companies  has  reference  to  “  something  reserved  from  pre¬ 
miums  to  meet  policy  obligations  at  maturity.”  The  amounts  claimed 
by  the  petitioner  to  represent  reserve  funds,  including  the  obligation 
of  the  petitioner  in  respect  of  unsurrendered  coupons,  meets  the  test 
of  this  definition.  It  is  true  that  the  policyholder  may  demand  the 
payment  of  the  face  of  a  matured  coupon  at  any  time  together  with 
interest  thereon.  If  he  does  that  the  company  is  simply  paying  off 
a  policy  obligation  and  the  policyholder  has  surrendered  a  part  of 
his  policy.  Most  life  insurance  companies  write  policies  which  have 
a  surrender  value.  The  policyholder  may  at  any  time  after  the  lapse 
of  three  or  more  years  surrender  his  policy  and  obtain  from  the 
insurance  company  the  surrender  value.  We  apprehend;  however, 
that  such  a  feature  of  the  policy  providing  for  the  payment  of  a 
surrender  value  does  not  in  any  wise  change  the  fact  that  the  liability 
of  the  insurance  company  in  respect  of  the  policy  is  a  “  reserve  ”  and 
that  the  amount  thereof  constitutes  a  part  of  its  reserve  funds.  From 
the  standpoint  of  insurance  accounting  there  can  be  no  sharp  line 
of  demarcation  between  the  reserve  liability  of  an  insurance  company 
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and  other  policy  liabilities.  One  of  the  policy  obligations  of  the 
petitioner  is  to  pay  to  the  policyholder  or  the  beneficiary  of  the  policy 
a  certain  amount  together  with  interest  at  some  date  in  the  future, 
provided  the  premium  called  for  by  the  policy  is  paid  in  full.  The 
question  might  arise  as  to  whether  in  the  event  that  the  policyholder 
pays  the  full  amount  of  the  premium  he  is  simply  paying  as  a  pr-e- 
mium  the  amount  called  for  by  the  policy  less  the  amounts  shown  in 
the  premium  reduction  coupon.  It  might  be  contended  that  in  such 
case  the  excess  payment  by  the  policyholder  or  rather  the  difference 
between  the  stipulated  premium  and  the  premium  reduction  coupon 
represents  merely  a  deposit  by  the  policyholder  of  money  with  the 
insurance  company  which  the  policyholder  or  his  beneficiary  is  en¬ 
titled  to  demand  back  at  any  time.  We  think,  however,  that  the 
theory  that  the  amount  of  the  premium  covered  by  the  premium  re¬ 
duction  coupon  is  simply  a  deposit  of  money  with  the  insurance  com¬ 
pany  is  not  the  correct  theory  in  the  case.  The  policyholder  has 
numerous  options  with  respect  to  the  amount  represented  by  the  pre¬ 
mium  reduction  coupon.  The  insurance  company  is  bound  to  hold 
an  amount  in  reserve  to  meet  all  its  obligations  upon  the  policy. 
We  think  that  in  truth  and  in  fact  there  can  be  no  valid  distinction 
between  the  amount  reserved  by  the  insurance  company  to  meet  its 
liability  in  respect  of  the  particular  premium  represented  by  the 
premium  reduction  coupon  and  the  balance  of  the  premium.  It  is 
the  unqualified  testimony  of  the  Actuary  of  the  Pennsylvania  In¬ 
surance  Department  that  the  amounts  held  by  the  petitioner  to  meet 
its  liability  in  respect  of  the  unsurrendered  coupons,  together  with 
interest  thereon,  is  a  part  of  the  reserve  funds  of  the  insurance  com¬ 
pany  required  by  the  laws  of  the  Commonwealth  of  Pennsylvania. 
The  amount  thus  reserved  is,  in  our  opinion,  a  part  of  the  “  reserve 
funds  ”  of  the  life  insurance  company  within  the  meaning  of  section 
245(a)  (2)  of  the  Revenue  Acts  of  1921  and  1924. 

It  should  be  noted  that  in  this  proceeding  we  are  not  dealing  with 
dividends  declared  by  a  mutual  company  upon  participating  policies. 
The  liability  of  the  petitioner  with  respect  to  the  premium  reduc¬ 
tion  coupons  is  an  absolute  liability.  It  is  not  contingent  upon 
whether  there  is  any  redundancy  in  the  premium.  Any  redundancy 
in  the  premium  charge  upon  policies  issued  by  the  petitioner  goes 
to  the  stockholders  and  not  to  the  policyholders.  The  petitioner’s 
absolute  liability^  in  respect  of  unsurrendered  premium  coupons  is 
the  same  as  its  liability  to  pay  any  portion  of  the  principal  of  the 
policy  upon  the  death  of  the  insured. 

Reviewed  by  the  Board. 

* 

Judgment  will  be  entered  under  Rule  50. 
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Iron  CiiA  Engineering  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  13087.  Promulgated  July  24,  1928. 

Commissioner’s  denial  of  bad  debt  deduction  approved  where 
evidence  fails  to  show  whether  or  not  he  was  in  error. 

Walter  W.  McV ay ,  Esq.,  for  the  petitioner. 

J.  F.  Greaney ,  Esq.}  for  the  respondent. 

This  is  a  proceeding  brought  for  the  redetermination  of  a  defici¬ 
ency  in  income  and  profits  taxes  for  the  calendar  year  1921,  amount¬ 
ing  to  $8,813.28.  The  petition  assigns  one  error  on  the  part  of  the 
Commissioner,  such  error  being  the  disallowance  of  a  deduction 
amounting  to  $28,675.74,  representing  a  bad  debt  charged  off  within 
the  taxable  year  and  alleged  to  have  been  ascertained  to  be  worthless 
in  such  year.  The  fact  that  the  debt  was  charged  off  is  not  in  issue 
since  it  is  admitted  by  the  respondent. 

•9 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  undeF  the  laws  of  the  Common¬ 
wealth  of  Pennsylvania,  in  the  year  1901,  for  the  purpose  of  con¬ 
ducting  an  electrical  engineering  business. 

In  1920,  the  petitioner  entered  into  a  contract  with  the  Longacre 
Engineering  &  Construction  Co.,  hereafter  called  the  Longacre 
Company,  for  the  electrical  work  in  connection  with  the  erection  of 
a  building  known  as  the  J ames  Theatre  Building.  The  work  under 
this  contract  was  completed  in  the  year  1921,  and  at  that  time  there 
remained  an  unpaid  balance  due  the  petitioner  in  the  amount  which 
it  sought  to  charge  off  as  a  bad  debt,  $28,675.74. 

The  account  foF  the  work  in  question  was  carried  on  the  peti¬ 
tioner’s  books  under  the  heading  “  James  Theatre.”  All  of  the 
debits  were  opposite  the  letters  “  mdse.”  Payments  were  made  on 
this  account  to  the  petitioner  by  a  corporation  designated  “  James 
Theatre  Company.”  It  does  not  appear,  however,  from  the  evidence 
what  connection  this  company  had  with  the  petitioner  or  with  the 
Longacre  Company. 

The  petitioner  sent  its  representative  to  the  Longacre  Company 
for  whom  the  work  was  done  in  an  attempt  to  collect  the  balance 
due  but  without  success.  The  vice  president  of  the  latter  company 
called  at  the  office  of  the  petitioned  and  stated  that  if  the  petitioner 
pressed  the  Longacre  Company  for  payment  the  latter  would  be 
thrown  into  bankruptcy.  Thereupon  the  petitioner  took  steps  to 
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ascertain  the  financial  standing  of  the  Longacre  Company  and  veri¬ 
fied  the  statement  made  by  its  officers  to  the  effect  that  any  pressure 
would  precipitate  bankruptcy.  Thereafter,  in  1921,  the  collection 
was  placed  in  the  hands  of  an  attorney. 

In  May,  1921,  a  receiver  wTas  appointed  for  the  James  Theatre  Co., 
and  thereafter  during  1921  the  petitioner  was  advised  that  the  esti¬ 
mated  gross  value  of  the  property  was  $1,100,000.  Against  this  value 
there  was  a  first  mortgage  bond  issue  of  $680,000  and  in  addition 
there  were  creditors  with  claims  aggregating  about  $300,000.  It  was 
the  opinion  of  Bickford,  the  secretary  and  treasurer  of  the  petitioner, 
that  in  case  of  a  forced  sale  the  contracting  creditors  would  receive 
nothing,  since  the  bondholders  had  priority,  and  in  1921  general 
financial  conditions  were  verv  bad.  Bickford  was  then  of  the  opin- 
ion  that  the  petitioner's  claim  was  worth  little  or  nothing  and  he 
thereupon  instructed  the  petitioner’s  auditor  to  charge  off  the  account 
as  bad  at  the  time  of  the  closing  of  the  books  on  December  31,  1921. 
Bickford’s  information  in  respect  to  the  petitioner's  ability  to  collect 
the  claim  from  the  Longacre  Company,  with  whom  the  contract  had 
been  made,  was  to  the  effect  that  there  was  no  chance  of  collecting 
against  such  company.  This  opinion  was  based  on  financial  reports 
and  information  obtained  from  the  vice  president  of  the  Longacre 
Company.  The  petitioner  was  therefore  of  the  opinion  that  the  only 
recourse  was  by  filing  a  lien  against  the  building. 

After  investigations  by  the  petitioner’s  attorney,  it  decided  that  any 
effort  to  collect  the  amount  of  the  debt  from  the  Longacre  Company 
would  be  futile.  Thereafter,  in  1921,  the  petitioner  filed  a  mechanic’s 
lien  against  the  James  Building.  In  1923,  $18,000  was  collected 
through  the  petitioner’s  attorney.  The  amount  collected  was  the 
result  of  a  compromise  with  the  James  Building  Co.  in  order  to  free 
the  property  from  the  claims  of  lienors. 

OPINION. 

Murdock  :  In  order  to  establish  its  right  to  this  deduction  it  was 
necessary  for  the  petitioner  to  show  that  such  a  debt  was  actually 
ascertained  to  be  worthless  in  the  taxable  year  and  that  it  was  the 
kind  of  a  debt  that  Congress  intended  should  be  deducted  under  sec¬ 
tion  234(a)  (5)  of  the  Revenue  Act  of  1921.  See  Charles  A.  Collin , 
1  B.  T.  A.  305,  and  Howard  J.  Simons ,  1  B.  T.  A.  351. 

The  petitioner  introduced  in  evidence  a  transcript  of  its  books  of 
account  which  showed  certain  debits  and  credits  in  an  account  en¬ 
titled  “James  Theatre.”  Opposite  each  of  the  debits  in  this  account 
were  the  letters  “  mdse.”  The  debit  balance  of  this  account  was  the 
amount  sought  to  be  charged  off  as  a  bad  debt.  No  effort  was  made 
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to  explain  what  the  various  debits  in  this  account  represented.  The 
letters  “mdse”  would  indicate  that  the  charges  were  for  merchandise 
furnished,  but  whether  at  cost  or  at  some  other  figure  we  do  not  know. 
If  the  petitioner  furnished  merchandise  we  do  not  know  sufficient 
facts  concerning  this  merchandise,  such  as  its  cost  and  the  date  of  its 
purchase,  to  enable  us  to  determine  whether  or  not  the  Commissioner 
erroneously  disalloAved  a  deduction  on  account  of  it.  We  do  not 
know  how  the  petitioner  kept  its  books  or  made  its  income-tax  returns 
or  how  it  treated  the  items  in  question  for  income-tax  purposes. 
Without  knowing  more  about  this  alleged  bad  debt  we  are  unable  to 
say  whether  or  not  the  Commissioner  was  in  error  in  denying  the 
deduction  in  the  taxable  year.  Consistent  with  the  facts  which  we 
already  know,  other  facts  in  the  case,  if  we  knew  them,  might  show 
that  no  part  of  the  amount  should  be  deducted  or  they  might  show 
that  a  part  or  all  of  the  amount  should  be  deducted  as  a  bad  debt  in 
the  taxable  year.  Under  these  circumstances,  it  is  unnecessary  to 
discuss  the  question  of  whether  or  not  the  debt  was  ascertained  to  be 
worthless  in  the  taxable  year. 

Judgment  will  be  entered  for  the  respondent. 


A.  Daigger  &  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  14733,  14734.  Promulgated  July  24,  1928. 

Inventories. — Petitioner  took  its  inventories  at  cost  or  market 
whichever  was  lower.  Certain  items  of  merchandise  were  in¬ 
cluded  in  petitioner’s  inventory  on  December  31,  1920,  at  a  cost  of 
$22,774.22  when  as  a  matter  of  fact  the  market  value  of  such  mer¬ 
chandise  was  only  $3,769.02.  Held,  that  the  closing  inventory  for 
1920'  of  $135,712.95  as  determined  by  the  respondent  should  be 
reduced  by  $19,005.20  and  the  deficiencies  for  1920  and  1921  be 
redetermined  accordingly. 


M .  Manning  Marcus ,  Esq.,  for  the  petitioner. 

Harold  Allen ,  Esq.,  for  the  respondent. 

In  this  proceeding  the  petitioner  seeks  a  redetermination  of  its 
income-tax  liability  for  the  calendar  years  1920  and  1921,  for  which 
the  respondent  in  his  deficiency  letters  dated  February  24,  1926,  and 
February  6,  1926,  determined  deficiencies  of  $10,526.05  and  $148.85, 
respectively.  Two  errors  were  assigned.  The  first  was  withdrawn 
at  the  hearing,  leaving  only  the  question  as  to  whether  the  closing 
inventory  for  the  year  1920  was  overstated  in  the  amount  of 
$19,005.20. 
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FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation  with  its  principal  office 
in  Chicago.  Its  business  is  buying  and  selling,  both  at  wTholesale 
and  retail,  laboratory  supplies  and  chemicals.  Its  operations  were 
divided  into  several  departments,  namely,  the  Laboratory  Supply 
Department,  the  Heavy  Chemical  Department,  and  the  Specialty  and 
Foreign  Department. 

The  basis  on  which  the  petitioner  took  its  inventories  was  cost  or 
market  whichever  was  lower. 

Early  in  1920  the  petitioner’s  president,  Max  Woldenberg,  went 
to  Berlin,  Germany,  for  the  purpose  of  purchasing  chemicals,  but 
due  to  the  scarcity  of  these  commodities  in  the  market  he  was  not 
successful  and  thereupon  determined  to  purchase  other  merchandise. 
He  was  introduced  to  the  firm  of  Feller  &  Company,  with  whom  he 
made  an  agreement  whereb}^  Feller  &  Company  were  to  purchase  for 
the  petitioner  any  German  merchandise  which  in  their  opinion  could 
be  profitably  marketed  in  the  United  States  and  as  compensation  for 
such  services  they  were  to  receive  50  per  centum  of  the  profits  made 
by  the  petitioner  on  the  sale  of  such  merchandise.  It  was  further 
agreed  that  should  a  loss  occur  on  such  articles  the  German  company 
would  receive  no  compensation  and  the  petitioner  would  bear  the 
entire  loss. 

During  1920,  and  in  accordance  with  the  above  mentioned  agree¬ 
ment,  articles  such  as  scissors,  razors,  door  checks,  miscellaneous 
cutlery,  small  musical  instruments,  spectacle  frames,  ships,  dolls,  and 
miscellaneous  toys  costing  $22,774.22  were  purchased  by  Feller  & 
Company  and  shipped  to  the  petitioner  at  Chicago.  Although  the 
above  merchandise  was  actually  received  by  the  petitioner  during 
1920,  none  of  it  was  sold  during  that  year. 

In  making  up  its  inventory  for  the  close  of  1920,  Woldenberg  con¬ 
sulted  officials  of  at  least  five  of  the  leading  firms  of  Chicago  and  one 
of  Milwaukee  as  to  what  in  their  opinion  was  the  market  value  on 
December  31,  1920,  of  the  merchandise  it  had  received  from  Feller  & 
Company.  Based  on  this  information,  he  personally  determined  that 
the  market  value  of  the  goods  which  had  cost  $22,774.22  was  only 
$3,7G9.02. 

During  the  subsequent  years  1921  and  1922,  the  foreign  goods  in 
question  sold  for  a  little  over  $6,000.  The  spectacles  which  had  been 
invoiced  as  14  carat  gold  turned  out  to  be  brass  and  obsolete. 

The  respondent  determined  that  the  market  value  on  December  31, 
1920,  of  the  merchandise  purchased  by  Feller  &  Company  for  the 
petitioner  was  equal  to  its  cost.  The  market  value  of  such  goods  on 
December  31,  1920,  was  $3,769.02. 
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In  determining  the  deficiency  for  1920,  the  respondent  used  as  a 
total  closing  inventory  for  that  year  the  amount  of  $135,712.95. 

In  determining  the  deficiency  for  1921,  the  respondent  used  as  a 
total  opening  inventory  for  that  year  the  amount  of  $119,422.62. 

OPINION. 

Green  :  Although  the  question  here  relates  to  inventories,  it  re¬ 
solves  itself  into  a  question  of  fact  as  to  the  market  value  on  Decem¬ 
ber  31,  1920,  of  certain  goods  purchased  in  Germany.  We  have 
found  that  this  market  value  was  $3,769.02.  We  turn  now  to  the 
effect  that  such  a  finding  will  have  on  the  deficiencies  determined  by 
the  respondent. 

The  respondent  determined  the  deficiency  for  1920  on  the  basis  of 
a  total  closing  inventory  for  that  year  of  $135,712.95  and  a  net  income 
of  $39,623.68.  We  find  that  the  correct  inventory  is  $116,707.75, 
which  results  in  a  correct  net  income  for  1920  of  $20,618.48. 

4 'he  respondent  determined  the  deficiency  for  1921  on  the  basis  of 
a  total  opening  inventory  for  that  year  of  $119,422.62  and  a  net  in¬ 
come  of  $7,974.87.  We  find  that  the  correct  inventory  is  $116,707.75, 
which  results  in  a  correct  net  income  for  1921  of  $10,689.74. 

The  deficiencies  should  be  redetermined  in  accordance  with  the 
above  opinion. 

Judgment  will  be  entered-  under  Rule  50. 


Malcom  &  Dyer  Go.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  11769.  Promulgated  July  24,  1928. 

Where  the  Commissioner  has  based  depreciation  on  an  estimated 
life  of  25  years  and  the  petitioner  maintains  that  an  allowance 
based  on  a  10-year  life  is  proper,  the  building  having  been  continu¬ 
ously  in  use  by  the  petitioner  for  a  period  of  12  years,  the  valuation 
for  depreciation  purposes  will  not  be  disturbed  where  no  other 
evidence  is  adduced. 

William  D.  Smith ,  Esq.,  for  the  petitioner. 

Albert  S.  Lisenby ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  for  the  calendar  year  1921  amounting  to 
$45.50.  The  petitioner  alleged  that  the  Commissioner  erred  in  dis¬ 
allowing  a  portion  of  the  10  per  cent  depreciation  taken  as  a  deduc¬ 
tion  in  the  calendar  year  in  question. 
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FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  the 
State  of  Maine.  The  building,  depreciation  upon  which  is  the  sub¬ 
ject  of  dispute,  was  built  in  the  year  ID  10.  The  nature  of  the 
tenancy  of  the  ground  upon  which  the  building  was  erected  was  one 
at  will  as  the  petitioner  could  not  obtain  a  lease  of  the  property. 
The  municipal  government  of  the  City  of  Augusta  had  power  at  any 
time  to  request  the  petitioner  to  remove  the  building,  since  it  was 
erected  over  a  regular  street  of  the  city.  It  was  constructed  of  wood, 
with  a  corrugated  iron  siding.  The  cost  of  the  building  at  com¬ 
mencement  of  the  term  over  which  depreciation  is  claimed  Avas 
the  basis  of  arriving  at  the  amount  of  depreciation  to  be  taken 
each  year.  When  the  building  was  erected  it  was  erected  by  a 
partnership  of  the  same  name  as  the  petitioner.  The  petitioner  was 
organized  in  1915,  ail  the  assets  of  the'  partnership  being  turned 
o\rer  to  the  corporation  at  that  time.  At  the  beginning  of  the  year 
1920,  there  had  been  written  off  on  account  of  depreciation  the  total 
sum  of  $1,067.  At  the  date  of  incorporation  the  total  depreciable 
value  set  upon  the  books  was  $2,860.67. 

It  had  become  necessary  at  the  time  the  building  was  taken  over 
by  the  corporation  to  make  certain  improvements  and  the  basic  figure 
at  the  date  of  incorporation  was  arrived  at  by  taking  the  entire  cost 
less  depreciation  to  the  date  on  which  the  corporation  had  taken  it 
over.  Xo  attempt  Avas  ever  made  on  the  part  of  the  city  to  require 
the  petitioner  to  remove  the  building,  although  there  was  some  dif¬ 
ficulty  experienced  when  it  Avas  erected  in  getting  the  consent  of  the 
proper  authorities.  While  the  structure  was  built  over  the  street, 
it  did  not  constitute  an  obstruction  to  traffic. 

opinion. 

Murdock  :  There  is  but  one  issue  before  the  Board  in  this  case  and 
that  is  one  of  fact  involving  the  amount  of  the  depreciation  allow¬ 
ance  to  which  the  petitioner  is  entitled  for  the  taxable  year  in 
question.  The  statute  allows  to  taxpayers  a  reasonable  alloAvance 
for  exhaustion,  wear  and  tear,  and  it  has  been  the  practice  of  the 
Commissioner  in  determining  this  allowance  on  buildings  to  esti¬ 
mate  the  life  of  the  particular  building  in  question  and  to  spread 
the  deduction  for  depreciation  evenly  0Arer  the  period  of  such  esti¬ 
mated  life. 

The  petitioner  contends  that  if  at  the  time  of  incorporation  it 
Avas  determined  by  reason  of  the  high  cost  of  maintenance  or  the 
imminence  of  removal  that  the  useful  life  of  the  property  Avould 
be  shortened,  the  portion  of  the  cost  or  other  basis  of  the  property 
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not  already  provided  should  be  spread  over  the  remaining  useful 
life  as  reestimated  in  the  light  of  the  subsequent  facts.  At  the  time 
of  the  trial  of  the  case  the  building  in  question  was  still  in  use.  The 
estimated  life  had  in  fact  been  exceeded  at  the  date  of  the  trial. 
Nor  does  the  record  show  facts  occurring  between  the  acquisition  of 
the  property  by  the  taxpayer  and  the  date  of  trial  which  would  tend 
to  accelerate  depreciation.  We  are  therefore  forced  to  the  conclusion 
that  the  petitioner  had  incorrectly  estimated  its  life.  While  it 
might  have  been  possible  to  show  that  although  the  petitioner's 
allowance  for  depreciation  in  the  taxable  year  was  excessive,  the  Com¬ 
missioner’s  allowance  was  not  adequate,  no  evidence  was  adduced  to 
show  that  such  was  the  case,  and  in  the  absence  of  such  showing 
the  determination  of  the  Commissioner  must  be  affirmed. 

Judgment  will  be  entered  for  the.  respondent. 


Read  Phosphate  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  1023S.  Promulgated  July  24,  1928. 

Bags  for  containing  fertilizer  are  properly  the  subject  of  in¬ 
ventory  at  cost  or  market  whichever  is  lower. 

J .  C .  Peacock ,  Esq.  and  M.  H.  Barnes ,  C .  P.  A.  for  the  petitioner. 

J.  Harry  Byrne ,  Esq.,  for  the  respondent 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in  income 
and  profits  taxes  for  the  calendar  year  1920,  in  the  amount  of 
$15,289.23.  The  petitioner  has  waived  an  issue  in  regard  to  invested 
capital,  so  that  the  single  question  in  issue  is  the  proper  method  for 
the  valuation  of  the  petitioner’s  inventory  of  supplies  consisting  of 
coal  and  bags  for  shipping  fertilizer.  Certain  of  the  facts  were 
stipulated. 

FINDINGS  OF  FACT. 


The  petitioner  is  a  West  Virginia  corporation  with  its  principal 
offices  at  Savannah,  (fa.  It  is  engaged  in  the  manufacture  of  ferti¬ 
lizer.  It  used  bags  as  containers  for  shipping  its  product.  A  large 
supply  of  these  bags  was  usually  carried  because  they  were  imported 
from  India,  and  it  was  necessary  to  contract  in  the  early  summer  for 
delivery  in  the  late  winter  or  early  spring.  The  bags  were  not  only 
useful  as  fertilizer  containers,  but  could  be  used  for  shipping  coffee, 
mixed  feeds,  and  heavy  chemicals  and  for  other  purposes.  They 
were  always  salable  for  such  other  purposes  and  the  petitioner  when 
it  had  an  oversupply  sometimes  sold  them  to  bag  manufacturers,  to 
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competitors  and  occasionally  to  farmers.  This  rarely  happened, 
however,  inasmuch  as  it  bought  as  conservatively  as  possible. 

The  selling  price  of  the  fertilizer  in  bulk  was  approximately  $10 
a  ton,  while  in  bags  it  was  approximately  $12  a  ton.  Most  of  the 
fertilizer  was  sold  in  bags  and  these  were  not  returned  by  the 
customers.  The  finished  product  was  not  kept  on  hand  in  bags,  but 
was  put  in  bags  at  the  time  of  the  sale,  when  the  bags  were  printed, 
filled  and  shipped. 

The  petitioner’s  inventory  of  finished  goods  on  December  31,  1920, 
included  only  acid  phosphate  in  bulk.  The  petitioner  has  always  in¬ 
cluded  bags  in  its  inventory  of  supplies,  and  as  of  December  31,  1920, 
bags  and  coal  were  both  included  therein. 

The  petitioner  took  its  inventory  for  1920  on  the  basis  of  “  cost  or 
market,  whichever  is  lower,”  and  reported  its  supply  of  bags  as  of 
December  31,  1920,  at  their  market  price  of  $54,234.35  and  its  supply 
of  coal  at  its  market  price  of  $2,891.25.  The  Commissioner  in  his 
final  determination  increased  net  income  for  1920  in  the  amount  of 
$49,760,  by  increasing  the  inventory  of  bags  to  cost,  or  $103,507.35 
and  by  increasing  the  inventory  of  coal  to  cost,  or  $3,288.25. 

OPINION. 

Murdock  :  The  authority  for  the  use  of  inventories  is  contained  in 
section  203  of  the  Revenue  Act  of  1918,  as  follows: 

That  whenever  in  the  opinion  of  the  Commissioner  the  use  of  inventories  is 
necessary  in  order  clearly  to  determine  the  income  of  any  taxpayer,  inventories 
shall  be  taken  by  such  taxpayer  upon  such  basis  as  the  Commissioner,  with 
the  approval  of  the  Secretary,  may  prescribe  as  conforming  as  nearly  as  may  be 
to  the  best  accounting  practice  in  the  trade  or  business  and  as  most  clearly 
reflecting  the  income. 

The  Commissioner’s  Regulations  45,  in  so  far  as  pertinent  to  the 
question  here  involved,  were  as  follows : 

Art.  1581.  Need  of  inventories. — In  order  to  reflect  the  net  income  correctly, 
inventories  at  the  beginning  and  ending  of  each  year  are  necessary  in  every 
case  in  which  the  production,  purchase  or  sale  of  merchandise  is  an  income- 
producing  factor.  The  inventory  should  include  raw  materials  and  supplies 
on  hand  that  have  been  acquired  for  sale,  consumption  or  use  in  productive 
processes,  together  with  all  finished  or  partly  finished  goods.  *  *  * 

Art.  1582.  Valuation  of  inventories. — Inventories  must  be  valued  at  («)  cost 
or  (&)  cost  or  market,  as  defined  in  article  1584  as  amended,  whichever  is  lower. 
Whichever  basis  is  adopted  must  be  applied  consistently  to  the  entire  inventory. 
A  taxpayer  may,  regardless  of  his  past  practice,  adopt  the  basis  of  “  cost  or 
market  whichever  is  lower  ”,  for  his  1920  inventory,  provided  a  disclosure  of 
the  fact  and  that  it  represents  a  change  is  made  in  the  return.  *  *  * 

Our  inquiry  in  this  case  must  be  as  to  whether  or  not  under  the 
above-quoted  regulations  of  the  Commissioner  and  the  section  of  the 
Act  the  items  in  controversy  may  be  inventoried. 
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In  so  far  as  the  coal  is  concerned,  no  evidence  was  introduced  as  to 
its  use,  or  as  to  the  reason  for  its  acquisition,  and  we  affirm  the  action 
of  the  Commissioner. 

The  petitioner  bought  bags  in  large  quantities,  ordering  a  year’s 
supply  in  advance;  when  fertilizer  was  sold  in  bags  the  consumer 
was  charged  a  higher  price  than  when  the  sale  was  in  bulk.  Some¬ 
times  when  the  petitioner  had  an  oversupply  of  bags  on  hand  it  sold 
them  as  bags  to  bag  manufacturers,  to  competitors,  and  to  farmers. 
The  petitioner  never  disposed  of  bags  in  any  other  way.  They  were 
acquired  for  sale  or  use  in  productive  processes  and  we  can  not  see 
that  to  inventory  them  would  conflict  with  the  best  accounting  prac¬ 
tices  of  the  trade  or  business.  The  Commissioner  was  in  error  in 
valuing  such  bags  at  cost  instead  of  at  market. 

Judgment  will  be  entered  under  Rule  50 . 


Henry  W.  Cushman,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  22152.  Promulgated  July  24,  1928. 

The  deduction  of  part  of  the  cost  of  unsold  stock  disallowed 

where  the  evidence  does  not  show  that  the  stock  was  worthless. 

% 

William  S.  Cole ,  Esq.,  for  the  petitioner. 

L.  C .  Mitchell,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  calendar  year  1923  in  the  amount  of  $1,705.58. 
It  is  alleged  in  the  petition  that  “  the  amount  of  $20,000  has  errone¬ 
ously  been  added  to  (the  petitioner’s)  taxable  income  as  representing 
alleged  loss  on  the  common  capital  stock  of  the  Bath  Iron  Works, 
Limited.” 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  Bangor,  Me.,  and  was  during  the 
years  1922  and  1923  and  up  to  the  date  of  hearing  president  of  the 
Merrill  Trust  Co.  of  Bangor.  In  1917  he  purchased  701  shares  of 
the  common  stock  of  the  Bath  Iron  Works,  Ltd.,  for  the  amount  of 
$49,000.  At  this  time  he  became  a  director  in  the  company  and  con¬ 
tinued  to  be  a  director  up  to  and  including  the  year  1923.  The  com¬ 
pany  was  engaged  in  the  business  of  building  commercial  and  naval 
vessels.  Prior  to  1917  John  S.  Hyde,  and  after  his  death  his  estate, 
was  the  actual  or  beneficial  owner  of  all  the  outstanding  capital  stock 
of  the  company  consisting  of  200,000  shares  of  common  stock.  Some 
time  during  the  year  1917  a  reorganization  of  the  company  was 
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effected  and  the  Hyde  stock  was  sold.  At  the  same  time  the  com¬ 
pany  issued  $1,500,000  value  first  mortgage  bonds,  $500,000  par  value 
preferred  stock,  and  $800,000  par  value  additional  common  stock, 
the  proceeds  of  all  of  which  were  used  in  the  purchase  of  the  Hyde 
stock  and  certain  contracts  and  agreements  and  in  the  payment  of 
certain  expenses. 

During  the  period  of  the  United  States  participation  in  the  World 
War  the  company  was  chiefly  engaged  in  building  destroyers  for  the 
United  States  Government,  and  was  operating  at  a  profit  during 
that  time.  Soon  after  the  close  of  the  war  its  business  began  to  fall 
off  and  it  was  operated  constantly  at  a  loss  up  to  and  including  the 
vear  1923.  During  1922  and  1923  its  orders  and  its  volume  of  busi- 
ness  were  constantly  decreasing.  In  the  year  1922  it  became  evident 
to  the  directors  that  in  order  to  save  the  company  more  business 
would  have  to  be  procured  and  the  company  would  have  to  be  placed 
on  a  more  sound  basis.  Some  time  in  1922  an  issue  of  debenture 
bonds  was  authorized  to  be  sold  for  the  purpose  of  realizing  funds 
for  use  in  the  business.  These  bonds  were  purchased  by  some  of  the 
directors  in  amounts  totaling  $76,220  for  1922  and  $113,330  for  1923 
up  to  September  29  of  the  latter  year.  They  were  subsequent  in  lien 
to  the  company’s  issue  of  first  mortgage  bonds.  The  Merrill  Trust 
Co.  was  the  trustee  under  the  first  mortgage  bond  issue  and  during 
the  year  1922  this  bank  and  certain  other  banks  made  loans  to  the 
company.  Some  loans  were  also  made  by  banks  to  the  company 
during  1923.  The  only  security  for  these  loans  was  a  certain  per¬ 
centage  of  the  payments  due  to  the  company  under  Government  con¬ 
tracts  and  withheld  by  the  Government  until  the  completion  of  cer¬ 
tain  ships  then  under  construction.  The  banks  lending  the  money 
considered  that  they  could  be  reimbursed  by  these  amounts  so 
withheld. 

In  September,  1923,  a  protective  committee  of  the  first  mortgage 
bondholders  was  formed,  which  examined  the  affairs  of  the  company 
and  acted  in  an  advisory  capacity  to  the  board  of  directors.  Under 
the  direction  of  the  committee  an  investigation  of  the  accounting 
records  of  the  company  for  the  period  from  June  30,  1917,  to  Sep¬ 
tember  29,  1923,  wTas  made  by  a  firm  of  public  accountants  which 
rendered  a  report  on  November  9,  1923,  containing,  among  other 
items,  the  following: 

1st.— None  of  the  cash  paid  for  the  $1,500,000  of  bonds,  $500,000  of  Preferred 
Stock  and  $800,000  of  Common  Stock  issued  July  11,  1017,  was  paid  to  the  cor¬ 
poration.  The  vote  of  Stockholders  recorded  July  11,  1017,  copy  of  which  is 
annexed  hereto  and  marked  Exhibit  F,  authorized  the  delivery  of  the  said 
1  onds  and  shares  to  II.  M.  Verrill  in  consideration  of  contracts  with  Messrs. 
Wetherbee,  Mclnnes  and  McCarty  and  other  considerations,  ho  to  dispose  of 
said  bonds  and  stock  to  certain  banking  and  business  interests  and  out  of  the 


(41) 


HENRY  W.  CUSHMAN. 


43 


purchase  price  received  to  pay  various  expenses  and  to  pay  over  the  balance  to 
the  John  S.  Hyde  Estate.  We  have  examined  the  Wetherbee  contract,  one 
of  the  three  hereinabove  referred  to.  Tn  essence  it  appears  to  constitute  an 
agreement  to  accept  a  salary  of  $15,000  per  annum  for  continued  employment 
as  superintending  engineer.  See  Exhibit  G. 

We  find  no  record  on  the  books  reflecting  a  transaction  of  the  sort  thus  author¬ 
ized  by  Vote  of  the  Stockholders.  There  is  no  accounting  or  account  showing 
investment  or  value  received  as  consideration  for  the  stocks  and  bonds  issued. 
The  Treasurer,  Mr.  Furher,  explains  the  .absence  of  any  accounting  for  these 
items  as  being  due  to  instruction  or  suggestion  of  the  auditors,  Seovell,  Welling¬ 
ton  &  Co.,  to  the  effect  that  the  accounting  records  should  be  closed  at  the  point 
shown  in  balance  sheet  of  June  30,  1917,  annexed  hereto,  and  reopened  in  the 
form  of  balance  sheet  of  July  1st,  1917,  also  annexed  hereto.  See  Exhibit  E. 
Thus  the  $2,800,000  increase  in  liabilities  and  capital  stock  was  largely  offset  in 
the  accounts  and  a  showing  of  surplus  maintained  solely  by  increasing  the  book 
value  of  the  assets.  The  description  of  the  First  Mortgage  6%  Sinking  Fund 
Gold  Bonds  published  by  Maynard  S.  Bird  &  Co.,  a  copy  of  which  is  annexed 
hereto  and  marked  Exhibit  FI,  refers  to  appraisals  by  the  Moulton  Engineering 
Co.  which  we  assume  constituted  the  ground  of  justification  for  the  above 
referred  to  writing  up  of  book  values. 

Thus,  as  before  stated,  there  appears  to  have  been  no  added  capital  acquired 
by  the  corporation  in  consideration  of  its  increase  of  its  Common  Stock,  Pre¬ 
ferred  Stock  and  Bonds  but  in  substance  the  proceeds  of  the  sale  of  such  stocks 
and  bonds  were  used  in  a  transaction  whereby  the  capital  stock  ownership  was 
transferred  from  the  Hyde  Estate  to  others. 

2d. — The  profits  realized  during  the  period  are  accounted  for  in  statement 
annexed  hereto  and  marked  Exhibit  A.  Also  we  have  prepared  a  statement  of 
operating  results  for  the  first  nine  months  of  the  year  1923,  marked  Exhibit  C. 
It  will  be  observed  that  the  burden  of  interest  on  the  bond  debt  and  dividends 
on  the  preferred  and  common  stock  together  with  federal  taxes  .and  recent  oper¬ 
ating  losses  explain  the  dispersion  of  profits  earned  since  June  30,  1917. 

3d. — The  present  financial  position  of  the  corporation  is  set  forth  in  statement 
annexed  hereto  and  marked  Exhibit  D. 

There  is  in  addition  to  the  recorded  liabilities  an  outstanding  claim  by  the 
Federal  Government  for  $372,828.35  for  income  and  war  or  excess  profits  taxes. 

******  :> 


Bath  Iron  Works,  Limited 
Exhibit  H 


Balance  sheet  September  29,  1923 

ASSETS 


CURRENT  ASSETS 

1.  Cash  in  Banks.  . . .  $16,691.63 

Petty  Cash  Account . . . . . .  1,  500.  CO 

Cash  Deposit — U.  S.  Commissioner  of  Lighthouses . . . .  200.  00 

-  $18, 391. 63 

2.  Marketable  Securities— At  Cost . . . . . .  19,906.25 

Less:  Reserve  for  falling  values . . . . .  2, 275.  CO 

-  17,631.25 

3.  Accounts  Receivable . .  74,377.67 

Notes  Receivable . . . . .  3, 479.  52 


77, 857. 19 

Less:  Reserve  for  Doubtful  Accounts  and  Notes  Receivable .  5, 210.  78 

-  72, 646. 41 
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Balance  Sheet  September  29,  1923 — Continued 

assets — continued 

current  assets — continued 

4.  Due  from  U.  S.  Government— Balance  on  Destroyers  131-134 . 

Accrued  Interest  on  Securities . 

Inventories: 

Work  in  Process — 

5.  U.  S.  Light  Vessels,  106-110 — Material  and  Labor  Cost..  $874,  646. 43 


Less:  Payments  received .  640,040.00 

-  $234,606.43 

6.  Bethlehem  Ship  Corporation— Turbines  94  and  95 . ._ .  78,356.  52 

Less:  Payments  Received .  49,000.00 

-  29, 356.  52 

Hugh  J.  Chisholm— Yacht  No.  96 .  1,544.91 

7.  Miscellaneous  Contracts  under  Construction . ..  97,498.29 

Less:  Payments  received .  23,500.00 

-  73, 998.  29 

9.  Merchandise  and  Supplies .  94,  766. 85 


$2, 000.  00 
335. 01 


Total  Inventories. 


434,  273.  00 


Total  Current  Assets . . .  545,277.30 

It  must  be  borne  in  mind  that  completion  of  the  ship  contracts  now  in 
process  will  entail  additional  cash  losses  and  penalties. 

Deferred  Charges  to  Operating: 

Taxes— Municipal .  $10,723.78 

Insurance  and  Interest .  2, 223. 93 

-  12, 947. 71 

Sinking  Fund: 

1st  Mortgage  Bonds— Bath  Iron  Works,  Ltd .  5, 700.  00 

Cash . 380.00 

-  6, 080. 00 

Plant: 

Depreciated  Appraised  Value  July  1,  1917,  plus  Additions  at  Cost  to  Sept. 

29,  1923 .  2, 163,  620.  29 

Less:  Reserve  for  Depreciation .  741, 185. 90 

-  1, 422, 434.  39 

Contracts  and  Goodwill . 632,262.89 


Total  Assets 


2,  619, 002.  29 


LIABILITIES 
CURRENT  LIABILITIES 


Notes  Payable— Bank .  $315, 000.  00 

Accounts  Payable .  $43, 858. 84 

Municipal  Taxes .  32, 400. 00 

Accrued  Payroll . 6,898.99 

-  83, 157. 83 

U.  S.  Light  Vessel  No.  Ill— Payment  Account .  90,000.00 

8.  Less:  Cost,  Material,  and  Labor  to  date.. . . .  52,954.44 

-  37, 045. 56 


Total  Current  Liabilities . 

Bonded  Indebtedness: 

1st  Mortgage  Bonds  6%— 1925 _ 

Debenture  Bonds  6% — 1 932 . 

Reserves: 

1st  Mortgage  Bond  Interest . 

Debenture  Bond  Interest . 

Capital  Stock  and  Surplus: 

Preferred  Stock— 7%  Cumulative 

Common  Stock . 

Deficit . 


1,210,000.00 

189,550.00 


18, 150. 00 
6, 160. 38 


500,  000.00 
1, 000, 000.  00 
740,  061.  48 


435, 203. 39 


1, 399,  550.  00 


24,310.  38 


759,  938.  52 


Total  Liabilities. 


2, 619,  002.  29 
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Bath  Iron  Works,  Limited 
Exhibit  E 

Balance  sheets  before  and  after  closing  June  SO,  1917. 

ASSETS 

Cash . 

Securities . 

Accounts  Receivable . . 

Notes  Receivable . 

Merchandise  and  Supplies . 

Miscellaneous  Orders— Cost  Account . 

Employees’  Liberty  Loan  Bond— Subscription  Account.. . 

Plant  and  Equipment  (Including  outside  Real 

Estate) . $1,080,234.25 

Less:  Depreciation  and  Reserve .  353, 081. 67 

Deferred  Charges . 

Contracts  and  Goodwill . 


LIABILITIES 


As  closed 

As  reopened 

$385, 177.  60 

$385, 177. 60 

159, 204. 18 

154, 412.  50 

7, 536. 87 

7, 636. 87 

775.  75 

775. 75 

194,  973.  22 

194,  973.  22 

24,  730.  82 

22, 158.  45 

16, 750. 00 

16,  750.  00 

727, 152.  58 

2, 322, 687. 37 

7, 068.  91 

7, 068.  91 
350, 000. 00 

1,  523, 369.  93 

3, 461, 640.  67 

101,344. 84 

101, 344. 84 

Accruals: 

Payroll. .. 

Taxes . 

Insurance. 


$7, 313. 49 
2, 600. 00 
1, 631. 53 


11, 545. 02- 


Advance  Payment  on  Contracts .  1, 743, 206. 70 

Less:  Cost  of  Work  in  Process .  1, 531, 984. 20 

-  211,222.50- 

Capital  Stock— Common .  200, 000.  00 

Capital  Stock— 7%  Preferred . 

First  Mortgage  6%  Sinking  Fund  Gold  Bonds,  1932 . 

Surplus .  999, 257.  57 

1, 523, 369.  93 


$7, 313. 49 
2, 600. 00 
1,  631.  53 

1,  743,  206.  70 
1,  680,  984.  20 


11,545.02 


62, 222.  50 
1, 000,  000.  00 
500, 000.  00 
1,  500, 000.  00 
286, 528. 31 

3, 461, 640.  67 


Exhibit  B  attachd  to  the  report  shows  a  deficit  as  of  December  31, 
1922,  in  the  amount  of  $556,902.17,  and  Exhibit  C,  also  attached, 
shows  an  operating  loss  to  September  29,  1923,  excluding  penalties 
for  failure  to  deliver  a  light  ship  in  the  amount  of  $216,076.90. 

A  comparative  balance  sheet  as  of  December  31,  1921,  and  Decem¬ 
ber  31,  1922,  contained  in  an  audit  of  the  company’s  books  made 
by  another  accounting  firm  was  as  follows : 

Bath  Iron  Works,  Limited 

Comparative  balance  sheet  as  at  December  SI,  1922  and  1921 


ASSETS 

Current:  Dec.  31, 1922  Dec.  31, 1921 

Cash .  $25, 144.  21  $60, 146. 43 

Marketable  securities  (not  in  excess  of  market  value) .  17, 957. 50  68, 296. 09 

Deposit  on  contract  bid .  825. 00  . 

Notes  receivable  (net  reserve  for  doubtful  notes) .  119, 068. 26 

Accounts  receivable  (net  of  reserve  for  doubtful  accounts) — 

U.  S.  Government . 2,000.00  2,000.00 

Trade  and  other .  37, 161. 83  19, 333. 16 
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Comparative  balance  sheet  as  at  December  31,  1922  and  1921 — Continued 


assets — continued 

Current — Continued . 

Inventories—  Dec.  31,  1922  Dec.  31,  1921 

Raw  materials  and  supplies . . . _ . .  $115, 660.  84  $121, 991. 12 

Work  in  progress  (net  of  payments  on  account  and  estimated  loss 
accrued  to  Dec.  31,  1922) _ _ _ _ _ _ _.  264,229.57  109,575.80 


Tot  al  curren  t  assets _ _ _ _  462, 978.  95  490,  4 1 0. 86 

First  mortgage  6%  sinking  fund  gold  bonds,  held  for  sinking  fund _  4, 200.  CO  12,  775.  00 

Cash  in  trustee’s  sinking  fund . . . . . .  240. 00  95.  00 

Plant  assets  (net  of  depreciation  reserve) . . . .  1, 476, 638. 89  1, 579, 324. 82 

Contracts  and  good  will. . . . . . . . .  632, 262.  89  632, 262. 89 

Deferred  charges _ _ _ _  4, 056.  91  3, 750.  79 


2,  580,  377.  64  2,  718,  619.  36 


LIABILITIES 


Current: 

Notes  payable _ _ _ _ _ _ _  175,000.00  . 

Accounts  payable _ _ _  33,758.01  26,716.61 

Reserve  for  Fedeial  income  and  profits  taxes . . . . . . . . .  8,433.  51 

Advance  payment  on  light  vessel  contract _ _ _ _  88,  718. 46  . . . 


Total  current  liabilities.. _ _ 297,476.47  35,150.12 

First  mortgage  6%  sinking  fund  gold  bonds,  due  1932 _  1, 214, 000. 00  1, 282,  500.  00 

Debenture  gold  bonds — 6% _ _ _ _ _  76,220.00  . . 

CAPITAL 

Capital  stock  (authorized  and  outstanding): 

Preferred  (7%  Cumulative) _ 500,000.00  500,000.00 

Common _ 1,000,000.00  1,000,000.00 

Deficit.. _ 507,318.83  99,030.76 


2,  580, 377.  64  2,  718,  619.  36 

Notes. — Five  quarterly  dividends  on  7%  cumulative  preferred  stock,  amounting  to 
.843,750.00,  due  November  1.  1921  to  November  1,  1922,  were  in  arrears  at  December  31, 
1922. 

Losses  will  probably  be  sustained  in  1923  in  the  completion  of  vessels  now  being  con¬ 
structed  under  contracts,  but  the  amount  thereof  will  depend  largely  upon  business 

conditions. 

Federal  income  and  profits  taxes  for  1917  to  1920  inclusive,  have  not  been  finally 
determined  by  the  Treasury  Department. 


In  February,  1924,  the  board  of  directors  recommended  a  scheme 
of  reorganization  to  the  bondholders*  committee  providing,  among 
other  things,  that  interest  upon  the  bonds  should  be  waived  for  a 
period  of  five  years,  with  tl\e  understanding  that  the  interest  waived 
would  be  paid  if  and  when  earned  before  any  payment  should  be 
made  on  any  other  securities;  that  the  sinking  fund  requirements  of 
the  present  mortgage  should  be  waived  for  the  same  period  and  the 
quick  assets  be  released  from  the  lien  of  the  mortgage;  that  a  new 
preferred  stock  should  be  issued  in  exchange  for  the  debenture 
notes  in  like  amount ;  that  the  preferred  stock  should  remain  as  it  was 
or  the  stockholders  should  receive  in  exchange  therefor  a  like  amount 
of  new  preferred  stock,  subsequent  in  lien  only  to  the  preferred 
stock  to  be  issued  to  the  debenture  holders;  that  the  common  stock  j 
should  receive  in  exchange  therefor  an  equal  amount  of  shares  of  new 
common  stock  without  par  value;  that  the  bank  creditors  should  lie  I 
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paid  one-half  of  the  amount  due  and  the  banks  continue  the  balance 
as  a  line  of  credit  to  the  company,  and  that  a  majority  of  the  board 
of  directors  be  designated  by  the  bondholders.  This  scheme  was 
never  adopted  and  at  some  time  later  not  disclosed  by  the  evidence, 
the  company  was  placed  in  the  hands  of  a  receiver  and  its  assets  were 
sold. 

One  of  the  directors  of  the  company  who  was  engaged  in  the  in¬ 
vestment  banking  and  brokerage  business  on  December  22,  1923,  sold 
his  333  shares  of  the  company’s  common  stock  at  auction  in  the  City 
of  Boston  for  $21.  The  brokerage  firm  of  which  he  was  a  member 
on  December  1,  1923,  purchased  from  one  of  its  customers  $12,500 
debenture  bonds  and  500  shares  of  common  stock  for  $100. 

The  petitioner  never  attempted  to  sell  any  of  the  701  shares  of 
common  stock  which  he  owned.  In  his  income-tax  return  for  the 
year  1923  he  claimed  as  a  deduction  for  bad  debts  the  amount  of 
$20,000  which  he  explained  in  his  return  as  “  Capital  Stock  of  Bath 
Iron  Works,  Inc.  Bath,  Me.,  Cost  $49,000.00,  charged  of!  as  reserve 
$20,000,”  and  paid  an  income  tax  of  $5.98  the  amount  shown  to  be 
due  by  his  return. 

OPINION. 

Murdock  :  The  petitioner  in  his  return  has  charged  off  as  a  re¬ 
serve  $20,000  of  the  total  amount  of  $49,000,  the  latter  representing 
the  cost  to  him  of  the  common  stock  but  he  now  claims  that  the  stock 
was  worthless  in  1923  and  that  he  was  entitled  to  deduct  the  whole 
amount  of  the  cost  in  that  year.  The*  Revenue  Act  of  1921  provides 
as  follows : 

Sec.  214.  (a)  That  in  computing  net  income  there  shall  be  allowed  as  de¬ 
ductions  : 

*  ^  *  *  *  *  *  * 

(5)  Losses  sustained  during  the  taxable  year  and  not  compensated  for  by 
insurance  or  otherwise,  if  incurred  in  any  transaction  entered  into  for  profit, 
though  not  connected  with  the  trade  or  business ;  *  *  * 

This  does  not  authorize  the  deduction  of  a  portion  of  the  cost  of 
stock  or  a  deduction  of  shrinkage  in  value  of  stock,  but  in  order  to 
take  advantage  of  this  provision  where  the  stock  has  not  been  sold, 
it  must  be  shown  that  it  was  worthless.  The  deduction  can  only  be 
allowed  in  that  year  when  such  stock  had  no  longer  any  actual  value. 
From  its  very  nature  such  a  loss  can  only  occur  at  one  time,  and  if  it 
is  shown  that  stock  was  worthless  in  one  year  a  deduction  for  its  loss 
can  not  be  taken  in  any  subsequent  year.  The  date  of  the  occurrence 
of  such  a  loss  is  a  question  of  fact.  The  sale  by  another  person  of 
the  same  kind  of  stock  at  a  low  price  does  not  prove  the  worthlessness 
of  the  petitioner’s  stock. 
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The  Bath  Iron  Works  was  operating  at  a  loss  and  at  the  end  of 
1922  and  in  September,  1923,  its  liabilities  apparently  exceeded  its 
assets.  In  addition  to  this  on  the  asset  side,  its  plant  and  equipment 
may  or  may  not  have  been  worth  the  value  attributed  to  it  in  accord¬ 
ance  with  the  reproduction  cost  ascertained  in  July,  1917,  and  depre¬ 
ciated  to  date,  and  it  is  doubtful  whether  its  good  will  represented 
the  value  set  forth  in  the  balance  sheets.  The  sales  of  common  stock 
and  debentures  in  December  of  1923  are  some  indication  that  the 
market  value  of  the  stock  at  that  time  was  very  little,  but  it  is  appar¬ 
ent  that  during  the  year  1923  and  for  some  time  thereafter,  the 
directors  of  the  company  had  not  given  up  hope  of  rehabilitating  and 
of  restoring  the  company  so  that  it  would  be  profitable.  During  this 
year  no  steps  were  being  taken  to  liquidate  or  to  discontinue  the 
business. 

The  condition  of  the  company  on  September  29,  1923,  differed 
from  that  at  the  end  of  the  year  1922  only  in  the  fact  that  an  addi¬ 
tional  loss  had  occurred,  smaller  in  amount  than  that  suffered  in 
1922.  It  is  conceivable  that  such  an  additional  loss  might  represent 
the  difference  between  some  common  stock  value  in  1922  and  worth¬ 
lessness  in  1923,  but  from  the  evidence  presented  in  this  case  if  the 
stock  were  worthless  in  the  latter  year  it  might  just  as  well  have 
been  worthless  in  the  prior  year. 

The  petitioner  has  failed  to  convince  us  by  the  evidence  that  the 
stock  became  worthless  during  the  taxable  year  and  therefore  the  de¬ 
duction  of  its  cost  or  any  portion  thereof  from  income  is  disallowed. 

Judgment  will  be  entered  for  the  respondent. 


Lowenstein  Brothers  Garment  Co.,  Petitioner,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  8465.  Promulgated  July  24,  1928. 

1.  The  petitioner  kept  its  books  on  a  fiscal  year  basis,  but  filed 
its  returns  on  a  calendar  year  basis.  Held,  that  the  period  of  limi¬ 
tations  for  the  assessment  and  collection  of  the  tax  did  not  begin  to 
run  until  returns  had  been  filed  covering  the  taxable  periods 
involved. 

2.  Method  of  allocating  and  crediting  taxes  paid  on  a  calendar 
year  basis  to  tax  liability  on  a  fiscal  year  basis  determined. 

A.  E.  James ,  Esq.,  for  the  petitioner. 

J.  E.  Marshall ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  and  profits  taxes  for  fiscal  years  ended  January  31,  1919,  and 
January  31,  1920,  in  the  amounts  of  $2,731.04  and  $3,559.88,  respec¬ 
tively.  By  an  amendment  to  the  original  petition  the  deficiency  for 
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the  11-month  period  ended  December  31,  1920,  of  $156.12  was  elimi¬ 
nated  from  the  issues. 

The  issues  are:  (1)  Whether  the  assessment  of  the  asserted  defi- 
ciences  is  now  barred  by  the  statute  of  limitations;  and  (2)  whether 
the  Commissioner  has  correctly  credited  amounts  heretofore  paid  on 
the  filing  of  the  original  returns  and  additional  amounts  assessed  as 
deficiencies  prior  to  the  determination  of  the  deficiencies  herein 
involved. 

Another  issue  was  raised  in  the  petition  to  the  effect  that  the  Com¬ 
missioner  erroneously  computed  net  income  for  the  fiscal  year  ended 
December  31,  1920,  by  including  in  the  computation  thereof  an 
alleged  dividend  of  $3,127.50.  On  the  latter  issue  no  evidence  was 
introduced  and  no  argument  or  contention  was  made  in  the  brief  in 
support  thereof  and  that  issue  is  considered  as  having  been  abandoned. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Missouri  corporation  with  its  principal  office 
at  St.  Louis. 

The  petitioner  kept  its  accounts  and  closed  its  books  in  each  of  the 
years  ended  January  31,  1919,  and  January  31,  1920,  on  the  basis  of 
a  fiscal  year  ending  upon  those  said  dates. 

On  or  before  March  15,  1919,  the  petitioner  filed  a  tentative  return 
and  an  estimate  of  the  corporation  income  and  profits  taxes,  stating 
the  amount  of  tax  estimated  to  be  due  at  $877.21  and  reporting  the 
amount  accompanying  said  return  as  $219.30. 

On  March  15,  1919,  the  collector  of  internal  revenue  assessed 
against  the  petitioner  on  an  original  list,  collector’s  No.  400,955,  the 
amount  of  $219.30. 

Between  May  12,  1919,  and  June  5  of  that  year,  the  petitioner 
made  a  complete  and  final  return  of  income  and  profits  tax  on  a 
corporation  income  and  profits-tax  return  form  headed  “  For  Calen¬ 
dar  Year  1918  or' Fiscal  Period  Begun  January  1,  1918,  and  ended 
December  31,  1918.”  The  dates  “Jan.  1,  1918,”  and  “Dec.  31”  are 
written  in  the  return  with  pen  and  ink.  Following  December  31 
appears  “  1918  ”  contained  in  the  regular  form.  The  said  return 
shows  tax  paid  on  filing  of  tentative  return  of  $219.30,  and  tax  paid 
on  submission  of  the  return  of  $661.86,  a  total  tax  liability  of 
$881.16.  Under  date  of  June  5,  1919,  account  No.  400,955,  the  col¬ 
lector  charges  the  petitioner  with  tax  due  of  $881.16  and  credits 
$219.30  as  paid  March  15,  1919,  and  $661.86  as  paid  June  5,  1919. 
The  return  contains  no  collector’s  stamp  identifying  the  date  of  filing 
but  does  contain  a  notation  of  the  No.  400,955,  being  the  number 
appearing  on  the  assessment  list  as  the  account  number  of  the  peti¬ 
tioner,  which  number  corresponds  with  the  number  shown  on  the 
tentative  and  final  returns  of  the  petitioner. 
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The  final  return  of  the  petitioner  for  the  calendar  year  1918  was 
filed  on  or  before  June  5,  1919. 

On  February  24,  1920,  the  petitioner  filed  a  complete  and  final 
return  on  the  form  provided  for  corporation  income  and  profits  tax 
for  the  calendar  year  1919,  or  for  the  period  begun  January  1,  1919, 
and  ended  December  31,  1919.  The  dates  u  Jan.  1,  1919,”  and  “  Dec.  I 
31,  1919  ”  are  written  in  at  the  head  of  the  return  in  pen  and  ink. 

The  amount  shown  due  on  the  1919  return  is  $1,007.79,  and  this 
amount  was  assessed  on  the  March,  1920,  list  by  the  collector  under 
account  Xo.  400,473  under  date  of  March  1,  1920.  The  return  bears 
cashier’s  stamp,  also  dated  March  1,  1920. 

In  addition  to  the  amounts  shown  to  be  due  on  the  original  returns 
and  paid  in  connection  therewith,  as  above  set  forth,  of  $881. 1G  and 
$1,007.79,  the  respondent  in  respect  of  the  fiscal  period  ended  January 
31,  1919,  assessed  an  additional  tax  of  $263.30,  which  said  tax  was 
thereafter  paid,  and  in  respect  of  the  fiscal  year  ended  January  31, 
1920,  assessed  an  additional  tax  of  $175.47,  which  was  thereafter 
paid,  making  the  total  tax  collected  on  the  return  headed  “  1918  ” 
$1,144.46,  and  on  the  return  headed  “  1919  ”  $1,192.03,  including  in  | 
the  latter  amount  $8.77  assessed  as  a  penalty  in  connection  with  the 
assessment  of  $175.47  above  set  forth. 

In  the  audit  of  petitioner’s  tax  liability  in  the  deficiency  letter  of 
August  29,  1925,  the  respondent  determined  tax  liability  for  the 
month  ended  January  31,  1918,  and  credited  on  account  of  the  pay¬ 
ment  thereof  $1,144.46,  being  the  $881.16  paid  by  the  petitioner  on  the 
return  headed  “  1918  ”  and  the  additional  assessment  of  $263.30  previ- 
ousl}T  by  the  respondent  in  respect  of  the  petitioner's  tax  liability, 
for  the  fiscal  year  ended  January  31,  1919. 

In  the  audit  of  petitioner's  tax  liability  in  the  deficiency  letter 
of  August  29,  1925,  the  respondent  determined  tax  liability  for  the 
fiscal  year  ended  January  31,  1919,  and  credited  on  account  of  the 
payment  thereof  $1,183.26,  being  the  $1,007.79  paid  by  the  petitioner 
on  the  return  headed  “  1919  ”  and  the  additional  assessment  by  the 
respondent  in  respect  of  the  petitioner’s  tax  liability  for  the  fiscal 
year  ended  January  31,  1920. 

In  the  audit  of  petitioner’s  tax  liability  in  the  said  deficiency  notice, 
the  respondent  determined  tax  liability  for  the  fiscal  year  ended 
January  31,  1920,  and  gave  credit  thereon  for  no  previous  assess¬ 
ments  or  payments  of  tax.  Xo  part  of  the  deficiencies  for  said  years 
so  determined  by  the  respondent  has  been  assessed. 

The  respondent  determined  the  tax  liability  of  the  petitioner  upon 
a  fiscal  year  basis  in  accordance  with  the  method  adopted  by  the 
petitioner  of  keeping  its  accounts  and  closing  its  books.  The  pe¬ 
titioner  filed  its  returns  upon  a  calendar  year  basis. 
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OPINION. 

Trammell:  We  think  from  all  the  evidence  that  the  respondent 
properly  determined  the  tax  liability  of  the  petitioner  on  a  fiscal  year 
basis.  The  returns  were  filed  upon  a  calendar  year  basis.  This  being 
true,  the  first  issue  presented  must  be  decided  adversely  to  the  peti¬ 
tioner  on  the  authority  of  Paso  Robles  Mercantile  Go .,  12  B.  T. 
A.  750. 

The  question  of  the  method  used  by  the  respondent  in  crediting 
amounts  paid  by  the  petitioner  upon  a  calendar  year  basis  upon  the 
tax  liability  shown  due  upon  a  fiscal  }^ear  basis  is  also  controlled  by 
our  decision  in  the  case  of  Paso  Robles  Mercantile  Co.,  supra,  and 
must  be  decided  in  favor  of  the  petitioner. 

Judgment  ivill  be  entered  under  Rule  50. 


W.  W.  Guy,  Administrator,  Estate  of  A.  Blanton,  Petitioner, 
v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  14528.  Promulgated  July  25,  192S. 

1.  Where  a  partnership  keeps  its  accounts  and  makes  its  returns 
upon  the  basis  of  a  fiscal  year  ended  June  30,  1920,  a  partner  on 
the  calendar  year  basis  may  not,  in  computing  his  taxable  income 
for  1920,  deduct  his  share  of  a  loss  of  the  partnership  for  the  last 
six  months  of  1920,  even  though  the  partnership  may  also  close  its 
books  at  the  end  of  the  calendar  year. 

2.  A  witness  may  not  testify  to  values  of  goods  in  inventory 
when  he  has  no  personal  knowledge  of  such  value,  but  only  such 
information  as  he  has  gained  from  trade  journals  which  are  not 
produced  in  evidence. 

Julius  C .  Martin,  Esq.,  for  the  petitioner. 

T.  M.  Mather,  Esq.,  for  the  respondent. 

Phillips:  During  1920,  at  the  time  of  the  filing  of  the  petition 
herein,  and  at  the  time  of  the  trial  of  this  proceeding,  W.  W.  Guy 
was  administrator  of  the  estate  of  A.  Blanton,  deceased.  During 
1920  the  estate  was  one  of  the  members  of  a  partnership  known  as 
A.  Blanton  Grocery  Co.,  such  estate  having  an  interest  of  80  per 
cent  in  the  profits  or  losses  of  the  partnership.  This  partnership 
was  engaged  in  the  wholesale  grocery  business  in  Marion,  and 
Shelby,  N.  C.  Prior  to  his  death  the  decedent  had  been  one  of  the 
partners  and  after  his  death  his  estate  continued  as  a  partner. 

The  estate  of  the  decedent  rendered  its  income-tax  returns  upon 
the  basis  of  a  calendar  year.  The  partnership  closed  its  books  on 
the  basis  of  a  fiscal  year  ended  June  30,  1920,  and  filed  an  income- 
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tax  return  for  the  fiscal  year  ended  June  30,  1920.  The  partnership 
did  not  close  its  books  on  December  31,  1919,  but  did  close  its  books 
on  December  31,  1920,  June  30,  1921,  and  December  31,  1921.  For 
the  fiscal  year  ended  June  30,  1920,  the  books  of  the  partnership 
showed  a  profit,  80  per  cent  of  which  was  credited  to  the  account 
of  the  petitioner  but  was  not  paid.  For  the  six-month  period  ended 
December  31,  1920,  the  partnership  sustained  a  loss,  80  per  cent  of 
which  was  charged  to  the  petitioner  on  the  books  of  the  partner¬ 
ship.  In  rendering  its  income-tax  returns  for  1920  the  estate  included 
as  income  its  portion  of  the  profits  of  the  partnership  for  the  fiscal 
year  ended  J une  30,  1920,  and  deducted  its  share  of  the  losses  for  the 
6-month  period  ended  December  31,  1920.  This  was  accomplished  by 
reporting  in  the  return  the  net  result  of  operations  of  the  partner¬ 
ship  business  for  the  18  months  ended  December  31,  1920.  In  com¬ 
puting  the  deficiency  the  respondent  included  as  income  the  portion 
of  the  profits  of  the  partnership  for  its  fiscal  year  ended  June  30, 
1920,  but  refused  to  allow  the  petitioner  to  take  into  account  the  loss 
in  the  last  six  months  of  1920. 

Section  218(a)  of  the  Revenue  Act  of  1918  provides: 

That  individuals  carrying  on  business  in  partnership  shall  be  liable  for 
income  tax  only  in  their  individual  capacity.  There  shall  be  included  in  com¬ 
puting  the  net  income  of  each  partner  his  distributive  share,  whether  distributed 
or  not,  of  the  net  income  of  the  partnership  for  the  taxable  year,  or,  if  his 
net  income  for  such  taxable  year  is  computed  upon  the  basis  of  a  period  dif¬ 
ferent  from  that  upon  the  basis  of  which  the  net  income  of  the  partnership 
is  computed,  then  his  distributive  share  of  the  net  income  of  the  partnership 
for  any  accounting  period  of  the  partnership  ending  within  the  fiscal  or  calendar 
year  upon  the  basis  of  which  the  partner’s  net  income  is  computed. 

This  section  lays  down  a  definite  method  of  procedure  to  be  fol¬ 
lowed  by  partners  whose  individual  returns  are  made  for  a  period 
different  from  that  upon  which  a  partnership,  of  which  they  may  be 
members,  renders  its  return,  and  ties  into  section  224  of  the  Act.  The 
necessity  for  some  such  provision  can  be  readily  appreciated  if  we 
consider  the  case  of  an  individual  who  is  a  member  of  two  or  more 
partnerships  each  keeping  its  books  upon  the  basis  of  a  fiscal  year  dif¬ 
ferent  from  that  of  the  other  and  from  that  upon  which  such  taxpayer 
keeps  his  books.  Closing  the  books  of  a  partnership  at  December  30, 
1920,  was  not  sufficient  to  change  the  basis  for  computing  the  income 
of  the  partnership,  for  it  was  not  done  with  the  permission  of  the 
Commissioner  (section  226  of  the  Act)  or,  indeed,  with  the  intent 
of  establishing  a  different  accounting  period.  The  loss  sustained  in 
the  last  six  months  of  1920  is  properly  to  be  accounted  for  by  the 
petitioner  in  1921  as  a  part  of  the  result  of  the  operations  of  the 
partnership  for  the  fiscal  year  ended  June  30,  1921.  The  action  of 
the  Commissioner  must  be  approved.  J .  II.  Goadby  Mills,  3  B.  T.  A. 
1245 ;  J.  E.  Asbury ,  4  B.  T.  A.  1245. 
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The  petitioner  further  contends  that  if  the  foregoing  is  the  proper 
construction  of  section  218(a)  of  the  Revenue  Act,  such  section  is 
unconstitutional  since  it  discriminates  between  those  carrying  on 
business  as  individuals  and  those  carrying  on  business  as  partners. 
Without  considering  the  authority  of  the  Board  to  pass  upon  the 
constitutionality  of  any  act  of  Congress,  it  seems  sufficient  to  point 
out  that  the  act  taxes  alike  all  persons  who  are  similarly  situated  and 
that  the  differentiation  between  those  carrying  on  business  as  indi¬ 
viduals  and  those  carrying  on  business  as  partners  is  not  arbitrary 
but  is  reasonable  and  necessary  to  the  administration  of  the  act.  We 
see  nothing  on  which  an  argument  of  unconstitutionality  could  be 
well  founded. 

It  is  the  further  contention  of  the  petitioner  that  the  inventory  of 
the  partnership  as  of  June  30,  1920,  overstated  the  value  of  the  goods 
on  hand  and  consequently  overstated  its  income.  The  inventory  was 
taken  by  certain  employees  of  the  partnership  and  shortly  thereafter 
came  to  the  attention  of  the  partner  who  was  the  principal  witness 
in  this  proceeding.  This  witness  stated  that  at  that  time  he  went 
over  the  inventory  in  a  general  way  but  made  no  change  in  it.  On 
March  14,  1921,  over  eight  months  after  the  inventory  was  taken,  this 
same  witness  verified  the  income-tax  return  of  the  partnership  for 
the  fiscal  year  ended  June  30,  1920,  using  the  inventory  taken  at  the 
close  of  June,  1920,  as  a  basis  for  computing  the  partnership  income. 
Counsel  sought  to  have  this  witness  testify  as  to  the  market  value 
on  June  30,  1920,  of  a  substantial  number  of  items  listed  in  the 
inventory.  On  examination  of  the  witness  it  appeared  that  he  had  no 
recollection  of  the  prices  of  any  sales  or  purchases  made  at  the  close 
of  June,  1920,  that  he  had  not  examined  his  books  of  account  for  the 
purpose  of  refreshing  his  recollection  as  to  any  such  sales  or  pur¬ 
chases,  and  that  his  proposed  testimony  of  value  was  based  upon  an 
examination  of  certain  trade  journals  and  offers  of  goods.  None  of 
such  trade  journals  or  offers  were  submitted  in  evidence  nor  were 
any  of  them  produced  at  the  hearing.  Upon  objection  of  counsel  for 
the  respondent,  the  witness  was  not  permitted  to  testify  as  to  the 
market  value  of  such  goods  on  June  30,  1920.  No  further  testimony 
as  to  the  value  of  the  items  listed  in  the  inventory  was  offered.  There 
is,  therefore,  no  basis  on  which  to  disturb  the  inventory  as  originally 
prepared  by  the  partnership. 

Petitioner  also  claims  that  the  partnership  overstated  its  income 
for  the  fiscal  year  ended  June  30,  1920,  because  it  failed  to  include 
in  its  purchases  and  in  its  inventory,  certain  sugar  on  which  it  had 
sustained  a  loss.  It  appears  that  on  May  13,  1920,  and  Ma}^  17,  1920, 
the  partnership  entered  into  contracts  for  the  purchase  of  1,000  bags 
and  500  bags,  respectively,  of  Java  white  sugar  at  22  cents  per  pound, 
shipment  to  be  made  from  Java  during  August  or  September,  1920. 
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Under  the  terms  of  the  contracts  the  names  of  the  steamer  or  steamers 
on  which  the  sugar  was  shipped  were  to  be  declared  later  by  the 
sellers,  who  wTere  relieved  of  responsibility  should  such  steamer  or 
steameFs  fail  to  arrive  at  the  port  of  destination,  and  were  relieved 
of  proportionate  responsibility  in  case  of  partial  loss  in  transit. 
The  partnership  was  required  to  and  did  furnish  letters  of  credit  in 
favor  of  the  seller  covering  the  full  purchase  price  of  this  sugar. 
Delivery  of  such  sugar  was  to  be  made  from  the  Java  crop  of  1920, 
grinding  of  which  begins  in  May.  It  is  the  contention  of  the  peti¬ 
tioner  that  under  these  contracts  the  partnership  was  on  June  30, 
1920,  the  owner  of  1,500  bags  of  Java  white  sugar,  the  value  of 
which  was  less  than  cost  and  which  it  should  have  included  in  its 
inventory  at  the  market  value  of  such  sugar  on  that  date,  although 
there  is  no  showing  or  even  contention  that  such  sugar  had  been 
ground  on  that  date.  In  view  of  the  testimony  with  respect  to  the 
value  of  the  sugar  on  June  30,  1920,  it  seems  unnecessary  to  con¬ 
sider  whether  the  partnership  was  in  fact  the  owner  of  the  sugar 
which  the  sellers  had  contracted  to  deliver  later  in  the  year. 

One  of  the  partners  testified  that  in  his  opinion  the  value  of  the 
sugar  on  June  30,  1920,  was  4%.  cents  per  pound.  In  viewT  of  other 
evidence  in  the  case,  this  expression  of  value  can  not  be  accepted  as 
reliable.  On  June  26,  1920,  this  partnership  entered  into  a  contract 
to  purchase  105  bags  of  sugar  at  22*4  cents  per  pound.  Another 
witness  testified  that  sugar  was  selling  at  that  time  at  about  18  cents 


per  pound.  A  trade  journal  introduced  into  evidence  shows  that 
until  August  11,  1920,  sugar  refiners  were  disposing  of  their  product 
by  allocation  to  their  regular  trade  and  quotes  the  price  from  Janu¬ 
ary  1,  1920,  to  August  11,  1920,  as  nominal.  On  August  12,  1920, 
the  price  is  shown  as  16.758  cents  per  pound,  from  which  point  the 
price  gradually  declined  until  on  December  17  it  reached  7.742  cents 
per  pound,  the  lowest  quotation  given  for  1920.  Although  this 
purchase  and  this  quotation  related  to  American  granulated  sugar 
and  Java  white  sugar  is  inferior  in  quality,  the  testimony  is  that  the 
difference  would  amount  to  not  more  than  3^2  cents  per  pound. 

The  record  shows  that  some  time  about  the  middle  of  1920  the 
price  of  sugar  reached  the  highest  point  which  it  has  attained  in 
recent  years,  that  about  that  time  there  was  a  break  in  the  price  fol¬ 
lowed  by  a  rapid  decline  in  values.  In  such  a  situation  the  un¬ 
refreshed  recollection  of  a  witness  of  the  market  value  on  a  par¬ 
ticular  date  eight  years  prior  to  the  time  when  he  gives  his  testimony 
is  of  little,  if  any,  value.  This  is  particularly  true  in  this  case  where 
the  documentary  evidence  is  in  such  direct  conflict  with  the  recollec- 
tion  of  the  witness.  When  we  consider  the  testimony  as  a  whole, 
it  is  not  possible  to  fix  any  market  value  for  Java  white  sugar  on 
June  30,  1920,  less  than  22  cents  per  pound. 
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There  are  further  grounds  upon  which  the  claim  of  the  petitioner 
would  have  to  be  denied.  There  is  no  showing  of  the  basis  upon 
which  inventories  were  taken  and  consequently  nothing  to  indicate 
that  the  partnership  was  entitled  to  take  goods  into  its  inventory  at 
market,  should  market  be  less  than  cost.  This  deficiency  was  called 
to  the  attention  of  counsel  for  the  petitioner  by  counsel  for  the  re¬ 
spondent  at  the  hearing,  but  was  not  corrected.  Moreover,  it  appears 
that  in  previous  years  the  partnership  had  consistently  taken  its 
inventory  upon  the  basis  of  the  goods  on  hand  and  had  not  included 
in  its  inventory  goods  under  contract.  This  is  true  of  the  opening- 
inventory  for  the  year  under  consideration.  To  permit  the  opening 
inventory  to  be  taken  on  one  basis  and  the  closing  inventory  on  an¬ 
other  would  inevitably  lead  to  a  distortion  of  income.  We  have  pre¬ 
viously  had  occasion  to  point  out  the  importance  which  should  be 
ascribed  to  a  consistent  method  of  inventorying,  if  not  in  conflict 
with  the  requirements  of  the  Act.  Eatonville  Lumber  Co .,  10 
B.  T.  A.  232,  and  cases  there  cited. 

Decision  mill  be  entered  for  the  respondent . 


C.  W.  Seiberling,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  14089.  Promulgated  July  25,  192S. 

Petitioner  in  1920  loaned  stock  to  several  persons  to  enable 
them  to  pledge  such  stock  as  additional  collateral  in  respect  of 
debts  incurred  in  the  purchase  of  other  stock.  Collateral  was  not 
sold  or  forfeited  in  1920.  Held  that  deductible  loss  was  not  estab¬ 
lished. 

E.  W.  Wallick ,  Esq.,  and  Ben  Jenkins ,  Esq.,  for  the  petitioner. 

W.  F.  W attles,  Esq.,  for  the  respondent. 

Petitioner  attacks  respondent’s  determination  of  a  deficiency  of 
$30,878.39,  income  tax  for  1920. 

He  claims  a  deduction  for  loss  in  respect  of  stock  loaned  to  several 
individuals  and  also  that  the  measure  of  a  loss  resulting  from  a  loan 
to  one  Zigler  should  be  based  upon  a  cost  higher  than  that  recognized 
by  respondent. 

FINDINGS  OF  FACT. 

The  petitioner  was  in  1920  a  resident  of  Ohio  and  vice  president 
of  the  Goodyear  Tire  &  Rubber  Co. 

Between  May  15,  1909,  and  November  13,  1920,  inclusive,  he  had 
at  various  times  acquired  an  aggregate  of  37,735.30  shares  of  Good- 
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year  stock,  of  which  32,512.70  shares  had  been  acquired  by  stock 
dividends  and  5,222.60  by  purchase  or  otherwise.  During  this  period 
he  had  in  one  way  or  another  disposed  of  4,917.30  shares,  leaving 
him  on  November  13,  1920,  the  owner  of  32,818  shares. 

On  February  21,  1913,  a  sale  of  Goodyear  stock  had  been  made  on 
the  Cleveland  Stock  Exchange  at  $365  per  share.  Between  April 
14,  1914,  and  March  17,  1917,  inclusive,  this  stock  had  been  variously 
priced  either  in  actual  transactions  or  in  market  quotations  at  figures 
ranging  from  $173  per  share  to  $340  per  share.  On  March  17,  1917, 
a  sale  occurred  at  $280.  On  September  29,  1920,  10  shares  were  sold 
at  $75,  and  the  stock  exchange  quotations  were  85 y2  high  and  80  low. 
From  this  date  the  price  went  steadily  downward,  and  on  December 
23,  1920,  was  quoted  at  22%  high  and  17  low. 

In  1920  some  of  the  employees  of  the  Goodyear  Company  were 
indebted  in  various  amounts  to  various  creditors  either  for  the  pur¬ 
chase  of  Goodyear  stock  or  otherwise,  and  had  pledged  their  stock 
as  collateral  for  such  indebtedness.  As  the  market  value  of  the 
Goodyear  stock  went  down  the  creditors  of  these  employees  demanded 
pa}^ment  or  additional  security.  At  the  request  of  such  employees 
the  petitioner  loaned  to  them  in  1920  various  amounts  of  Goodyear 
stock  and  in  each  instance  took  from  the  borrower  a  receipt  in  the  fol¬ 
lowing  form : 

Received  of  C.  W.  Seiberling  as  a  loan  the  following  certificates  of  common 
stock  of  Tlie  Goodyear  Tire  and  Rubber  Company _ to  be  used  as  addi¬ 
tional  collateral  for  my  loan  at  .  Said  certificates  to  be  returned  to  said 

C.  W.  Seiberling  when  loan  has  been  paid. 

At  the  end  of  1920  the  stock  borrowed  by  Zigler  had  been  sold  by 
the  creditors  and  the  entire  proceeds  applied  to  Zigler’s  debt.  The 
remaining  shares  were  still  being  held  as  collateral.  In  some  cases 
the  collateral  was  sold  after  1920.  In  some  cases  the  borrower  of 
the  stock  was  in  poor  financial  condition.  In  some  cases  the  peti¬ 
tioner  has  not  since  1920  received  the  return  of  the  stock  or  any  pay¬ 
ment  therefor. 

OPINION. 

Sternhagen  :  The  petitioner  claims  the  right  to  deduct  as  a  loss 
sustained  in  1920  an  alleged  value  of  the  stock  loaned  by  the  peti¬ 
tioner  to  various  employees  of  the  Goodyear  Company  to  enable  them 
to  carry  their  accounts.  In  our  opinion  the  claim  must  fail  for 
several  reasons. 

The  stock  represented  merely  a  loan  by  the  petitioner,  and  its  sale 
by  the  bank  did  not  necessarily  reflect  a  final  loss  to  the  petitioner, 
lie  might  still  look  for  reimbursement  from  his  individual  debtor 
who  borrowed  the  stock.  Furthermore,  in  most  instances  the  stock 
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held  as  collateral  had  in  1920  not  yet  been  sold.  Obviously,  the  peti¬ 
tioner  could  not  claim  a  loss  if  he  voluntarily  relinquished  his  right 
against  the  borrower  or  refrained  from  exercising  it.  This  would 
be  particularly  true  in  cases  where  the  borrower  of  the  stock  was 
otherwise  financially  able  to  pay. 

But  even  assuming  that  at  the  end  of  1920  some  of  this  stock  was 
irrevocably  gone  without  hope  of  any  recoupment,  the  basis  for 
deductible  loss  is  not  in  evidence.  As  to  such  stock  as  was  acquired 
prior  to  March  1,  1913,  the  loss  would  be  based  upon  the  lower  of 
cost  or  value  on  March  1, 1913.  United  States  v.  Flannery ,  268  U.  S. 
98;  Ludington  v.  McCaughn ,  268  U.  S.  106.  The  cost  is  not  in  evi¬ 
dence.  As  to  the  stock  acquired  subsequent  to  March  1,  1913,  the 
basis  would  be  cost,  and  this  figure  is  likewise  not  in  evidence,  either 
as  to  stock  purchased  or  that  acquired  by  stock  dividend.  Miles  v. 
Safe  Deposit  <&  Trust  Co .,  259  U.  S.  247.  It  can  not  be  said  that  the 
stock  market  quotations  appearing  in  the  record  represent  the  cost 
to- the  petitioner.  Since,  therefore,  the  evidence  falls  short  of  estab¬ 
lishing  either  the  fact  that  a  loss  was  sustained  in  1920  or  the  basis 
upon  which  a  loss  may  be  measured,  the  respondent  is  sustained. 

As  to  the  loss  claimed  in  respect  of  stock  loaned  to  Zigler,  the 
respondent  allowed  a  deduction  upon  the  basis  of  an  alleged  cost  of 
$8.08  per  share.  The  petitioner  has  not  established  that  this  basis 
is  incorrect  and  the  respondent  is  therefore  sustained. 

Judgment  will  be  entered  for  the  respondent. 


Joseph  Riter,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  14392.  Promulgated  July  25,  1928. 

The  value  as  of  September  30,  1913,  of  two  adjoining  parcels 
of  real  estate  determined. 

Ewing  Laporte ,  Esq.,  for  the  petitioner. 

Frank  S.  Easby -Smith,  Esq .,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  of 
$1,136.93  income  taxes  for  1920.  The  issue  presented  is  the  fair 
market  value  of  two  parcels  of  real  estate  on  September  30,  1913. 

FINDINGS  OF  FACT. 

The  petitioner  acquired  on  September  30,  1913,  by  inheritance 
from  his  mother,  two  adjoining  parcels  of  land  with  the  improve¬ 
ments  thereon,  located  at  600  and  620  South  Negley  Avenue,  Pitts¬ 
burgh,  Pa. 
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The  premises  at  600  South  Negley  Avenue  were  acquired  by  peti¬ 
tioner’s  father  in  1891  at  a  cost  of  $25,000.  The  house  acquired  was 
a  large  and  commodious  2%-story  brick  building,  plain  and  simple 
in  design,  and  finished  with  ordinary  soft  grain  wood.  The  elder 
Riter  made  improvements  and  alterations  on  the  house  from  time  to 
time,  and  particularly  in  1901,  when  he  employed  an  architect  and 
made  extensive  improvements  and  alterations  at  a  cost  of  approxi¬ 
mately  $13,000.  The  old  woodwork  and  finish  were  replaced  with 
solid  mahogany,  hardwood  floors  and  tile  work.  An  old  bathroom 
was  moved  from  the  second  to  the  third  floor  and  a  new  completely 
modern  bathroom  installed  on  the  second  floor.  Other  improvements 
consisted  of  newT  cement  sidewalks  and  steps,  a  new  porch,  an  ex¬ 
tensive  heating  plant,  cementing  the  cellar,  installation  of  slate,  and 
later,  porcelain  tubs,  cupboards  and  closet  space,  and  other  improve¬ 
ments  of  a  like  nature.  The  elder  Riter  was  constantly  improving 
the  premises  and  the  estimated  cost  thereof  was  approximately 
$25,000. 

The  premises  at  620  South  Negley  Avenue,  consisting  of  the  lot  and 
a  2% -story  frame  house,  were  acquired  by  petitioner’s  father  in  1905 
or  1906  at  a  cost  of  $16,250.  He  immediately  improved  it  by  adding 
a  porch  in  the  rear,  enlarging  the  front  porch,  and  putting  in  hardwood 
floors,  at  a  total  cost  of  $2,474.36.  During  the  same  year,  1906,  he 
constructed  a  two-story  brick  stable  at  a  cost  of  $7,500,  and  a  brick 
garage  as  an  addition  to  the  stable  at  a  cost  of  $1,313.87.  During  the 
same  period  of  time  the  lots  were  graded  and  concrete  walks  and 
drive  put  down  at  an  estimated  cost  of  $828. 

The  corner  lot  had  a  frontage  of  85  feet  on  Ellsworth  Avenue,  and 
169  feet  on  South  Negley  Avenue,  with  a  total  area  of  13,474  square 
feet.  The  lot  at  620  South  Negley  Avenue  had  a  total  area  of  7,803 
square  feet,  with  a  10-foot  alley  along  the  entire  length  of  one  side. 

In  1913  these  two  parcels  of  real  estate  were  located  in  a  high-class 
residential  section  of  Pittsburgh,  the  four  corners  at  Ellsworth  Ave¬ 
nue  and  South  Negley  Avenue  being  occupied  by  four  millionaires. 

There  were  very  few  sales  of  property  in  this  vicinity  in  1913  or 
during  the  years  prior  thereto.  In  1908  a  corner  lot  in  the  same 
block,  but  at  Elmer  and  South  Negley,  containing  6,976  square  feet, 
sold  for  $1.60  per  square  foot.  A  second  corner  at  the  same  inter¬ 
section  containing  7,942  square  feet  sold  in  July,  1910,  for  $1.51  per 
square  foot.  Both  of  these  corners  were  occupied  by  old  buildings 
which  were  torn  down  and  removed.  Neither  corner  was  as  valuable 
as  the  premises  at  600  South  Negley  Avenue.  A  third  sale  of  a  corner 
property  located  on  side  streets  was  made  at  $1.23  per  square  foot. 
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The  fair  market  value  of  the  premises  at  600  South  Negley  Avenue 
on  September  30,  1913,  was  $50,000,  the  land  being  included  therein 
at  $1.25  per  square  foot.  The  value  of  the  premises  at  620  South 
Negley  Avenue  on  September  30,  1913,  was  $18,000,  the  land  being 
included  therein  at  $1.10  per  square  foot. 

The  petitioner  has  never  resided  in  either  of  the  properties  since  he 
inherited  them,  but  has  rented  them  for  $125  and  $75,  respectively,  to 
tenants  who  would  care  for  and  keep  them  in  good  condition.  The 
neighborhood  subsequent  to  1913  has  gradually  changed  from  a  resi¬ 
dential  to  a  commercial  section. 

On  February  6,  1920,  petitioner  being  in  need  of  cash  sold  both 
properties  for  $35,000,  after  having  had  them  on  the  market  for 
about  30  days. 

In  preparing  the  petitioner's  return  for  1920  his  attorney  included 
this  property  in  the  return  at  a  value  of  $50,000,  which  amount  the 
attorney  considered  represented  the  1913  value  depreciated  to  1920, 
and  he  claimed  therefore  a  loss  of  $15,000  on  the  sale.  The  respond¬ 
ent  considered  the  $50,000  as  the  value  of  the  property  on  September 
30,  1913,  and  reduced  this  amount  by  depreciation  to  the  date  of  sale 
on  the  value  allocated  to  the  buildings,  which  computation  resulted 
in  a  deficiency  of  $1,136.93. 


OPINION. 

Morris  :  We  have  presented  for  determination  the  question  of  value 
on  two  parcels  of  real  estate  on  September  30,  1913,  which  property 
was  subsequently  sold  for  $35,000.  The  petitioner  asserts  that  the 
properties  had  a  fair  market  value  of  not  less  than  $70,000  when  he 
inherited  them.  The  respondent  has  used  a  valuation  of  $50,000 
as  shown  by  petitioner’s  return  for  1920,  and  reduced  this  value  by 
depreciation  on  the  buildings  sustained  between  September  30,  1913, 
and  February  6,  1920,  the  date  of  sale. 

After  considering  the  evidence  adduced  by  the  petitioner,  we  have 
found  as  a  fact  that  the  two  parcels  had  a  fair  market  value  in  1913 
of  $68,000.  This  valuation  is  supported  by  the  testimony  showing 
original  costs,  the  costs  of  improvements  and  additions,  the  sales  of 
less  advantageously  located  properties  in  the  vicinity,  and  by  the 
testimony  of  a  real-estate  broker  who  was  thoroughly  conversant 
with  the  property  throughout  the  period  in  question. 

The  amount  of  the  loss  should  be  recomputed  in  accordance  with 
the  foregoing  valuation,  due  allowance  being  made  for  depreciation 
sustained  on  tlie  buildings. 

Judgment  will  be  entered  under  Rule  50* 
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Mario  Cantore  and  Nellie  Cantore,  Petitioners,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  Nos.  10480,  104S1.  Promulgated  July  26,  1928. 

The  petitioners  having  failed  to  prove  that  the  sale  of  certain 
war  bonds  of  the  Italian  Government  was  made  in  1920,  the  re¬ 
spondent’s  determination  that  a  loss  in  the  sale  thereof  was  not 
sustained  in  1920  is  sustained. 

Joseph  Getz ,  C .  P.  A .,  for  the  petitioners. 

J.  L.  Greaney ,  Esq.,  for  the  respondent. 

These  proceedings,  which  were  consolidated  for  hearing  and  deci- 
,  sion,  were  instituted  for  the  redetermination  of  deficiencies  in  income 
tax  for  the  year  1920  in  the  amount  of  $2,003.45  found  against  each 
petitioner.  The  only  question  involved  is  whether  an  alleged  loss 
of  $30,963.86  bjr  the  partnership,  of  which  the  petitioners  were  the 
sole  members,  in  the  sale  of  bonds  of  the  Italian  Government  was 
sustained  in  the  year  1920. 

FINDINGS  OF  FACT. 

The  petitioners,  residents  of  New  York  City,  were  the  sole  mem¬ 
bers  of  the  partnership  of  M.  &  N.  Cantore,  engaged  in  the  business 
of  making  dresses  at  124-128  West  24th  Street,  New  York  City. 

During  the  years  1918  and  1920,  M.  &  N.  Cantore  invested  the  sum 
of  $39,871.60  in  war  bonds  of  the  Italian  Government  of  the  face 
amount  of  450,000  lire.  In  August,  1920,  after  the  partnership 
failed  to  locate  a  buyer  here  at  an  acceptable  price,  M.  Cantore  wrote 
his  brother  Alfonso  Cantore,  a  practicing  lawyer  at  Poggiomarino, 
Italy,  requesting  him  to  find  a  purchaser  for  the  securities.  On 
December  20,  1920,  Alfonso  Cantore  answered  the  request  by  advising 
his  brother  in  a  letter  written  from  Poggiomarino  that  he  would  get 
and  give  to  Nellie  Cantore,  wife  of  Mario,  the  sum  of  $7,000  for  the 
securities.  This  letter  was  received  prior  to  December  31,  1920. 

Before  the  close  of  1920  Nellie  Cantore  caused  an  entrv  to  be  made 
on  the  partnership  books  showing  a  loss  sustained  on  the  sale  of  the 
bonds. 

Nellie  Cantore  sailed  for  Italy7  in  May,  1921,  and  upon  her  arrival 
delivered  the  bonds  to  her  brother-in-law.  He  paid  her  part  of  the 
sales  price  at  that  time,  and  in  accordance  with  her  request,  deferred 
paying  the  balance  until  a  short  time  prior  to  her  departure  the 
latter  part  of  1921  for  the  United  States.  Upon  the  arrival  of  Mrs. 
Cantore  in  the  United  States  in  December,  1921,  she  delivered  $3,500 
of  the  money  received  for  the  securities  to  the  partnership,  she  having 
spent  the  balance  in  Italy. 
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Upon  an  audit  of  the  partnership  “return  for  the  year  1920,  the 
respondent  disallowed  as  a  deduction  the  sum  of  $30,963.80,  claimed 
as  a  loss  sustained  on  the  sale  of  the  bonds. 

OPINION. 

Arundell:  While  there  is  evidence  in  the  record  indicating  that 
some  correspondence  passed  between  the  Cantore  brothers  after 
August  and  prior  to  December,  1920,  there  has  been  no  proof  of  the 
receipt  of  definite  advice  of  any  kind  from  Alfonso  Cantore  on  the 
sale  of  the  bonds  until  the  latter  part  of  December,  1920,  when  M. 
Cantore  received  a  letter,  dated  December  20,  the  pertinent  part  of 
which  reads  as  follows : 

I  am  satisfied  that  you  wish  to  give  me  an  opportunity  to  make  a  few  cents 
by  asking  me  to  buy  your  Italian  government  bonds.  These  bonds  have  gone 
down  in  price  in  our  town;  just  as  your  liberty  bonds  have;  but  in  every  other 
nation  the  same  thing  has  happened.  Paper  has  gone  down  and  gold  has 
gone  up  in  value  now.  But  we  will  overcome  all  difficulties  and  I  am  satisfied 
that  you  will  take  $7,000.00  in  cash  American  money,  which  I  -will  get  and  give 
to  your  wife  Nellie. 

It  is  not  clear  from  the  language  used  whether  A.  Cantore  was 
making  an  offer  of  $7,000  for  the  bonds  or  was  in  a  position  to  get 
that  sum  of  money  for  the  securities  from  other  sources.  The  follow¬ 
ing  excerpt  from  the  testimony  of  M.  Cantore  would  indicate  that 
he  considered  the  letter  as  meaning  that  his  brother  would  be  able 
to  sell  the  bonds  for  him  for  the  sum  of  $7,000 : 

I  wrote  a  letter  to  my  brother ;  he  is  a  lawyer ;  I  asked  him  if  he  can  help  me 
out,  and  my  brother  looked  around  and  he  said  all  right,  he  can  do  something, 
but  he  can  do  nothing  more  than  getting  any  more  than  seven  thousand  dollars. 

Whether  or  not  the  letter  be  construed  as  an  offer  on  the  part  of  A. 
Cantore  to  purchase  the  bonds  for  $7,000  in  his  own  behalf  or  to 
secure  a  purchaser  would  seem  immaterial,  since  there  is  no  evidence 
of;  the  acceptance  of  the  offer,  if  one  was  made,  in  1920,  and  there  is 
no  competent  evidence  in  the  record  of  a  prior  offer  on  the  part  of 
the  partnership  to  sell  the  securities  for  the  price  of  $7,000.  The 
dealings  had  in  1920  did  not  extend  beyond  the  stage  of  negotiations. 
The  fact  that  petitioners  entered  on  their  books  as  a  loss  the  differ¬ 
ence  between  the  purchase  price  of  the  bonds  and  $7,000  does  not,  of 
course,  establish  the  deductibility  of  the  loss  in  1920  for  bookkeeping 
entries  are  not  conclusive  evidence  of  the  facts  recorded  and  can  not 
make  sales  from  transactions  which  are  not  in  fact  sales.  Mitchell 
Bros.  v.  Doyle ,  247  U.  S.  179,  and  Cleveland  Woolen  Mills ,  8  B. 
T.  A.  49. 
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In  view  of  our  conclusion  fhat  no  agreement  was  entered  into  in 
1920  for  the  sale  of  the  bonds,  it  is  unnecessary  for  us  to  decide 
whether  the  loss  sustained  would  be  deductible  if  an  enforceable  con¬ 
tract  to  sell  the  securities  had  existed  in  1920. 

Judgment  will  be  entered  for  the  respondent 


May  Lumber  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  12133.  Promulgated  July  26,  1928. 

1.  Value  claimed  for  good  will  at  date  of  acquisition  disallowed 
for  lack  of  evidence. 

2.  Petitioner  reduced  its  inventories  by  the  percentage  of  loss 
sustained,  which  percentage  was  determined  by  an  actual  physical 
inspection.  Held  that  the  percentage  does  not  represent  an  arbi¬ 
trary  estimate  and  that  the  adjustments  made  by  respondent  were 
erroneous. 

3.  More  than  five  years  having  elapsed  since  petitioner  filed  its 
return  for  1917  without  the  filing  of  a  consent  in  writing  extending 
the  statute,  respondent  is  barred  by  the  statute  of  limitations 
with  respect  to  the  deficiency  asserted  for  1917. 

Kenneth  N .  Parkinson ,  Esq.,  for  the  petitioner. 

John  D.  Foley ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  deficiencies  in  in¬ 
come  and  profits  taxes  for  the  years  1917  to  1920,  inclusive,  in  the 
following  amounts : 


1917  _ $1,  578.  92 

1918  _  80.  85 

1919  _  956. 19 

1920  _  978.  79 


The  allegations  of  error  set  forth  in  the  pleadings  upon  which  the 
parties  have  joined  issue  are: 

(1)  Error  of  the  respondent  in  disallowing  good  will  value  in 
the  computation  of  invested  capital  amounting  to  $44,000; 

(2)  Failure  of  the  respondent  to  include  as  a  part  of  earned  sur¬ 
plus  the  sum  of  $26,000,  representing  cash  received  in  1905  and 
erroneouslv  credited  to  an  asset  account  on  the  books  of  the 
petitioner ; 

(3)  The  action  of  the  respondent  in  disallowing  certain  adjust¬ 
ments  to  petitioner’s  inventories  for  the  years  1918,  1919,  and  1920; 

(4)  Error  on  the  part  of  the  respondent  in  determining  a  defi¬ 
ciency  for  the  year  1917 ; 
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(5)  The  action  of  the  respondent  in  reducing  petitioner’s  invested 
capital  for  the  taxable  years  in  controversy  on  account  of  income 
and  profits  taxes  paid  or  accrued  during  each  year  on  the  income  of 
the  preceding  taxable  years ; 

(6)  Error  of  the  respondent  in  reducing  invested  capital  for  years 
prior  to  and  other  than  those  years  following  the  year  in  which  a 
liability  for  additional  taxes  arose ; 

(7)  Action  of  the  respondent  in  reducing  surplus  by  an  amount 
representing  additional  income  and  profits  taxes  barred  by  the 
statute  of  limitations ;  and 

(8)  Error  committed  by  the  respondent  in  the  selection  of  com¬ 
paratives  for  the  purpose  of  determining  petitioner’s  profits  taxes 
for  the  years  1918,  1919,  and  1920  under  the  provisions  of  section  328 
of  the  Revenue  Act  of  1918. 

Upon  motion  of  respondent’s  counsel,  acquiesced  in  by  counsel 
for  the  petitioner,  this  proceeding  will  be  limited  to  the  good  will, 
inventories,  and  statute  of  limitations  questions.  Since  the  hearing 
on  the  special  assessment  question  has  been  postponed,  pursuant  to 
Rule  62  of  the  Rules  of  Practice  before  this  Board,  pending  decision 
on  the  issues  here  in  controversy,  we  have  included  none  of  the  facts 
bearing  upon  that  issue  in  our  findings  herein. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation,  organized  and  incorporated  under 
the  laws  of  the  State  of  Pennsylvania  on  March  31,  1904,  with  an 
authorized  capitalization  of  $100,000,  divided  into  1,000  shares  of 
common  stock,  par  value  $100  each,  for  the  purpose  of  engaging  in 
the  wholesale  and  retail  sale  of  lumber  and  to  operate  a  planing 
mill  for  lumber  and  millwork,  and  it  was  so  engaged  during  the 
years  here  in  controversy. 

The  business  of  the  petitioner  was  originally  organized  some¬ 
time  prior  to  1877  or  1878  near  its  present  location.  J.  M.  Hastings 
became  the  sole  owner  of  the  business  in  1887,  at  or  about  which 
time  he  moved  the  lumber  yard  to  the  location  now  occupied  by  the 
petitioner.  During  that  time  the  business  was  operated  in  the  name 
of  Hastings.  Hastings  sold  the  business  to  Joseph  H.  May,  includ¬ 
ing  all  the  stock  of  lumber  in  the  yard,  buildings  and  machinery 
used  in  the  business,  and  the  leasehold  upon  the  realty,  in  or  about 
1894. for  $30,000,  payable  $2,500  in  cash  and  the  balance  in  notes, 
all  of  which  notes  were  satisfied  within  the  succeeding  three  or 
four  ygars.  Thereafter,  May  operated  the  lumber  business  in  the 
name  of  Ogilvie  &  May  for  a  period  of  two  or  three  years,  when 
May  succeeded  to  the  rights  of  Ogilvie  and  the  business  was  operated 
by  May  as  sole  owner  until  the  date  of  his  death  in  1903.  After 
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May's  death,  Hastings  was  appointed  administrator  of  his  estate, 
the  assets  of  which  were  the  business  of  the  petitioner  and  a  dwell¬ 
ing  that  was  unoccupied  and  heavily  mortgaged.  Hastings,  acting 
as  administrator  of  the  estate  aforesaid,  sold  the  business,  consisting 
of  lumber  in  the  yard,  sheds  and  buildings,  a  planing  mill,  and  ma¬ 
chinery  and  equipment  connected  therewith,  and  the  leaseholds  upon 
the  realty,  to  Frank  Pierson,  Albert  G.  Breitwieser,  C.  F.  Ross  et 
al.,  in  1903  or  1904  for  $56,000,  payable  in  cash. 

The  said  Pierson,  Breitwieser,  and  Ross  et  al.,  organized  a  corpora¬ 
tion  under  the  laws  of  the  State  of  Pennsylvania  on  March  31,  1904 
(which  is  the  present  petitioner),  obtained  permission  to  use  the 
decedent’s  name  in  its  corporate  name  and  transferred  the  business 
and  assets  to  the  petitioner  in  consideration  of  the  issuance  of  $91,900 
of  its  capital  stock  in  the  manner  hereinafter  set  forth  in  the  minutes 
of  the  board  of  directors. 

The  accounts  receivable  were  not  included  in  the  sale  but  were 
collected  by  Hastings,  as  administrator  of  the  estate  of  May,  who 
realized  sufficient  from  the  sale  and  collections  to  make  the  value  of 
the  estate  approximately  $100,000.  The  books  and  records  of  the 
business  conducted  by  Joseph  H.  May  have  been  lost  and  a  diligent 
search  therefor  failed  to  locate  them,  or  a  contract  of  sale  or  other 
written  instrument  evidencing  the  purchase  of  the  business  and 
assets  b}^  Pierson,  Breitwieser,  and  Ross  et  al. 

The  business  was  favorably  located  for  transportation  facilities, 
being  adjacent  to  the  railroad  and  within  a  mile  of  the  Allegheny 
River  in  which  locality  it  had  operated  a  great  many  years.  Prior 
to  their  purchase  Ross  investigated  May’s  business.  May  had  built 
up  a  very  profitable  business,  and  the  petitioner  has  from  the  begin¬ 
ning  had  more  or  less  business  from  his  old  customers. 

A  portion  of  the  premises  occupied  under  the  leaseholds  belonged  to 
the  Denny  estate  in  the  amount  of  approximately  19,09*2  square  feet, 
for  which  an  annual  rental  of  $1,200  was  paid.  The  lease  had  an 
unexpired  term  of  about  four  years  from  the  date  of  the  assignment 
thereof  from  May’s  estate  to  the  petitioner.  When  the  business  was 
purchased,  Ross  was  assured  by  Hastings  and  by  the  representative 
of  the  I)ennv  estate  that  the  lease  would  be  renewed  when  the  then 
existing  lease  expired,  and  it  was  in  fact  renewed  thereafter  on  March 
22,  1907,  for  a  period  of  10  years  beginning  April  1,  1908.  That 
portion  of  the  premises  occupied  by  the  planing  mill  was  held  under 
a  separate  lease. 

The  following  journal  entry  was  made  in  the  books  of  account  as  j 
per  minutes  of  a  directors’  meeting  of  April  6,  1901.  recording  the  j 
assets  acquired  by  the  petitioner  : 
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Horse  and  Wagon  Account _ $4,  520.  00 

Office  Fixtures _  320.  00 

Buildings  (On  leased  ground) _  5,000.00 

Inventory  (Lumber  and  Millwork) _  27,060.00 

Plant  and  Equipment _  11,  000.  00 

Franchise,  Leasehold,  Good  Will _  44,  000.  00 


91,  900.  00 

Upon  resolution  of  the  board  of  directors,  and  pursuant  to  approval 
by  the  stockholders,  the  capital  stock  of  the  petitioner  was  increased 
as  set  forth  in  the  following  minutes  of  the  directors’  meeting  of 
April  27,  1904 : 

On  motion  of  Edwin  R.  Haffner,  seconded  by  Samuel  Biggart,  it  was  resolved 
that  the  capital  stock  of  this  company  be  increased  from  $5.000  00  to  $100,000.00, 
such  increase  being  authorized  by  the  stockholders  of  this  company,  as  evidenced 
by  a  duplicate  return  of  the  Judges  filed  with  the  President,  and  that  said 
increase  be  issued  as  follows:  $3,100.00  for  cash,  and  the  balance  of  $91,900.00 
be  issued  to  O.  F.  Ross,  Samuel  Biggart  and  Albert  Breitwieser  for  all  the 
property  purchased  by  them  from  the  Administrator  of  the  Estate  of  Joseph 
H.  May,  deceased,  consisting  of  the  mill  plant,  the  leases,  lumber,  horses, 
wagons,  contracts  and  good  will  of  the  business  formerly  conducted  by  Joseph 
H.  May. 

On  April  25,  1904,  Hastings,  acting  for  May’s  estate,  assigned  the 
Denny  lease  to  the  petitioner.  Subsequently,  and  on  or  about  May 
15,  1905,  a  portion  of  the  leased  premises,  amounting  to  approxi¬ 
mately  5,374.5  square  feet,  was  sold  by  said  Denny’s  estate  to  the 
Pittsburgh,  Fort  Wayne  &  Chicago  Railroad  Co.,  and  in  considera¬ 
tion  for  the  petitioner’s  relinquishment  to  the  railroad  company  of 
that  portion  of  the  premises  which  the  railroad  had  purchased  subject 
to  the  lease,  the  said  company  paid  to  petitioner  the  sum  of  $26,000. 
The  negotiations  leading  up  to  this  relinquishment  of  a  portion  of 
the  leasehold  began  in  the  fall  of  1905  and  were  consummated  in 
February,  1906. 

The  balance  sheet  of  the  petitioner  for  the  year  ended  December 
31,  1904,  shows  the  following  assets  and  liabilities : 


Assets 

Liabilities 

Accounts  receivable _ _ _ 

$30, 978.  52 

3,  698.  00 
11,000.00 
44,  000.  00 
36,  698.  35 
1,700.  00 
320.  00 

5,  000.  00 
591.  89 

3,  252.  53 

Bills  payable _ _ _ 

$11,429.  65 
11,262.  53 
100,  000.  00 
14,547. 11 

Horses,  wagons,  etc . 

Accounts  payable . .  . 

Plant  and  equipment _ _ 

Capital  stock... . .  . 

Franchise  and  leasehold _  _ 

Net  gain  1904 _  _  _ 

Inventory .  . . . . . 

137,  239.  29 

Bills  receivable. .  . . 

Office  furniture . . . . . 

Real  estate . . . . 

Cash  in  safe . . . . 

Cash  in  bank.. _ _  _ 

137,  239.  29 
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The  balance  sheets  for  the  years  ended  December  31,  1905,  1906, 
and  1907,  show  tangible  assets,  liabilities,  and  net  gains  as  follows: 


Year 

Tangible 

assets 

Liabilities 

Net  gain 

1905 _ _ _ _ _ _ _ 

$149,  452.  95 
192, 982.  95 
197, 661.  29 

$48,  864.  55 
43.  273.  57 
59, 034. 80 

$30, 041.  29 
47, 620. 98 
10,417.11 

1906 _  _ _ 

1907 _ _ _ _ _ _ _ _ _ 

At  or  about  the  time  petitioner  received  the  $26,000  from  the  rail¬ 
road  company  to  relinquish  a  portion  of  its  leased  premises,  $4,000 
of  the  Franchise  and  Leasehold  account  was  charged  off,  and  sub¬ 
sequently  in  1908  the  balance  of  the  account  was  charged  off.  The 
$26,000  so  received  was  credited  directly  to  undivided  profits  account. 

On  or  about  October  5,  1904,  165  shares  of  petitioner’s  capital 
stock  was  sold  by  Albert  G.  Breitwieser  to  his  brother  C.  E.  Breit- 
wieser  at  par,  or  $100  per  share. 

Subsequent  to  incorporation  and  prior  to  January  1,  1917,  the 
petitioner  from  time  to  time  purchased  and  retired  a  total  of  $30,000 
par  value  of  its  capital  stock,  and  during  1918,  1919,  and  1920  the 
outstanding  capital  stock  was  of  a  total  par  value  of  $70,000. 

The  petitioner’s  inventories  for  the  years  1915  to  1920,  inclusive, 
were  taken  by  an  officer  and  director  who  had  been  in  the  lumber 
business  since  1903.  He  made  a  complete  physical  inventory  for 
each  year  of  the  kinds  and  grades  of  lumber  which  were  on  hand 
as  of  December  31.  Each  piece  of  lumber  in  each  grade  was  counted 
and  was  priced  at  cost  in  every  year  except  1920,  which  was  priced 
at  cost  or  market,  whichever  was  lower.  During  these  vears  the 
petitioner  carried  a  large  stock  of  industrial  lumber  which  was  used 
in  the  factories  in  and  around  Pittsburgh,  and  it  was  necessarv  to 
have  on  hand  a  large  assortment  of  sizes  and  grades  in  this  class  of 
lumber.  Approximately  65  to  70  per  cent  of  the  lumber  was  ex¬ 
posed  to  the  elements,  which  caused  considerable  deterioration 
throughout  the  year.  The  loss  sustained  varied  each  year,  depend¬ 
ing  upon  weather  conditions  during  the  year  and  the  length  of 
time  the  stock  was  kept  on  hand.  The  amount  of  the  loss  was  esti¬ 
mated  to  a  certain  extent,  but  the  estimate  was  based  upon  actual 
experience  over  a  long  period  of  years,  and  was  determined  irre¬ 
spective  of  profits.  The  inventory  on  December  31,  1918,  amounted 
to  $147,517.33.  and  the  loss  sustained  was  estimated  at  8  per  cent,  or 
$11,801.39,  leaving  a  net  inventory  of  $135,715.94.  The  total  inven¬ 
tory  on  December  31,  1919,  was  $105,770.63.  The  gross  inventory 
was  reduced  by  an  estimated  loss  of  $8,414.70,  or  slightly  less  than 
8  per  cent,  leaving  a  net  inventory  of  $97,355.93.  The  total  inven¬ 
tory  on  December  31,  1920,  of  $173,851.19  was  reduced  by  an  esti- 
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mated  loss  of  7  per  cent,  or  $12,169.58,  leaving  a  net  inventory  of 
$161,681.61.  In  computing  its  income  for  the  years  1918,  1919,  and 
1920  the  petitioner  used  the  net  inventories  in  the  amounts  shown 
for  the  respective  years. 

The  petitioner  filed  its  return  of  taxable  net  income  for  the  calen¬ 
dar  year  1917  on  or  before  April  1,  1918,  and  it  has  not  since  that 
date  filed  a  so-called  waiver  or  consent  in  writing  with  respect  to  the 
assessment  and  collection  of  additional  income  and  profits  taxes 
for  the  calendar  year  1917.  In  a  communication  addressed  to  the 
petitioner,  dated  July  20,  1925,  the  respondent  said:  “The  five  year 
period  provided  in  section  277  (a)  (2)  of  the  Revenue  Act  of  1924, 
within  which  assessment  of  tax  for  1917  may  be  made,  has  expired.'' 
The  respondent  notified  petitioner  of  a  deficiency  for  1917  by  reg¬ 
istered  letter  dated  December  22,  1925. 

The  respondent  disallowed  all  value  for  good  will  in  computing 
the  petitioner’s  invested  capital  for  1918,  1919,  and  1920,  and  in¬ 
creased  petitioner’s  income  for  each  of  these  years  by  the  amounts 
hereinabove  stated  which  had  been  deducted  by  petitioner  in  de¬ 
termining  its  net  inventory. 

OPINION. 

Morris  :  The  petitioner  is  claiming  a  value  for  good  will  in  the 
amount  of  $44,000,  but  admits  that  the  limitations  contained  in  sec¬ 
tion  326  (a)  (4)  of  the  Revenue  Act  of  1918  will  operate  to  reduce 
the  amount  which  it  is  entitled  to  include  in  invested  capital  to 
$17,500  since  there  was  but  $70,000  of  its  capital  stock  outstanding 
on  March  3,  1917,  and  during  the  years  in  question.  The  respondent 
denies  that  valuable  good  will  was  acquired  in  exchange  for  petition¬ 
er’s  stock,  and  contends  that  the  later  charging  off  of  the  balancing 
entry  supports  his  contention. 

The  record  shows  that  the  business  acquired  by  the  petitioner  had 
been  operated  in  the  same  community  for  a  long  period  of  time, 
but  it  fails  to  give  us  detailed  facts  from  which  we  can  determine 
the  existence  of  good  will  and  fix  a  value  therefor.  The  mere  fact 
that  a  business  of  the  same  kind  has  been  operated  in  the  same 
locality  for  a  long  period  of  time  is  not  conclusive  of  the  existence 
of  good  will.  We  have  heretofore  said  in  the  Schulz  Baking  Co ., 
3  B.  T.  A.  470,  473,  that  “  The  valuation  of  good  will  is  a  question 
of  fact  and  must  be  determined  on  the  evidence  in  the  record.”  An 
examination  of  the  facts  herein  indicates  to  our  mind  that  petitioner 
has  confused  good  will  value  with  leasehold  values. 

The  testimony  of  Ross,  one  of  the  original  purchasers,  and  Has¬ 
tings  who  made  the  sale  of  the  business  and  assets  as  administrator 
of  Joseph  H.  May’s  estate,  shows  that  petitioner  is  not  entitled  to 
include  any  value  for  good  will  in  its  invested  capital.  Ross  testi- 
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fied  that  he  made  a  thorough  investigation  of  petitioner’s  assets  and 
earnings  power  and  went  over  its  list  of  customers  with  employees 
of  Joseph  H.  May  prior  to  purchasing  the  same.  Hastings  testified 
that  he  sold  with  full  knowledge  of  the  tangibles  and  intangibles 
which  he  conveyed,  but  that  he  sold  rather  than  attempt  to  operate 
the  business,  and  later  granted  the  right  to  use  the  name  of  May  to 
the  petitioner.  Prior  to  buying,  Ross  received  the  assurances  of 
Hastings  and  the  representative  of  the  lessor  that  the  premises  which 
were  held  under  lease  could  be  released  at  the  expiration  of  the 
then  existing  term.  Under  these  circumstances  the  sale  was  consum¬ 
mated,  the  business  as  a  whole  was  sold,  and  immediately  thereafter 
the  same  assets  were  conveyed  to  the  petitioner.  The  original  entry 
made  on  the  petitioner’s  journal,  which  petitioner  now  claims  repre¬ 
sents  only  good  will,  was  entitled  “  Franchise,  Leasehold,  Good  will  ” 
and  was  admitted  by  Ross  to  be  merely  a  balancing  entry  on  the 
books.  The  testimony  is  to  the  effect  that  the  business  and  assets 
were  purchased  for  $56,000  cash  but  the  set  up  on  the  books  shows 
only  $47,900  of  the  purchase  price  in  tangible  assets,  unless  the  dif¬ 
ference  be  attributed  entirely  to  the  leasehold  which  for  invested 
capital  purposes  is  a  tangible  asset.  In  addition  to  these  facts  the 
sale  of  a  portion  of  the  leased  premises  in  1906  for  $26,000  and  the 
subsequent  charge  off  of  the  remainder  of  the  balancing  entry  in 
1908  after  the  lease  had  been  renewed,  confirm  our  opinion  that 
whatever  value  was  obtained  by  the  petitioner  over  and  above  the 
consideration  paid  out,  is  to  be  found  in  the  leaseholds  rather  than 
in  good  will.  We,  therefore,  affirm  the  determination  of  the  re¬ 
spondent  on  this  issue. 

In  arriving  at  this  decision  we  have  not  failed  to  consider  our 
opinion  in  the  Schulz  Baking  Co .,  supra ,  wherein  we  determined  that 
good  will  existed,  and  then  fixed  a  value  therefor  based  on  sales 
of  stock  subsequent  to  incorporation.  The  distinction  between  that 
case  and  this  lies  in  the  fact  that  we  are  unable  to  determine  that 
good  will  existed  in  any  appreciable  quantity.  In  that  case  the  evi¬ 
dence  showed  the  tremendous  increase  in  production,  in  this  case 
we  are  without  satisfactory  evidence  as  to  production  or  earnings. 
The  earnings  for  1905,  1906,  and  1907  and  the  sale  of  165  shares  of 
stock  indicate  that  the  business  was  successfully  operated  and  that 
earnings  were  in  excess  of  a  fair  return  on  the  tangibles  acquired,  but 
on  the  record  we  are  not  convinced  that  petitioner  has  sustained  the 
burden  of  proof. 

The  second  issue  relates  to  the  correctness  of  respondent’s  adjust¬ 
ments  to  petitioner’s  inventories  for  1918,  1919,  and  1920.  It  is  our 
opinion  that  such  adjustments  were  erroneous  and  petitioner  is  en¬ 
titled  to  reduce  its  inventories  for  each  of  the  years  in  the  amount 
of  the  loss  sustained.  The  respondent  evidently  proceeded  on  the 
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theory  that  petitioner  had  arbitrarily  reduced  its  inventories  each 
year  by  a  fixed  percentage  to  cover  any  and  all  losses.  The  evidence 
is  otherwise.  Each  year  a  physical  inventory  was  carefully  made 
by  an  officer  and  director  of  the  petitioner,  who  actually  counted 
and  recorded  all  the  lumber  in  stock.  The  amount  of  the  loss  deter¬ 
mined  for  each  year  was  arrived  at  with  the  same  precision  and 
care,  and  represents  in  our  opinion  the  best  estimate  which  could  be 
obtained.  The  fact  that  this  estimate  was  stated  in  terms  of  a  per¬ 
centage  does  not  detract  from  the  uniformity  or  consistency  of  the 
method  used.  Cf.  Hutchins  Lumber  <&  Storage  Go .,  4  B.  T.  A.  705 
The  third  point  relates  to  the  bar  of  the  statute  of  limitations 
with  respect  to  the  deficiency  asserted  for  1917.  It  was  admitted 
that  the  petitioner’s  return  for  1917  was  filed  on  or  before  April  1, 
1918.  The  evidence  shows  that  a  so-called  “  waiver  ”  has  not  been 
filed  by  petitioner  with  respect  to  such  taxes,  and  that  petitioner 
received  the  statutory  notice  of  deficiency  by  letter  dated  Decem¬ 
ber  22,  1925.  More  than  five  years  having  elapsed  since  the  return 
was  filed  and  the  deficiency  notice  mailed,  it  follows  that  the  defi¬ 
ciency  is  barred  by  the  statute  of  limitations. 

Further  'proceedings  may  be  had  under  Rule 
62  (b)  and  ( c ). 


Thomas  L.  Ross,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

J.  B.  Jemison,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  21746,  21747.  Promulgated  July  26,  1928. 

Under  the  evidence,  held  that  the  returns  of  the  petitioners  are 
false  and  fraudulent  and  were  made  with  intent  to  evade  taxes. 

C.  W.  Saussy ,  C.  P.  A .,  for  the  petitioners. 

J.  E.  Marshall ,  Esq.,  for  the  respondent. 

These  proceedings,  which  were  consolidated  for  the  purpose  of 
trial  and  decision,  are  for  the  redetermination  of  deficiencies  in 
income  tax  and  penalties  for  1919  as  follows : 


Petitioner 

Docket  No. 

Tax 

Penalty 

Thomas  L.  Ross . 

21746 

21747 

$3,  620. 19 
7,  220.  66 

$1,846.10 
*4  mo 

J.  B.  Jemison . . . 

L _ _ 

The  deficiencies  in  tax  result  from  the  petitioners’  failure  to  report 
in  their  returns  the  following  indicated  amounts  representing  their 
7333—28 - 6 
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gain  on  the  capital  stock  of  J.  B.  Jemison  &  Co.  resulting  from  a 
distribution  in  liquidation  of  the  corporation : 

Thomas  L.  Ross _ $19,  637.  60 

J.  B.  Jemison _  29,  456.  41 

The  respondent  determined  that  the  petitioners  are  subject  to  the 
50  per  cent  penalty  provided  in  section  250  (b)  of  the  Revenue  Act 
of  1918  for  making  false  or  fraudulent  returns  with  intent  to  evade 
tax. 

FINDINGS  OF  FACT. 

During  1919,  the  petitioners  were  residents  of  Thomasville,  Ga., 
where  they  were  engaged  in  the  wholesale  lumber  business.  From 
January  1,  1919.  to  May  24,  1919,  the  lumber  business  was  conducted 
as  a  corporation  under  the  name  of  J.  B.  Jemison  &  Co.  Jemison 
was  president  of  the  corporation  and  owned  90  shares,  or  GO  per 
cent  of  the  corporation's  capital  stock  of  $15,000.  Ross  was  vice 
president  and  owned  60  shares  or  the  remaining  40  per  cent  of  the 
company’s  stock.  On  May  24,  1919,  the  company  was  dissolved  and 
its  charter  was  surrendered.  The  corporation’s  business,  including 
its  assets  and  liabilities,  was  transferred  to  a  partnership  which  had 
the  same  name  as  the  corporation.  The  partnership  was  composed 
of  Jemison  and  Ross,  who  owned  60  per  cent  and  40  per  cent  inter¬ 
ests,  respectively*,  or  the  same  interests  as  owned  in  the  corporation. 

All  of  the  assets  of  the  corporation  were  transferred  to  the  part¬ 
nership  at  their  book  value.  No  new  books  were  opened  for  the 
partnership,  but  the  books  of  the  corporation  were  continued  in  use 
without  change,  except  that  the  capital  stock  account  was  closed  into 
the  surplus  and  undivided  profits  account.  At  the  date  of  dissolu¬ 
tion  the  corporation’s  surplus  amounted  to  $49,094.01.  There  was 
no  distribution  to  the  petitioners  of  this  or  any  other  amount  other 
than  indicated  above. 

On  March  12,  1920,  there  was  filed  with  the  Collector  of  Internal 
Revenue  for  the  District  of  Georgia  a  return  for  the  corporation 
covering  the  period  from  January  1,  1919,  to  May  24,  1919.  To  this 
return  were  attached  balance  sheets  of  the  corporation,  showing, 
among  other  things,  the  amount  of  its  surplus  at  the  beginning  and 
end  of  the  period.  On  the  same  day  a  return  was  filed  for  the  part¬ 
nership  for  the  period  from  May  24,  1919,  to  December  31,  1919, 
to  which  were  attached  balance  sheets  showing,  among  other  items, 
a  surplus  of  $63,094.01  at  the  beginning  of  the  period.  The  indi¬ 
vidual  returns  of  the  petitioners  for  1919  were  also  filed  on  March 
12,  1920.  All  of  the  foregoing  returns  were  prepared  by  J.  C. 
Murphv,  an  attorney,  and  acknowledged  before  him  as  a  notary 
public  on  February  20,  1920.  Murphy  had  previously  been  em- 
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ployed  for  about  five  years  as  a  deputy  collector  in  the  office  of  the 
collector  of  internal  revenue  at  Atlanta,  Ga.,  and  while  there  his 
duties,  among  other  things,  had  consisted  of  assisting  taxpayers  in 
the  preparation  of  their  income-tax  returns.  The  returns  were  pre¬ 
pared  in  the  office  of  the  partnership  at  Thomasville,  wheTe  Murphy 
had  access  to  the  books  and  records  of  the  corporation  and  the  part¬ 
nership.  The  petitioners  gave  Murphy  no  instructions  or  directions 
as  to  how  the  returns  were  to  be  prepared,  nor  did  they  assist  him 
in  the  preparation  of  such  returns,  except  to  give  him  the  informa¬ 
tion  he  desired  as  to  their  personal  matters,  such  as  contributions, 
personal  tax  paid,  and  other  items  not  appearing  in  the  books  and 
records  of  the  business.  J.  W.  Turner,  the  bookkeeper  for  the  part¬ 
nership  and  the  bookkeeper  and  secretary  of  the  corporation  in  1919, 
gave  Murphy  such  assistance  as  he  could  in  answering  questions  and 
preparing  figures. 

Jemison  and  Ross  reported  in  their  individual  returns  for  1919 
their  respective  salaries  as  officers  of  the  corporation  and  their  dis¬ 
tributive  shares  of  the  profits  of  the  partnership,  but  made  no  refer¬ 
ence  to  any  liquidating  dividends  or  to  their  proportional  interests 
in  the  surplus  of  the  dissolved  corporation  whose  business  and  assets 
were  taken  over  by  the  partnership  of  which  they  were  members. 

In  an  audit  of  the  corporation’s  return  for  the  period  ending  May 
24,  1919,  the  respondent  in  a  letter  dated  February  2,  1921,  requested, 
among  other  things,  information  as  to  whether  the  corporation  was 
dissolved  on  May  24,  1919,  and  what  disposition  was  made  of  its 
assets.  Under  date  of  March  4,  1921,  a  reply  containing  the  follow¬ 
ing  statement  was  forwarded  to  the  respondent : 

Our  corporation  was  dissolved  May  24th.  1919,  and  the  charter  surrendered. 
The  assets,  as  shown  on  the  balance  sheet,  were  transferred  to  the  partnership 
composed  of  J.  B.  Jemison  and  T.  L.  Ross,  and  the  business  continued  by  them 
as  a  partnership.  All  assets  were  transferred  at  book  value,  and  therefore  no 
loss  or  profit  shown.  Reference  to  the  returns  filed  on  this  partnership  for  the 
fiscal  period  closing  December  31st,  1919,  will  confirm  this. 

In  connection  with  an  audit  of  the  return  of  the  partnership 
covering  the  period  of  its  existence  in  1919,  the  respondent  in  a  letter 
dated  September  24,  1921,  requested  information  as  to  what  part  of 
the  amount  of  $5,584  taken  in  the  return  as  a  deduction  for  compen¬ 
sation  of  members  was  paid  or  credited  to  each  partner.  The  in¬ 
formation  was  furnished  by  the  partnership  in  a  letter  dated  Sep¬ 
tember  28,  1921. 

In  March,  1922,  an  additional  tax  of  $72  was  assessed  against  Ross 
as  a  result  of  an  office  audit  of  his  return.  This  amount,  however, 
is  not  involved,  in  the  proceeding  under  consideration. 

About  February,  1926,  a  revenue  agent  made  an  investigation  of 
the  partnership  returns  for  1920  and  1921  and  for  a  period  ended 
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July  31,  1922.  During  the  investigation  he  found  that  neither  of 
the  partners  had  reported  his  proportional  part  of  the  distribution 
made  in  liquidation  of  the  corporation  and  so  stated  in  his  report. 
About  April  IT,  1926,  the  respondent  advised  the  petitioners  that  he 
had  come  into  possession  of  information  that  at  the  time  the  corpora¬ 
tion  of  J.  B.  Jemison  &  Co.  was  dissolved  on  May  24,  1919,  the  books 
showed  a  surplus  of  $49,094.01  which  was  credited  to  the  accounts  of 
the  stockholders.  The  respondent  advised  the  petitioners  that  this 
amount  of  surplus  to  which  they  were  entitled  represented  a  liquidat¬ 
ing  dividend  which  should  have  been  reported  in  their  1919  returns. 
The  petitioners  were  also  requested  to  advise  the  respondent  as  to 
their  reasons  for  failure  to  report  in  their  1919  returns  the  amounts 
of  surplus  to  which  they  were  entitled. 

Upon  receipt  of  the  respondent’s  letter.  Jemison  immediately  took 
up  the  matter  with  Murphy,  who  on  April  21,  1926,  advised  Jemison 
in  part  as  follows : 

It  has  been  some  time  now  since  those  returns  were  filed,  but  as  I  remember 
it,  we  did  discuss  the  question  of  taxability  of  the  corporation  surplus  account, 
but  we  all  decided  that  in  as  much  as  there  was  doubt  as  to  its  taxability  that 
it  should  not  be  reported.  As  I  remember  it..  I  told  you  at  that  time  that  the 
Commissioner  of  Internal  Revenue  might  rule  that  this  was  taxable  income  and 
assess  you  accordingly.  You  know  at  that  time  the  regulations  were  not  clear, 
and  there  has  been  doubt  as  to  many  points  all  along,  which  is  evidenced 
by  the  many  changed  rulings  made  by  the  Commissioner  himself. 

There  has  been  nothing  at  all  hid  from  the  Commissioner.  He  has  been  in 
possession  of  the  corporation  returns  now  for  more  than  six  years,  which 
showed  on  the  face  of  it  that  the  corporation  was  dissolved  and  that  you  were 
one  of  the  stockholders,  and  whatever  tax  was  properly  assessible  against  you 
on  this  account  should  have  been  listed  long  ago. 

Upon  receipt  of  Murphy’s  letter,  Jemison  forwarded  it  to  the 
respondent,  informing  him  that  Murphy  had  prepared  the  1919 
returns.  Jemison  also  informed  the  respondent  that  if  any  other 
information  was  desired  on  the  subject  he  would  be  glad  to  furnish  it. 

On  November  12,  1926,  the  respondent  notified  Boss  and  Jemison 
of  his  determination  of  the  deficiencies  in  tax  and  penalty  for  1919 
as  set  out  above  and  informed  them  that  their  net  incomes  as 
reported  in  their  returns  had  been  increased  b}7  $19,637.10  and 
$29,456.41,  respectively,  representing  gain  on  the  capital  stock  of 
J.  B.  Jemison  &  Co.  resulting  from  a  distribution  in  liquidation. 

OPINION. 

Trammell:  The  only  question  involved  in  these  proceedings  is 
that  relating  to  the  imposition  of  the  penalties.  It  is  conceded  that 
if  it  be  found  that  the  returns  were  false  and  fraudulent  and  made 
with  the  intent  to  evade  taxes  the  proposed  deficiencies  are  correct, 
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otherwise,  the  assessment  and  collection  of  the  deficiencies  in  tax  are 
barred  by  the  expiration  of  the  period  of  limitations  as  prescribed  by 
statute. 

The  petitioners  do  not  dispute  the  fact  that  the  corporation  at  the 
time  of  its  dissolution  had  a  surplus  of  $49,094.01,  which  belonged  to 
them.  They  contend,  however,  that  they  did  not  willfully  make 
fraudulent  returns  in  order  to  evade  tax,  but  that  they  overlooked 
reporting  their  respective  shares  of  the  surplus  as  income  because 
the  assets  and  liabilities  of  the  corporation  were  taken  over  in  toto 
by  the  partnership  and  for  the  reason  that  the  distributive  interests  in 
the  capital  and  surplus  of  the  stockholders  of  the  corporation  were 
identical  with  the  distributive  interests  of  the  members  of  the  part¬ 
nership,  and  also  for  the  reason  that  there  was  no  segregation  of  the 
surplus  to  the  accounts  of  the  partners. 

The  petitioners  testified  that  on  account  of  their  unfamiliarity 
with  the  income  tax  law  and  rulings  thereunder,  they  left  the  matter 
of  preparing  the  returns  to  Murphy,  turning  over  to  him  the  books 
and  records  of  the  partnership  and  furnishing  him  such  other  infor¬ 
mation  as  he  required  about  their  individual  affairs  as  was  not  con¬ 
tained  in  the  books  and  records  of  the  business.  The  evidence  indi¬ 
cates  that  when  the  returns  were  prepared  the  petitioner  signed  and 
swore  to  them  without  questioning  Murphy  as  to  their  truthfulness 
or  correctness.  The  petitioners  also  testified  that  at  the  time  the 
returns  were  prepared  they  did  not  know  what  constituted  a  liqui¬ 
dating  dividend  and  did  not  learn  what  such  a  dividend  is  until 
several  years  later. 

Article  1566  of  Regulations  45,  relating  to  the  income,  war-profits 
and  excess-profits  taxes  under  the  Revenue  Act  of  1918  as  originally 
promulgated  on  April  17,  1919,  provided: 

(c)  Where  a  corporation  dissolves  and  distributes  its  assets  in  kind  and  not 
in  cash  no  taxable  income  is  received  from  the  transaction  by  its  stockholders, 
because  they  merely  exchange  an  indirect  interest  for  a  direct  interest  in  the 
same  property.  As  to  cash  distributions,  see  Article  1548.  *  *  * 

By  Treasury  Decision  2924,  approved  September  26,  1919,  article 
1566  was  modified  and  the  above  quoted  provision  was  eliminated. 
Article  1548,  Regulations  45  as  originally  promulgated  and  in  force 
at  the  time  the  returns  of  the  petitioners  were  filed,  provided : 

Distribution  in  liquidation. — So-called  liquidation  or  dissolution  dividends  are 
not  dividends  within  the  meaning  of  the  statute,  and  amounts  so  distributed, 
whether  or  not  including  any  surplus  earned  since  February  28,  1913,  are  to  be 
regarded  as  payments  for  the  stock  of  the  dissolved  corporation.  Any  excess  so 
received  over  the  cost  of  his  stock  to  the  stockholder,  or  over  its  fair  market 
value  as  of  March  1,  1913,  if  acquired  prior  thereto,  is  a  taxable  profit.  A 
distribution  in  liquidation  of  the  assets  and  business  of  a  corporation  which  is 
a  return  to  the  stockholder  of  the  value  of  his  stock  upon  a  surrender  of  his 
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interest  in  the  corporation,  is  distinguishable  from  a  dividend  paid  by  a  going 
corporation  out  of  current  earnings  or  accumulated  surplus  when  declared  by 
the  directors  in  their  discretion  which  is  in  the  nature  of  a  recurrent  return 
upon  the  stock. 

Murphy  had  held  the  position  of  deputy  collector  from  1913  to 
September,  1918,  and  undertook  to  familiarize  himself  with  the  Regu¬ 
lations  of  the  Treasury  Department.  He  testified  that,  while  the 
article  of  the  regulations  on  the  question  of  liquidating  dividends 
was  clear,  he  “  never  thought  that  particular  regulation  was  sup¬ 
ported  by  the  law.  As  a  matter  of  fact  I  always  thought  that  liqui¬ 
dating  dividends  if  taxed  at  all  should  be  taxed  as  dividends  subject 
only  to  surtax  rates,  but  not  subject  to  normal  tax  as  it  is  under 
Art,  1548.” 

The  article  of  the  regulations  which  provided  that  there  would  be 
no  taxable  gain  where  a  corporation  dissolved  and  distributed  its 
assets  in  kind  was  modified  several  months  before  the  returns  in 
question  were  filed.  Article  1548,  dealing  with  the  question  as  it  was 
originally  promulgated,  was  clear  and  unambiguous  as  conceded  by 
Murphy. 

We  believe  from  the  testimony  that  this  matter  of  reporting  the 
liquidation  dividends  was  discussed  by  the  petitioners  with  Murphy 
before  the  returns  were  filed.  Murphy,  in  his  letter  to  Jemison, 
stated  that  “  as  I  remember  it  I  told  you  at  that  time  that  the  Com¬ 
missioner  of  Internal  Revenue  might  rule  that  this  was  taxable 
income  and  assess  you  accordingly.”  The  petitioners  knew  the  facts 
and  were  advised  by  Murphy  with  respect  to  the  probable  action  of 
the  Commissioner.  It  is  no  extenuating  circumstance  that  Murphy 
did  not  believe  the  regulation  correctly  interpreted  the  statute  with 
respect  to  whether  the  surplus  would  be  taxable  at  the  normal  rates. 
Even  if  he  were  correct  in  his  interpretation  of  the  law,  still  the 
return  was  false  when  it  did  not  report  the  transaction.  We  believe 
that  Murphy  knew  that  the  transaction  gave  rise  to  taxable  gain  even 
though  it  be  true  that  he  thought  the  gain  was  not  taxable  at  the 
normal  rate.  The  matter  was  discussed  with  the  petitioners  and  they 
did  not  report  it  in  their  returns,  although  they  were  advised  that 
l he  Commissioner  would  probably  assess  a  tax  based  thereon.  The 
failure  to  make  a  disclosure  of  the  facts  of  the  transaction  in  their 
returns  under  such  circumstances  is  inconsistent  with  good  faith  and 
honest  dealings  with  the  Government. 

From  all  the  evidence  we  think  that  the  returns  filed  by  the  peti¬ 
tioners  were  false  and  fraudulent  and  were  made  with  the  intent  to 
evade  the  payment  of  taxes.  The  penalties  as  determined  by  the 
respondent  are  accordingly  approved.  ’ 

Judgment  will  be  entered  for  the  respondent. 
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Corman  Company,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  6227.  Promulgated  July  26,  1928. 

Personal  service  classification  allowed. 

Charles  B.  Rogers ,  Esq .,  for  the  petitioner. 

Maxwell  E.  McDowell ,  Esq .,  for  the  respondent. 

This  proceeding  was  instituted  for  the  purpose  of  obtaining  a 
redetermination  by  the  Board  of  deficiencies  in  income  and  profits 
taxes  of  $3,513.90,  $3,945.03,  and  $2,552.07  for  the  years  1919,  1920, 
and  1921,  respectively.  The  question  presented  for  decision  is  whether 
the  petitioner  is  entitled  to  be  classified  as  a  personal  service 
corporation. 

FINDING  OF  FACT. 

The  petitioner,  a  New  York  corporation,  with  principal  offices  in 
New  York  City,  is  an  advertising  agency,  and  a  member  of  the 
American  Association  of  Advertising  Agencies.  It  was  incorporated 
December  21,  1912,  under  the  name  of  Cheltenham  Advertising  Serv¬ 
ice,  Inc.  In  1916,  the  corporate  name  was  changed  to  “  Corman- 
Cheltenham  Company,”  and  on  or  about  September  5,  1918,  when 
S.  W.  Corman  acquired  the  interest  of  the  principal  stockholder, 
Corman  changed  the  corporation’s  name  to  “  The  Corman  Company.” 

During  the  years  1919,  1920,  and  1921,  the  petitioner  had  a  capital 
stock  of  $50,000,  divided  equally  between  common  and  preferred. 
Corman  held  all  of  the  preferred  stock  and  never  had  less  than  240 
of  the  250  shares  of  common  stock.  The  remainder  of  the  common 
stock  was  held  by  Anna  M.  Corman,  wife  of  S.  W.  Corman,  and 
E.  N.  Wilkinson,  treasurer  and  office  manager  of  the  petitioner. 

At  the  time  of  the  organization  of  the  corporation,  $15,000  was 
paid  in  for  stock.  The  balance  of  the  stock  was  issued  for  alleged 
good  will.  No  additional  money  has  been  invested  in  the  business. 

From  1895  until  the  summer  of  1916,  Corman  was  engaged  in 
various  branches  of  advertising  work,  including  eight  years  as 
“  superintendent  of  business  getting,”  and  general  manager  of  N.  W. 
Ayer  &  Son,  an  advertising  agency,  Philadelphia. 

Corman  has  been  president  and  general  manager  of  the  petitioner 
since  October,  1918.  During  the  taxable  years  Corman  was  the 
principal  stockholder  of  the  petitioner  and  devoted  all  of  his  time 
to  the  affairs  of  the  corporation. 

The  clients  of  the  petitioner,  particularly  during  the  years  1919,- 
1920,  and  1921,  were  intentionally  limited  in  number  to  carry  out 
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Carman’s  policy  of  giving  his  personal  attention  to  the  business  of 
each  client. 

Corman  solicited  all  of  the  business  of  the  petitioner  requiring 
solicitation;  obtained  all  of  the  clients  who  spent  in  excess  of  $25,000 
annually  for  advertising  placed  through  the  petitioner;  kept  in 
contact  with  clients;  discussed  merchandising  problems  with  clients 
and  with  their  assistance  determined  their  advertising  policies; 
dictated  to  his  assistants  the  kind  and  character  of  advertising  re¬ 
quired  for  each  client  and  personally  directed  and  supervised  the 
preparation  of  advertisements.  Corman  also  made,  or  directed,  trade 
investigations  for  clients  in  order  to  obtain  first-hand  information 
about  their  merchandising  problems,  and  selected,  with  the  approval 
of  the  advertiser,  the  publications  to  be  used  for  advertising. 

Wilkinson  took  care  of  the  financial  affairs  of  the  petitioner,  in¬ 
cluding  the  collection  of  bills  rendered  clients,  and  managed  its 
office. 

The  objective  of  the  petitioner  was  to  form  business  connections 
with  connnercial  concerns  as  a  counselor  of  merchandising,  and  as 
the  merchandising  counsel  of  a  firm,  to  study  its  peculiar  marketing 
problems  and  assist  it  in  developing  a  selling  plan  for  its  product. 
The  petitioner  styled  itself  “  Merchandising  Counsel- Advertising 
Service,”  on  its  business  cards,  letterheads  and  other  official  paper. 

An  example  of  the  petitioner’s  manner  of  conducting  its  business 
is  shown  in  the  case  of  a  varnish  company,  which,  wffien  Corman 
solicited  its  advertising  business,  was  selling  its  product  in  bulk 
without  satisfactory  results.  After  a  thorough  investigation  by  the 
petitioner  of  the  client’s  advertising  expenditures,  the  Company 
decided  to  sell  its  product  in  packages  rather  than  bulk.  As  a  result 
of  this  decision,  Corman  prepared  a  new  selling  system  for  the  com¬ 
pany  ;  traveled  throughout  the  country  collecting  data  for  his  client ; 
made  a  study  of  competitors’  products;  addressed  jobbers’  conven¬ 
tions;  attended  salesmen’s  conventions;  organized  and  attended  a 
sales  convention  of  the  company,  and  selected  labels  for  the  tin  cans 
in  which  the  product  was  marketed.  Corman  also  selected,  with  the 
approval  of  the  varnish  company,  a  list  of  publications  for  advertise¬ 
ments,  and  directed  negotiations  with  publishers  for  advertising 
space. 

Advertisements  were  drafted  by  employees  of  the  petitioner  under 
the  constant  supervision  of  Corman.  After  a  proof  of  the  advertise¬ 
ment  to  be  run  had  been  approved  bv  the  client,  the  necessary 
drawings  were  completed,  and  the  petitioner  had  the  required  elec¬ 
trotypes,  zinc  etchings  or  half  tones  manufactured  by  outside  con¬ 
cerns.  Upon  the  approval  by  the  client  of  a  proof  of  the  finished 
advertisement,  the  petitioner  had  a  plate  made  and  forwarded  it  to 
the  publisher  to  be  run  in  the  space  reserved  for  the  advertisement. 
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The  petitioner  did  not  produce  any  of  the  illustrations,  art  work, 
engravings,  electrotypes,  stereotypes,  and  matrices  used  in  connec¬ 
tion  with  its  business.  All  of  such  work  and  material  was,  however, 
procured  under  the  direction  of  the  petitioner. 

The  method  followed  by  the  petitioner  in  getting  out  booklets  was 
to  first  write  a  description  of  the  booklet  and  present  it  to  a  prospec¬ 
tive  client  with  a  statement  of  the  maximum  cost  to  him.  If  the 
client  authorized  the  petitioner  to  proceed  with  the  work,  the  latter 
would  make  up  a  dummy  and  have  a  printing  establishment  produce 
a  rough  copy.  The  petitioner  then  roughed  up  the  pages,  sketched 
the  proposed  illustrations,  and  wrote  the  text,  and  if  the  proposed 
booklet  was  approved  by  the  client,  the  petitioner  gave  the  client 
an  estimate  of  the  cost. 

The  petitioner’s  clients  during  the  taxable  years  were,  and  the 
amount  billed  each,  were,  with  some  exceptions,  as  follows : 


1919 


1920 


1921 


Mennen  Co _ _ 

Wallach  Bros _ _ _ 

TorbeDSen  Axle  Co _ _ _ 

National  Bank  of  Commerce  in  New  York 

Murphy  Varnish  Co _ 

Gordon  Tire  &  Rubber  Co - 

Hardman,  Peck  &  Co _ 

L.  A.  Young  Industries,  Inc _ 

Allen  Corporation - 

Haviland  China  Co.,  Inc _ 

Phenix  Cheese  Co _ 

Pictorial  Review _ 

Powrlok  Co _ 

Brooks  Brothers. _ _ _ _ _ 

Lincoln  Trust  Co _ 

Dominick  &  Dominick _ 

Sexton  Manufacturing  Co _ 

Alex  D.  Shaw  Co _ _ _ 

W.  J.  B.  Motor  Truck  Co.,  Inc _ 

Triangle  Film  Corporation _ 

A .  J.  Coccaro  &  Co _ 

National  Thrift  Bond  Corporation _ 

Leslie-Judge  Co _ _ _ 

George  D.  Sykes  Co _ _ _ 

Astoria  Mahogany  Co _ _ 

Lionel  Corporation _ 

Central  Talking  Machine  Co - 

American  Hard  Rubber  Co... _ _ 

Total.. . . . . 


$252,  468.  42 
178,  807.  97 
96,  722.  39 
62,  270.  19 
52,  637.  43 
43,  551.  26 
33,  152.  91 
19,  407.  04 
9,  840.  28 
10,  308.  21 
9,  568.  92 
861.  70 
9,  554.  72 
7,  000.  51 
5,  204.  39 
4,319.  69 
4,  015.  05 
3,  561. 15 
2,  907.  35 
2,  721.91 
2,  034.  48 
1,  539.  90 
1,007.  44 
1,  248.  33 
946.  58 
685.  80 


$203,  844.  03 
309,  722.  02 
34,  494.  48 
161,  427.  85 
70,  891.  87 
207.  83 
34, 189.  97 
745.  20 
16,  361.  10 
3,  605.  10 
38,  529.  39 


$256,  001.  17 
290,  936.  48 


149,  849.  55 
70,  409.  96 


41,  622.  31 


5,  475.  52 
24,  053.  75 


262.  76 


1.50 
7,  987.  21 
3,911.  66 
3,  674.  38 
41,  716.  46 
707.  48 


30.  00 
185.  33 
3, 105.  99 


8,413.  71 
1,  283.  OS 


816,606.78  945,035.64 


12,  906. 74 
2,  836.  31 
6,  270.  32 
34,  246.  89 


858.  42 


1,560.  69 


897,028.  11 


The  total  billings  each  year  were :  1919,  $820,632.55 ;  1920,  $1,012,- 
820.71 ;  1921,  $954,791.73. 

The  contracts  entered  into  between  the  petitioner  and  its  clients 
for  the  services  of  the  former,  read  as  follows : 

The  Corman  Company,  Inc., 

New  York  City. 

We  hereby  appoint  you  to  act  as  our  advertising  agent  with  the  under¬ 
standing  that  you  will  not  lend  your  services  to  another  organization  to  adver¬ 
tise  a  product  competitive  with  the  product  you  are  advertising  for  us  without 
our  consent  and  that  all  your  books,  bills,  papers  and  orders  pertaining  to  our 
business  are  subject  to  our  inspection  at  any  time. 
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Upon  our  specific  authorization  you  are  to  contract  for  advertising  space  for 
us  in  magazines,  newspapers,  street  cars,  on  bill  boards  or  elsewhere,  such 
space  to  be  billed  to  us  at  the  gross  rates  charged  you,  the  differential  allowed 
you  as  a  recognized  advertising  agent  to  be  retained  by  you  as  compensation 
for  your  service  to  us.  Where  no  differential  is  allowed  you  are  to  charge 
us  15%. 

We  agree  to  pay  bills  for  space  within  the  period  specified  on  such  bills 
with  the  understanding  that  you  will  allow  us  the  full  amount  of  all  cash 
discounts  allowed  you. 

In  the  preparation  of  advertisements  you  are  to  make  no  charge  for  the 
writing  of  copy ;  composition  is  to  be  charged  at  cost  to  you ;  illustrations, 
engravings,  electrotypes,  stereotypes  and  matrices  are  to  be  charged  at  net  cost 
to  you,  plus  15%. 

For  mail,  express  or  telegraph  charges  in  connection  with  the  placing  of  our 
advertising,  you  are  to  charge  us  the  cost  to  you. 

For  the  writing  of  booklets,  catalogues,  circulars,  and  follow-up  letters  or 
the  production  of  store  advertising  such  as  countertr.'ms,  window  cutouts,  etc., 
you  are  to  charge  us  a  reasonable  price  for  the  services  rendered  and  mate¬ 
rials  supplied  and  are,  upon  request,  to  furnish  us  in  advance  an  estimate  of 
the  cost  of  such  work  before  incurring  any  expense  chargeable  to  our  account. 

When  in  our  mutual  judgment  extended  market  or  trade  investigations  are 
essential,  specific  provision  will  be  made  as  to  the  basis  upon  which  they  are 
to  be  undertaken  and  an  estimate  of  the  maximum  cost  approved  by  us  before 
proceeding  with  the  work. 

This  engagement  of  your  services  may  be  terminated  by  you  or  us  upon 
ninety  days*  written  notice. 

The  petitioner  never  bought  space  in  publications  for  sale  to 
clients.  After  the  client  had  ordered  the  reservation  of  space,  the 
petitioner  arranged  for  the  space,  using  the  following  form  of  order 
blank : 

Publisher  (Name  of  publication) _ 

Please  enter  our  order  for  space  to  be  used  for  the  advertising  of  (Name 
of  advertiser) _ 

For  th  s  service  you  are  to  charge  us  (amount) _ _ _ 

Less _ Commission _ Cash  Discount. 

Space  reserved  in  the  name  of  a  particular  advertiser  was  not 
transferable  by  the  petitioner  to  another  advertiser.  It  was  a  com¬ 
mon  practice  for  publishers  to  communicate  directly  with  advertisers 
concerning  their  accounts  and  advertising. 

The  gross  income  and  expenses  of  the  petitioner  during  each  tax¬ 
able  year,  were  as  follows : 


1919  Business 

Grc  ss  Income  :  Per  cent 

Commissions  earned _  90.  72  $94,  237.  09 

Production  profits _  7.  28  7,  5G0.  19 

Art  and  copy -  .  48  502. 48 

Interest  on  bank  deposits  and  discounts  earned _  1.  42  1,475. 14 

Interest  on  Liberty  bonds _  .  10  103.  65 


^  100  108,  878.  55 


Total 
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Expenses : 

Advertising -  $136.  87 

General  office  expense _  5, 182.  88 

Insurance _  151.  74 

Postage _  498.  87 

Rent _ 4,  330.  03 

Salary _ 71,  974.  04 

Stationery  find  office  supplies _  1,  341.  21 

Telegraph _  104.  89 

Telephone _  732.  42 

Traveling  expenses _  2,  223.  32 

Depreciation  on  F.  &  O.  E _  365.  OO 

Depreciation  on  improvement _  745.  87 

Bad  debts _  742.  26 

Taxes _  187. 13 


Total 


Net  income _ 

1920  Business 

Gross  Income  :  Per  cent 

Commissions  earned _ 91.  87 

Production  profits _  6.  40 

Art  and  copy _  .  29 

Interest  on  bank  deposits  and  discounts  earned _  1.  23 

Interest  on  Liberty  bonds _  .  21 


Total _  100 

Expenses : 

Advertising _  $237.  09 

General  office  expense _  4,  232.  33 

Insurance _  147.  01 

Postage _  445.  20 

Rent _  4,  439.  99 

Salary _  95,  409.  82 

Stationery  and  office  supplies _ 1,  933.  60 

Telegraph _  93.  03 

Telephone _  1,  084.  87 

Traveling  expense _  2,  758.  88 

Depreciation  on  improvement _  663.  33 

Taxes — New  York  State _  738.  32 

Taxes — Federal _  32.  00 

Bad  debts _  1,  069.  45 


Total  expenses 
Net  income _ 


1921  Business 

Gross  Income:  Percent 

Commissions  earned _ 93.  09 

Production  profits _  4. 31 

Art  and  copy _  .  53 

Interest  on  bank  deposits  and  discounts  earned _  1.  73 

Interest  on  Liberty  bonds _  .  34 


100 


$88,  716.  53 


15, 162.  02 


$119,  884.  54 
8,  356.  64 
373. 11 
1,  601.  76 
273.  44 


130,  489.  49 


113,  284.  92 


17,  204.  57 


$116,  517.  51 
5,  399.  33 
660.  72 
2, 165.  65 
427.  85 


125, 17fc  06 
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Expenses  : 

General  office  expense _ $4,  204.  88 

Insurance _  118.  88 

Postage _ : _  370.  43 

Rent _  4,  440.  00 

Salary _  94,  661.  51 

Stationery  and  office  supplies _  915.  91 

Telegraph _  52#.  90 

Telephone _  872.  31 

Traveling  expense _  5,  065. 13 

Depreciation  on  F.  &  O.  E _  855. 25 

Depreciation  on  improvement _ _ _  663.  32 

Taxes — New  York  State _  765.  27 


Total  expenses _  $112,  985.  79 


Net  income _  12, 185.  2* 


The  account  “  Commissions  Earned  ”  represents  fees  charged  ad¬ 
vertisers  on  the  basis  of  15  per  cent  of  the  cost  of  the  space  used  and 
the  differential  allowed  the  petitioner  by  publishers  as  a  recognized 
advertising  agent.  The  totals  shown  in  the  account  “  Production 
Profits  ”  represent  the  15  per  cent  allowed  the  petitioner  on  the  cost 
of  engravings,  electrotypes,  stereotypes,  and  matrices.  The  account 
“Art  and  Copy  ”  covers  charges  made  for  small  jobs  performed  by 
members  of  the  petitioner’s  staff. 

The  item  of  $742.26  charged  to  bad  debts  in  1919  represents  the  total 
of  small  sums  loaned  to  employees  of  the  petitioner  prior  to  the  time 
Corman  acquired  an  interest  in  the  business.  The  bad  debt  item  of 
$1,069.45  in  the  statement  for  1920  covers  an  account  against  an 
advertiser  charged  off  as  worthless. 

Between  90  and  95  per  cent  of  petitioner’s  gross  income  was  earned 
through  services  performed  in  connection  with  advertisements,  and 
the  remainder,  with  the  exception  of  interest  earned  on  bank  deposits 
and  liberty  bonds,  and  cash  discount  taken  on  bills  payable,  was 
derived  from  the  preparation  and  production  of  booklets,  store  trims, 
and  engravings  and  the  like.  Of  the  latter  per  cent,  less  than  one  per 
cent  was  earned  through  the  writing  of  booklets. 

The  balance  sheets  of  the  petitioner  on  the  first  day  of  the  years 
1919  to  1922,  inclusive,  were: 


Jan. 1,  1919 

Jan.  1,  1920 

Jan.  1,  1921 

Jan. 1,  1922 

ASSETS 

Cash . 

$23,  493.  58 
25, 079.  82 
2, 142.  87 
305.  23 
538.  60 
2, 025.  00 
2,  302.  33 
74.  58 

$33, 481.  72 
42,  777.  29 
4,  200.  00 
2, 158.  85 
224.  84 
2, 428.  60 
1,824. 46 

$39, 892.  53 
36,  718.  93 

$54,  885.  29 

24,  334.  73 

Accounts  receivable _ _ _ 

Bills  receivable . . .  __  _ _ 

Art  and  engraving _  _ . . . 

1,223.  79 

1,320.06 

Liberty  loan  employees  account... . . 

Furniture  and  office  equipment . 

2,  393. 35 

1, 161. 13 

3,  454.  85  1 
497.81 

Improvements . . . . 

Insurance  unexpired _ _ _ _ 
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Jan. 1, 1919 

Jan.  1, 1920 

Jan.  1„ 1921 

Jan.  1, 1922 

assets— continued 

Good  will _ _ _  _ 

$35, 000.  00 
1, 015.  92 

$35, 000. 00 
4,  699.  09 

$35,  000.  00 
9,  205. 19 

$35, 000. 00 
9, 214. 39 

Loss  and  gain _ . _ _ _  _ 

Liberty  loan  investment  .  _  _ _ 

Total _ _ _ _ _ _ _ _ 

91,  995.  93 

126,  794.  85 

125,  594.  92 

128, 707. 13 

LIABILITIES 

Accounts  payable . . . . -  _ 

Surplus _ _ _ _ _  _ 

40, 495.  93 

63,  566.  03 

3,  603.  82 
50,  000.  00 
9,  625.  00 

56, 286.  53 
12,  808.  39 
50, 000.  00 
6,  500. 00 

53, 921. 17 
24, 744.  96 
50, 000.  00 

Capital  stock . . . .  _.  .. . .  - 

50,  000.  00 

1,  500.  00 

Reserve  for  dividends.  . . 

Total  _ _ _ _  .  _ 

91,  995.  93 

126,  794.  85 

125,  594.  92 

128,  707. 13 

The  item  “  Accounts  Receivable  ”  represents  the  unpaid  amount  of 
bills  rendered  clients  for  advertising  space.  The  account  “  Bills 
Receivable  ”  represents  money  loaned  to  employees  of  the  petitioner. 
The  amounts  set  up  in  the  account  “Art  and  Engraving,”  represent 
charges  for  art  work  and  engravings  which  had  not  been  allocated  to 
a  particular  job.  The  figures  in  the  account  “  Liberty  Loan  Invest¬ 
ment  ”  represent  the  amount  of  money  invested  in  Liberty  bonds. 
The  item  “Accounts  Payable  ”  represents  the  amount  owing  to,  but 
not  due,  publishers  for  advertising  space. 

Concurrently  with  the  completion  of  arrangements  for  advertising 
space,  book  entries  were  made  charging  the  advertiser  and  crediting 
the  publisher  for  the  cost  of  the  space.  Bills  rendered  by  the  peti¬ 
tioner  to  clients  for  advertising  space  had  to  be  paid  not  less  than 
five  days  in  advance  of  the  last  cash  discount  day  of  the  publisher’s 
bill  in  order  to  entitle  the  advertiser  to  the  discount  allowed  by  the 
publisher  for  prompt  payment  of  bills.  The  petitioner  did  not 
allow  a  cash  discount  on  its  own  account  and  passed  on  to  its  clients 
any  discount  allowed  it.  Every  invoice  sent  out  by  the  petitioner 
indicated  the  time  within  which  the  debtor  would  have  to  pay  the 
account  in  order  to  obtain  the  cash  discount  allowed  by  the  publisher. 
During  a  period  of  twelve  years,  including  the  taxable  years  in 
question,  all  of  petitioner’s  bills,  with  a  few  exceptions,  were  paid 
by  the  client  sufficiently  in  advance  of  the  due  date  of  the  publisher’s 
bill  to  enable  the  petitioner  to  pay  the  publisher  with  funds  paid  in 
by  the  advertiser. 

The  bank  balance  of  the  petitioner  on  the  first  day  of  each  month 
of  the  years  1919,  1920,  and  1921,  was : 


1919 

1920 

1921 

1919 

1920 

1921 

January _  .  . 

February  _  _ _ 

March _  . 

April _ 

May _ ...  . 

June... 

$28,  573 
31,  127 
31,  224 
48,  325 
65,  550 
64,  822 

$43,  876 
36,  260 
33,  688 
36,  836 
38,  637 
61,527 

$46,  768 
64,  206 
49,  383 
69,  276 
61,064 
84,  059 

July _ _ _ 

August. . . . 

September. . . 

October _ _  _ 

November..  .  _ 

December...  _ 

$64,  316 
69, 110 
46,  040 
41,  384 
40,  886 
52,  015 

$65,  341 
61,304 
55,  973 
51,745 
54,  562 
47,  342 

$75,  441 
78,  625 
69,  394 
75,  862 
67,  782 
66,  919 
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Most  of  the  money  in  bank  represented  funds  paid  in  by  clients 
and  being  held  for  the  payment  of  publisher’s  bills.  None  of  it  was 
borrowed  money. 

The  officers  and  employees  of  the  petitioner  during  the  years  in 
question,  were,  together  wTith  the  compensation  paid  them,  as  follows : 


1919 

1920 

1921 

Group  1 

S.  W.  Corman,  president . . ..  _  _  __  ... 

$29, 000.  00 
6,  536. 11 

2,  573.  34 
1,300. 16 

3,  528.  96 
4, 080.  00 
1,061.83 
3,  581.31 

$36,  000.  00 
9,  840.  47 
4,  660.  00 

$36,  000.  00 
10,  888.  51 
4,  580.  00 

Adams,  writer..  _ _ _ _ _ 

Milne,  writer. . .  ..  . . . 

Benet,  writer _  _ 

Jones,  writer _  _ _ _  .  . . 

4,  556.  00 
4,  923.  06 

4,801.83 
5, 004.  97 

Palmer,  artist _ _ _ _ _ 

Goldman,  assistant _ _  _  _ _ _ _  . 

Coffrain,  media . . .  . . 

4,  506.  00 
1,040.  49 

4,  629.  59 
1,409.  67 
4,  550.  00 

6,  674.  76 
3,  965.  00 
1, 036.  40 
1, 130.  22 
1, 480.  05 
2,  073.  10 

Roth..  _ _ 

Crowe,  writer _  .  _ _ _  ..  _ _ 

Group  2 

E.  H.  Wilkinson,  treasurer _  ..  _ _ _  _.  _ 

4, 812.  50 
1,  295.  93 
842.00 
631.00 
1,  287.  51 

5,  987.  66 
3, 356.  80 
1,086.  67 
959.  00 
1,421.25 
1,809.  46 

Cummings _ _ _ _ _ _ 

Knapp _  _ _  _  .  . . . 

Ganz _  ...  _  ..  .. 

Fagan . . . .  ..  .  . 

Fleming... . . . .  . . 

In  addition,  the  petitioner  had  a  total  of  nine,  six,  and  eight 
stenographers,  telephone  operators,  lobby  attendants,  tile  clerks,  and 
messengers  in  the  respective  years.  All  of  the  employees  in  group 
one  assisted  Corman  in  so-called  “plans  work,’1  conducting  investi¬ 
gations  and  writing,  and  otherwise  preparing,  advertisements. 
Adams  was  the  petitioner’s  head  writer  and  wrote  or  finished  writ¬ 
ing  most  of  the  text  in  advertisements  handled  by  the  petitioner. 
Palmer  was  proficient  in  making  visuals  or  layouts  for  use  by  out¬ 
side  artists  in  producing  a  completed  picture.  His  chief  value  to 
the  petitioner  was  his  ability  to  purchase  art  from  outside  artists, 
and  the  purchase  of  art  was  his  principal  duty.  Goldman  was  an 
assistant  to  Palmer.  The  employees  in  group  two  were  engaged  in 
accounting  work  and  checked  advertisements  in  publications.  Cum¬ 
mings  had  charge  of  “  media  work,”  assisted  the  bookkeeper  and 
Wilkinson  and  conferred  with  clients  concerning  business  matters. 
Knapp  kept  the  petitioner’s  books  and  Ganz  and  Fagan  assisted 
others  in  accounting  work.  None  of  the  employees  did  executive 
work  or  took  any  part  in  the  management  of  the  business.  All  of 
the  employees  were  selected  by  Corman. 


OPINION. 

Ar un dell  :  It  is  clear  from  the  evidence  that  the  petitioner  was 
not  engaged  in  trading  as  a  principal.  It  is  equally  evident,  and  we 
have  so  found  as  a  fact,  that  Corman,  who  never  held  less  than  96 
per  cent  of  the  petitioner’s  capital  stock,  was  the  principal  stock- 
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holder  and  was  regularly  engaged  in  the  active  conduct  of  the  affairs 
of  the  corporation.  The  elimination  of  these  requirements  of  the 
statute  in  favor  of  the  petitioner  leaves  for  our  consideration  and 
determination  the  two  remaining  questions  of  (1)  whether  income, 
invested  or  borrowed,  is  a  material  income-producing  factor,  and 
(2)  whether  the  income  of  the  petitioner  is  to  be  ascribed  primarily 
to  the  activities  of  its  principal  stockholders. 

Although  the  respondent  appears  to  have  disallowed  personal 
service  classification  on  the  ground  that  capital  was  a  material  in¬ 
come-producing  factor,  we  have  found  no  difficulty  in  reaching  a 
contrary  conclusion  from  the  evidence  submitted. 

The  only  cash  paid  in  for  stock  was  $15,000,  the  balance  of  the 
capital  stock  of  $35,000  having  been  issued  for  alleged  good  will. 
In  1920  the  petitioner  had  a  surplus  of  $3,603.82,  and  in  1921,  $12,- 
808.39.  Of  the  total  of  these  amounts,  there  was  invested  in  furni¬ 
ture  and  office  equipment,  improvements  and  Liberty  bonds,  the  sum 
of  $4,327.33  in  1919,  $8,952.15  in  1920,  and  $12,768.87  in  1921,  leav¬ 
ing  the  amounts  of  $10,672.67,  $9,651.67,  and  $15,039.52  in  the  cor¬ 
poration  during  the  respective  years  available  for  transacting 
business. 

Notwithstanding  the  small  cash  capital  investment  and  the  large 
amount  of  advertising  handled  each  year,  and  the  other  business 
transacted,  which  in  1920  exceeded  a  million  dollars,  the  petitioner 
was  able  to  conduct  its  affairs  without  the  use  of  borrowed  money. 
This  was  possible  because  of  its  ability  to  collect  amounts  due  from 
clients  before  the  cash  discount  maturity  date  of  the  publisher’s  bill, 
thereby  enabling  it  to  pay  these  bills  with  funds  provided  by  the 
client.  The  record  does  not  show  whether  the  petitioner  was  legally 
liable  to  the  publisher  for  his  advertising  charges,  but  the  question  is 
immaterial  here  since  all  of  such  bills,  with  a  few  possible  excep¬ 
tions,  were  paid  by  the  client  before  the  due  date  of  the  publisher’s 
invoice.  As  we  said  in  Botsford-Constantine  <&  Tyler ,  10  B.  T.  A. 
565,  “  The  actual  method  of  operation  and  not  the  theoretical  or 
legal  liability  is  what  controls.”  See  S.  A.  Conover  Co .,  6  B.  T.  A. 
679,  and  F.  Wallis  Armstrong  Co.  v.  MeCaughn ,  21  Fed.  (2d)  636. 

As  to  the  other  requirement  of  the  statute,  that  of  whether  the 
corporation’s  income  is  to  be  ascribed  primarily  to  the  activities  of 
the  principal  stockholder,  we  find  an  abundance  of  evidence  to  sus¬ 
tain  the  claim  of  the  petitioner.  After  a  client  had  contracted  to 
place  his  advertising  through  the  petitioner,  Corman,  the  principal 
stockholder,  with  the  assistance  of  a  few  employees  o,f  his  selection, 
proceeded  to  make  an  investigation  into  the  particular  marketing 
problems  of  the  client,  and  after  a  plan  of  operation  had  been 
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agreed  to,  to  prepare  the  necessary  advertisements  and  arrange,  in 
the  name  of  the  advertiser,  for  space  in  publications  acceptable  to 
the  client  for  the  running  of  advertisements.  For  the  completion  of 
art  work  necessary  in  connection  with  the  manufacture  by  others  of 
a  plate  for  the  advertisement,  the  petitioner  employed  outside  artists 
and  charged  the  advertiser  15  per  cent  of  the  cost  to  it.  A  similar 
situation  existed  in  other  proceedings  wherein  we  held  that  that  fact 
was  not  fatal  to  the  claim  being  made  if  the  petitioner  met  the  other 
requirements  of  the  statute.  See  B  otsford-C  onstantine  &  Tyler ,  su¬ 
pra;  Ilonig-Cooper  Co .,  11  B.  T.  A.  896,  and  Mitchell  Advertising 
Agency ,  Inc.,  10  B.  T.  A  1311.  The  Commissions  received  on  art 
work  never  exceeded  about  7  per  cent  of  the  petitioner's  gross  income 
and  in  1921  were  approximately  4  per  cent.  Substantially  all  of  the 
petitioner's  gross  revenue  was  derived  by  way  of  commissions  and 
fees  for  preparing  and  placing  advertisements  and  work  incidental 
thereto.  The  percentage  to  gross  income  approximated  90  per  cent 
in  1919,  92  per  cent  in  1920,  and  93  per  cent  in  1921.  The  interest 
received  on  Liberty  bonds  never  amounted  to  one-half  of  1  per  cent  of 
gross  income. 

Corman  was  the  only  solicitor  of  the  petitioner  and  actuall}7  ob¬ 
tained  all  of  its  clients  excepting  those  whose  billings  each  year  were 
less  than  $25,000.  The  balance  of  the  clients  were  obtained  by  em¬ 
ployees  or  came  to  the  petitioner  unsolicited.  The  petitioner  did  not 
trade  in  the  sale  of  advertising  space  and  did  not  reserve  space  until 
after  a  particular  publication  had  been  approved  by  the  advertiser. 
The  only  thing  it  had  for  sale,  and  did  sell,  was  its  services.  Corman 
was  the  only  person  connected  with  the  corporation  who  had  had  ex¬ 
perience  in  all  branches  of  advertising  work  and  it  was  due  to  his 
qualifications  to  successfully  carry  out  a  publicity  campaign  that 
the  petitioner  obtained  its  business  in  the  first  instance  and  it  was 
to  him,  rather  than  petitioner's  employees,  that  clients  looked  for 
results.  The  employees  merely  carried  out  ideas  formulated  by  and 
under  the  direction  of  Corman.  While  they  may  have  produced 
some  of  the  petitioner’s  income  the  statute  did  not  require  that  all 
the  income  be  traceable  to  the  principal  stockholders.  It  is  sufficient 
if  the  income  is  primarily  due  to  their  activities.  We  are  satisfied 
from  all  the  evidence  before  us  in  this  proceeding  that  the  income 
of  the  petitioner  is  to  be  ascribed  primarily  to  the  activities  of  Cor¬ 
man,  the  principal  stockholder. 

Judgment  will  he  entered  for  the  petitioner. 
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MERCANTILE  TRUST  CO.,  EXECUTOR. 

Mercantile  Trust  Co.,  Executor  under  the  Will  of  Frank  A. 

Ruf,  Petitioner,  v.  Commissioner  of  Internal  Revenue,  Re¬ 
spondent. 

Docket  No.  9528.  Promulgated  July  26,  1928. 

1.  The  bequests  made  by  the  decedent  to  charitable  institutions 
became  vested  upon  the  death  of  the  testator  and  the  present  values 
thereof  are,  therefore,  deductible  from  the  gross  estate  in  deter¬ 
mining  the  net  estate  subject  to  tax. 

2.  The  value  of  life  insurance  in  excess  qf  $40,000  taken  out  on 
the  life  of  the  decedent,  in  which  his  widow  was  named  benefi¬ 
ciary,  prior  to  the  controlling  revenue  act,  should  not  be  included 
in  the  decedent’s  gross  estate. 

3.  The  widow’s  share  of  the  decedent's  personalty  to  which  she 
may  be  entitled  upon  the  death  of  her  husband,  in  accordance  with 
section  321  of  the  Revised  Statutes  of  Missouri,  1919,  is  held  to  be 
the  property  of  the  said  decedent  at  the  time  of  his  death,  which  is 
subject  to  the  payment  of  his  debts  and  subject  to  distribution  as  . 
a  part  of  his  estate  and,  therefore,  must  be  included  in  the  gross 
estate  in  determining  the  net  estate  subject  to  tax. 

4.  Federal  estate  taxes  asserted  against  the  estate  are  not 
deductible  from  the  gross  estate  in  arriving  at  the  net  estate 
subject  to  tax. 

5.  The  value  of  a  bequest  of  certain  w'orks  of  art  to  or  for  the 
use  of  the  Catholic  Cathedral  of  St.  Louis  is  deductible  from  the 
gross  estate  in  determining  the  net  estate  subject  to  tax. 

L.  L.  Hamby ,  Esq.,  F .  S.  Bright,  Esq.,  and  S.  L.  Swartz,  Esq.,  for 
the  petitioner. 

R.  E.  Copes,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in  estate 
tax  of  $125,679.22. 

The  allegations  of  error  upon  which  the  parties  joined  issue  are: 

1.  Refusal  of  the  respondent  to  allow  as  a  deduction  from  the  gross 
estate  the  amount,  of  the  present  values  of  all  bequests  contained  in  the 
will  of  the  decedent  to  certain  organizations  operated  for  charitable, 
religious,  or  educational  purposes ;  and 

2.  The  inclusion  in  the  gross  estate  of  said  decedent  the  excess  over 
$40,000  of  insurance  taken  out  by  the  decedent  upon  his  own  life  and 
payable  to  beneficiaries  other  than  his  estate ;  and 

3.  The  inclusion  of  the  widow’s  statutory  interest  in  decedent’s 
personalty  in  determining  the  decedent’s  gross  estate;  and 

4.  The  action  of  the  respondent  in  omitting  to  deduct  the  amount  of 
Federal  estate  taxes  alleged  to  be  due,  particularly  that  which  has 
been  paid  in  arriving  at  the  net  estate  subject  to  tax;  and 

5.  His  failure  to  deduct  from  the  gross  estate  the  value  of  certain 
works  of  art  bequeathed  to  the  most  Reverend  John  J.  Glennon,  Arch¬ 
bishop  of  St.  Louis. 

7333—28 - 7 


86 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS, 


(85) 


FINDINGS  OF  FACT. 

The  petitioner  is  the  executor  under  the  will  of  Frank  A.  Ruf,  de¬ 
ceased,  who  died  testate  on  May  28,  1923,  while  then  a  resident  of  the 
State  of  Missouri. 

The  decedent’s  will  provided  that  the  home  property  should  pass  to 
his  widow  in  fee  simple,  together  with  certain  personalty  of  a  house¬ 
hold  nature,  and  automobiles,  etc.,  and  also  for  the  payment  to  her  of 
$10,000  in  cash  within  10  days  after  his  death,  for  her  maintenance. 
After  providing  for  the  purchase  of  a  burial  lot  and  other  expenses 
incident  to  the  improvement  thereof  and  for  certain  bequests  to  his 
sister,  brother  and  certain  nephews,  the  will  provides  in  article  9 
thereof : 

I  give  and  bequeath  unto  Most  Reverend  John  J.  Glennon.  Archbishop  of  Saint 
Louis,  or  unto  his  successor,  two  paintings  by  Murillo,  entitled  “  The  Stigmata 
of  Saint  Francis  ”  and  “  The  Vision  of  Saint  Anthony,”  for  installation  in  the 
Catholic  Cathedral  of  Saint  Louis. 

By  article  11  of  his  will  the  decedent  bequeathed  and  devised  unto 
the  Mercantile  Trust  Co.,  the  petitioner  herein,  in  trust  however,  all 
the  rest,  residue  and  remainder  of  his  estate  for  the  following  uses 
and  purposes: 

(1)  To  hold,  possess,  manage  and  control  the  said  trust  estate  and  every  part 
thereof,  with  full  power  to  sell,  transfer,  convey  and  dispose  of  the  same,  upon 
such  terms,  and  in  such  manner,  and  for  such  prices,  as  to  my  said  Trustee 
shall  seem  meet  and  proper. 

And  I  do  give  and  grant  unto  my  said  Trustee  full  power  and  authority  to 
invest  and  reinvest  all  or  any  part  of  said  trust  estate  which  may  come  into 
its  hands,  in  such  manner,  and  in  such  securities,  or  other  property,  personal 
or  real,  and  upon  such  terms,  and  for  such  length  of  time,  as  to  my  Trustee 
shall  seem  meet  and  proper ;  it  being  intended  hereby  to  give  unto  my  said 
Trustee  full  and  complete  authority  to  hold,  possess,  manage,  control,  sell,  con¬ 
vey,  encumber,  lease,  invest  and  reinvest  the  whole  and  every  part  of  said  trust  i 
estate,  according  to  its  sole  judgment  and  discretion,  without  any  limitation 
upon  its  powers  and  authority  so  to  do. 

(2)  I  direct  my  Trustee,  beginning  on  the  fifteenth  day  of  the  second  month 
following  my  death,  to  pay  over  unto  my  wife,  Alpha  H.  Ruf,  all  of  the  net 
income  and  revenue  derived  from  said  Trust  estate,  or,  if  need  be,  such  part  of 
the  corpus  thereof  as  may  be  necessary  for  the  comfort,  maintenance  and  sup¬ 
port  of  my  wife,  during  her  life.  A  request,  in  writing,  to  my  Trustee,  made 
by  my  wife,  stating  that  the  sum  requested  by  her  is  needed  for  her  comfort, 
maintenance  and  support,  shall  be  authority  to  my  Trustee  to  pay  unto  her  any 
sum  so  requested,  out  of  the  corpus ;  or,  in  the  event  of  her  incapacity,  then  my 
Trustee  may,  in  its  discretion,  use  so  much  of  the  corpus  as  may  be  necessary  ; 
for  her  comfort,  maintenance  and  support. 

(3)  Upon  the  death  of  my  wife,  I  direct  my  Trustee  to  pay  over,  deliver  and 
convey : 

(a)  Unto  Father  Dunne’s  Newsboys  Home  and  Protectorate,  located  at  No.  j, 
3010  Washington  Avenue,  Saint  Louis,  Missouri,  the  sum  of  Five  Thousand 
Dollars  ($5,000.00). 
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(b)  Unto  The  Convent  of  the  Good  Shepherd,  located  at  No.  3801  Gravois 
Avenue,  Saint  Louis,  Missouri,  the  sum  of  Five  Thousand  Dollars  ($5,000.00). 

(c)  Unto  the  Epworth  School  for  Girls,  located  at  No.  4310  Enright  Avenue, 
Saint  Louis,  Missouri,  the  sum  of  Twenty-Five  Hundred  Dollars  ($2,500.00). 

(d)  Unto  the  St.  Louis  Children’s  Aid  Society,  the  sum  of  Two  Thousand 
Dollars  ($2,000.00). 

(4)  After  the  payment  of  the  amounts  above  set  out  in  paragraphs  “a,” 
“  b,”  “  c  ”  and  “  d,”  I  direct  my  Trustee  to  set  apart  the  sum  of  Ten  Thousand 
Dollars  ($10,000.00),  and  to  pay  over  the  net  income  and  revenue  derived  from 
said  amount  unto  Bethesda,  a  corporation  of  the  City  of  Saint  Louis,  Missouri, 
for  the  support,  maintenance  and  education  of  poor  children. 

(5)  I  direct  my  Trustee  to  set  apart  the  sum  of  Ten  Thousand  Dollars 
($10,000.00),  and  to  pay  the  net  income  and  revenue  derived  from  said  amount 
unto  The  Little  Sisters  of  the  Poor,  located  at  Grand  Boulevard  and  Cherokee 
Street,  Saint  Louis,  Missouri,  for  the  support  aiid  maintenance  of  the  aged 
poor. 

(6)  I  direct  my  Trustee  to  set  apart  the  sum  of  Ten  Thousand  Dollars 
($10,000.00),  and  to  pay  over  the  net  income  and  revenue  derived  from  said 
amount  unto  The  St.  Louis  Altenheim,  located  at  No.  5408  South  Broadway, 
Saint  Louis,  Missouri,  for  the  support  and  maintenance  of  the  aged. 

(7)  I  direct  my  Trustee  to  set  apart  the  sum  of  Ten  Thousand  Dollars 
($10,000.00),  and  to  pay  over  the  net  income  and  revenue  derived  from  said 
amount  unto  the  German  Protestant  Orphans’  Home  located  on  the  St.  Charles 
Rock  Road,  Wellston,  Missouri,  for  the  support,  maintenance  and  education 
of  orphans. 

(8)  I  direct  my  Trustee  to  set  apart  the  sum  of  Ten  Thousand  Dollars 
($10,000.00),  and  to  pay  over  the  net  income  and  revenue  derived  from  said 
amount  unto  the  German  St.  Vincent  Orphan  Association,  located  at  Normandy. 
Missouri,  for  the  support,  maintenance  and  education  of  orphans. 

(9)  I  direct  my  Trustee  to  set  apart  the  sum  of  Ten  Thousand  Dollars  ($10,- 
000.00),  and  to  pay  over  the  net  income  and  revenue  derived  from  said  amount 
unto  The  Missouri  Association  for  the  Blind,  a  corporation  of  the  City  of 
Saint  Louis,  Missouri,  for  the  support  and  maintenance  of  the  indigent  blind. 

(10)  I  direct  my  Trustee  to  set  apart  the  sum  of  Ten  Thousand  Dollars 
($10,000.00),  and  to  pay  over  the  net  income  and  revenue  derived  from  said 
amount  unto  St.  Joseph’s  Deaf  Mute  Institute,  located  at  No.  901  North  Gar¬ 
rison  Avenue,  Saint  Louis,  Missouri,  for  the  support,  maintenance  and  educa¬ 
tion  of  the  indigent  deaf,  mute  and  blind. 

(11)  I  direct  my  Trustee  to  set  apart  the  sum  of  Ten  Thousand  Dollars 
($10,000),  and  to  pay  over  the  net  income  and  revenue  derived  from  said 
amount  unto  the  St.  Louis  Symphony  Society,  for  the  support  of  the  Symphony 
Orchestra. 

(12)  I  direct  my  Trustee  to  set  apart  the  sum  of  Ten  Thousand  Dollars 
($10,000.00),  and  to  pay  over  the  net  income  and  revenue  derived  from  said 
amount  unto  the  Shriners  Hospital,  located  in  the  City  of  Saint  Louis,  Mis¬ 
souri,  for  the  support,  maintenance  and  medical  and  mechanical  treatment 
of  crippled  children. 

(13)  After  setting  apart  the  trust  herein  established  for  Bethesda,  The  Little 
Sisters  of  the  Poor,  The  St.  Louis  Altenheim,  the  German  Protestant  Orphans’ 
Home,  the  German  St.  Vincent  Orphan  Association,  The  Missouri  Association 
for  the  Blind,  St.  Joseph’s  Deaf  Mute  Institute,  The  St.  Louis  Symphony  So¬ 
ciety  and  the  Shriners  Hospital,  I  direct  my  Trustee  to  pay  over  and  deliver 
all  of  the  net  income  and  revenue  received  by  it  from  said  trust  estate  re- 
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maining  in  its  hands,  unto  the  St.  Louis  Children’s  Hospital,  to  provide  per¬ 
petually  for  free  medical  treatment  and  maintenance  and  support  during  treat¬ 
ment,  of  poor  children,  irrespective  of  consideration  of  nationality  or  religion ; 
preference  to  be  given  to  children  residing  in  the  City  of  Saint  Louis  and  Saint 
Louis  County,  Missouri. 

(14)  I  direct  that  the  trusts  established  herein  shall  consist  of  either  cash 
or  securities  in  the  amounts  designated,  as  to  my  Trustee  may  seem  meet  and 
proper ;  and  the  decision  of  my  Trustee  concerning  the  manner  of  the  dis¬ 
tribution  and  the  kind  of  securities  distributed  shall  in  every  respect  be  final 
and  not  subject  to  question  by  any  of  the  legatees  herein  named.  The  said 
trusts  shall  continue  to  be  held  in  perpetuity  by  my  Trustee,  upon  the  same 
powers,  rights  and  duties  as  set  out  in  clause  one  of  this  item ;  and  the  prin¬ 
cipal  of  said  trusts  shall  constitute  a  permanent  endowment  fund,  to  be  known 
as  the  “  Frank  A.  and  Alpha  H.  Ruf  Endowment  Fund  ”,  and  the  income 
thereof  shall  be  used  perpetually  for  the  support  and  maintenance  and  for 
the  general  objects  of  said  institutions,  either  educational  or  charitable. 

(15)  It  is  my  will  and  intention  that  none  of  the  various  legacies  herein 
given  for  charitable  or  educational  uses  shall  lapse  in  case  the  particular  insti¬ 
tution  to  which  it  is  given  shall  fail  or  cease  to  administer  charity  or  provide 
education,  or  if  the  particular  charitable  use  or  purpose  for  which  a  fund  is 
given  can  be  no  longer  subserved  by  the  fund,  or  in  the  event  the  State  of 
Missouri  adequately  pensions  the  persons  who  may  be  beneficiaries  of  the 
charity ;  in  any  which  event  I  direct  that  the  legacy  of  the  particular  charity 
so  failing  shall  be  added  to  and  become  a  part  of  the  trust  estate  herein  estab¬ 
lished  for  the  St.  Louis  Children’s  Hospital.  In  the  event,  however,  the  St. 
Louis  Children’s  Hospital  shall  fail  or  cease  to  administer  charity,  or  if  the 
particular  use  for  which  this  fund  is  given  to  said  hospital  can  no  longer  be 
subserved  by  the  fund,  I  desire  that  the  fund  be  devoted  to  some  other  kind 
or  similar  charity,  as  nearly  as  may  be,  it  being  my  desire  that  the  fund  herein 
given  shall  be  perpetually  devoted  to  charities  organized  for  the  treatment  and 
cure  of  children.  The  decision  of  my  Trustee  in  respect  to  the  failure  of  any 
charity  or  organization  named  herein  to  perform  the  purposes  for  which  the 
fund  and  the  income  thereof  is  herein  provided  to  be  used  shall  be  final. 

(1G)  In  case  of  the  dissolution  of  the  Mercantile  Trust  Company  for  any 
reason,  or  in  case  of  its  resignation  as  trustee,  I  request  that  the  Circuit  Court 
of  the  City  of  Saint  Louis  appoint  a  successor  in  said  trust,  which  successor- 
trustee  shall  be  a  corporation  organized  under  the  laws  of  the  State  of  Mis¬ 
souri,  with  power  to  hold  property  in  trust.  It  is  my  desire  that  the  said 
successor-trustee  shall,  by  virtue  of  said  appointment,  be  vested  with  the  same 
rights,  powers  and  duties  hereinabove  set  out,  as  if  it  had  been  the  original 
trustee  herein  named. 

(17)  It  is  my  wish,  after  the  death  of  my  wife,  that  the  trusts  herein  estab¬ 
lished  shall  be  held  by  my  Trustee  in  perpetuity  as  public  charitable  and  edu¬ 
cational  trusts,  but  in  the  event  any  of  the  trusts  shall  be  held  to  be  invalid  in 
a  direct  proceeding  by  the  courts  of  this  or  any  other  state,  I  then  direct  my 
Trustee  to  pay  over  the  specific  bequests  provided  for  under  paragraphs  “  a,” 

“  b,”  “  c”  and  “d”  of  clause  three  of  Item  Eleven  of  this  my  will,  and  to  hold 
the  balance  of  the  trust  estate  thereafter,  upon  the  same  rights,  powers  and 
duties  as  alnwe  set  out,  and  to  pay  over  the  net  income  and  revenue  to  the 
charitable  and  educational  institutions  named  in  clauses  four,  five,  six.  seven, 
eight,  nine,  ten,  eleven  and  twelve  of  this  item  (eleven)  of  my  will,  for  and 
during  a  period  of  twenty-one  (21)  years  after  the  death  of  my  wife. 

(18)  I  direct  my  Trustee,  upon  the  expiration  of  said  period  of  twenty-one 
(21)  years,  in  the  event  of  adverse  court  action,  to  pay  over,  deliver  and  convey 
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unto  each  institution  named  in  said  clauses,  the  principal  of  the  trusts  created 
therein,  free  from  the  trust,  to  be  held  by  them  as  an  endowment  fund,  the 
income  to  be  used  for  the  charitable  and  educational  purposes  as  in  each  clause 
provided. 

(19)  I  authorize  my  Trustee  to  treat  all  extraordinary  cash  dividends  as  en¬ 
tirely  income,  also  to  treat  as  part  of  my  trust  estate  income,  dividends  paid  to 
my  representatives  after  my  death,  irrespective  of  the  date  of  the  declaration 
of  such  dividends,  in  order  that  the  beneficiaries  of  the  trust  may  enjoy  the  full 
amount  of  income,  regardless  of  the  fact  that  such  dividends  might  possibly 
encroach  upon  the  principal  of  the  trust. 

(20)  My  Trustee  shall  have  the  power  to  determine  whether  any  money  or 
property  coming  into  its  hands  shall  be  considered  part  of  the  principal  of  said 
trust  estates  or  a  part  of  the  income  therefrom,  and  to  apportion  between  such 
principal  and  income  any  loss  or  expenditure  in  connection  with  such  trust 
estates,  which  in  its  opinion  should  be  apportioned,  and  as  to  it  may  seem  just 
and  equitable. 

(21)  My  Trustee  shall  receive  a  reasonable  compensation,  out  of  principal  and 
income,  for  administering  the  trusts  herein  created. 

(22)  The  payments  of  income  to  the  charitable  and  educational  institutions 
named  in  clauses  four,  five,  six,  seven,  eight,  nine,  ten,  eleven  and  twelve  of  this 
item  (eleven)  of  my  will  shall  be  made  quarterly. 

Articles  12  to  14  inclusive,  of  the  decedent’s  will,  read  as  follows : 

Item  Twelve  :  The  provision  made  in  this  my  will  in  favor  of  my  wife,  shall 
be  taken  and  construed  to  be  in  lieu  and  satisfaction  of  dower  and  all  other 
statutory  rights  or  allowances  to  which  she  may  be  entitled  under  the  laws  of 
the  State  of  Missouri. 

Item  Thirteen  :  I  direct  that  all  inheritance,  estate,  transfer  or  succession 
taxes  assessed  by  the  United  States  Government,  or  any  State  of  the  Union, 
shall  be  paid  out  of  my  residuary  estate. 

Item  Fourteen  :  I  hereby  nominate  and  appoint  the  Mercantile  Trust  Com¬ 
pany,  a  corporation  of  the  City  of  Saint  Louis,  Missouri,  the  Executor  of  this 
my  last  will  and  testament ;  and  I  give  unto  it  as  such  Executor  the  same 
powers  and  authority,  with  reference  to  control,  management  and  disposition  of 
my  estate,  that  I  have  given  unto  it  as  Trustee  herein. 

I  hereby  declare  that  at  and  before  the  execution  of  this  will,  I  received 
advice  and  counsel  in  relation  thereto,  from  some  one  not  under  salary  from  said 
Mercantile  Trust  Company. 

The  decedent  left  surviving  him  his  widow,  Alpha  H.  Ruf,  67 
years  of  age,  and  no  children. 

The  total  value  of  insurance  in  excess  of  $40,000  receivable  by  the 
widow  of  the  decedent  which  has  been  included  in  the  gross  estate 
of  said  decedent  is  $41,075.92,  consisting  of  three  policies,  Nos. 
1,413,290,  1,420,858  and  1,413,292.  The  first-numbered  policy  was 
issued  on  the  life  of  the  decedent  on  December  28,  1903,  in  favor  of 
the  insured’s  executors,  administrators,  or  assigns,  and  on  January 
29,  1914,  the  beneficiary  was  changed  to  Alpha  TI.  Iiuf,  the  decedent’s 
wife.  The  second-numbered  policy  was  issued  December  29,  1903,  in 
favor  of  the  insured’s  executors,  administrators,  or  assigns,  and  on 
January  29,  1914,  the  beneficiary  of  that  policy  was  also  changed 
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to  the  wife  of  the  insured.  The  last-numbered  policy  was  issued 
December  28,  1903,  and  at  all  times  the  beneficiary  thereunder  was 
the  wife  of  the  insured. 

The  total  value  of  the  real  estate  included  in  the  gross  estate  of 
the  decedent  in  the  deficiency  notice  is  $1,135,820.22,  and  the  total 
amount  of  personal  property  included  in  the  decedent’s  gross  estate, 
exclusive  of  the  insurance  of  $41,075.92  hereinabove  referred  to,  in 
said  deficiency  letter,  was  $1,131,297.10,  represented  by  stocks  and 
bonds  of  the  value  of  $820,860.48,  of  mortgages,  notes  and  cash  in  the 
amount  of  $217,767.71,  and  other  miscellaneous  property  in  the 
amount  of  $92,668.91. 

The  amount  of  Federal  estate  taxes  paid  is  $22,795.25  and  the 
proposed  additional  assessment,  which  is  the  deficiency  herein,  is 
$125,679.22. 

The  amount  of  administration  expenses  paid  and  allowed  as  deduc¬ 
tions  in  the  cleficiencv  notice  is  $73,919.79  and  the  total  debts  of  the 

J  ... 

decedent  allowed  as  deductions  in  said  deficiency  notice  amounted  to 
$289,880.22. 

The  widow  of  the  decedent  did  not  file  a  written  renunciation  of 
decedent’s  will  in  the  probate  court,  nor  did  she  file  a  written  elec¬ 
tion  in  said  probate  court  to  take  under  the  will,  but  has  at  all  times 
accepted  the  provisions  made  for  her  therein. 

All  of  the  institutions  named  as  beneficiaries  to  the  bequests  in 
decedents’  will  are  charitable,  religious  or  educational  institutions,  no 
part  of  the  income  of  which  inures  to  the  benefit  of  any  private 
individual  or  stockholder. 

The  respondent  determined  the  amount  of  the  gross  estate  to  be 
$2,308,193.24  and  the  deductions,  $416,736.01,  resulting  in  a  net 
estate  of  $1,891,437.23,  and  the  tax  upon  that  amount  to  be  $148,472.47. 
The  amount  of  tax  paid  upon  the  basis  of  the  return  was  $22,795.25,  1 
resulting  in  the  present  deficiency  of  $125,679.22. 

OPINION. 

Morris:  The  first  allegation  of  error  relates  to  the  refusal  of  the 
respondent  to  allow  as  a  deduction  from  the  gross  estate,  the  amounts  I 
of  certain  bequests  contained  in  the  will  of  the  decedent  to  organiza¬ 
tions  operated  for  charitable,  religious  or  educational  purposes.  The 
petitioner  contends  that  these  bequests  constitute  vested  remainders  1 
under  the  laws  of  the  State  of  Missouri  and  that  the  present  values  I 
thereof  are  deductible  from  the  gross  estate  in  arriving  at  the  net 
estate  subject  to  taxation  under  section  403  of  the  Revenue  Act  of  1921. 
The  respondent  contends,  on  the  other  hand,  that  these  bequests  may 
be  defeated  by  the  possible  invasion  of  the  corpus  of  the  estate  by 
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the  decedent’s  widow  for  her  comfort,  maintenance,  and  support  and 
that,  therefore,  the  deductions  claimed  should  not  be  allowed  under 
the  provisions  of  section  403  (a)  (3)  of  the  Revenue  Act  of  1921. 
That  section  of  the  statute  provides : 

Seo.  403. — That  for  the  purpose  of  the  tax  the  value  of  the  net  estate  shall  be 
determined — 

(a)  In  the  case  of  a  resident,  by  deducting  from  the  value  of  the  gross 
estate — 

******* 

(3)  The  amount  of  all  bequests,  legacies,  devises,  or  transfers,  except  bona 
fide  sales  for  a  fair  consideration  in  money  or  money’s  worth,  in  contempla¬ 
tion  of  or  intended  to  take  effect  in  possession  or  enjoyment  at  or  after  the 
decedent’s  death,  to  or  for  the  use  of  the  United  States,  any  State,  Territory,  any 
Political  subdivision  thereof,  or  the  District  of  Columbia,  for  exclusively  public 
purposes,  or  to  or  for  the  use  of  any  corporation  organized  and  operated 
exclusively  for  religious,  charitable,  scientific,  literary,  or  educational  purposes, 
including  the  encouragement  of  art  and  the  prevention  or  cruelty  to  children 
or  animals,  no  part  of  the  net  earnings  of  which  inures  to  the  benefit  of  any 
private  stockholder  or  individual,  or  to  a  trustee  or  trustees  exclusively  for 
such  religious,  charitable,  scientific,  literary,  or  educational  purposes.  This 
deduction  shall  be  made  in  case  of  the  estates  of  all  decedents  who  have  died 
since  December  31,  1917 ;  *  *  * 

We  are  satisfied  from  the  evidence  that  the  institutions  to  which 
these  bequests  were  made  by  the  decedent  are  corporations  organized 
and  operated  exclusively  for  religious,  charitable,  scientific,  literary, 
or  educational  purposes  within  the  meaning  of  the  Act,  The  sole 
question,  therefore,  is  whether  the  power  vested  in  the  widow  to 
invade  the  corpus  of  the  estate  for  her  comfort,  maintenance  and 
support  is  sufficient  to  defeat  the  deductions  claimed  by  the  petitioner. 

The  decedent  devised  the  homestead  and  bequeathed  certain  per¬ 
sonal  property  and  cash  to  his  wife.  He  also  made  specific  cash 
bequests  to  his  sister,  brother  and  nephews  and  to  certain  employes ; 
he  then  bequeathed  and  devised  to  the  trustee,  in  trust,  all  of  the  rest, 
residue,  and  remainder  of  his  estate,  with  power  to  hold,  manage  and 
control,  to  sell,  transfer,  convey  and  dispose  of  the  same  as  it  shall 
seem  meet  and  proper,  with  authority  to  invest  and  reinvest  all  or 
any  part  of  said  trust  estate  “  according  to  its  sole  judgment  and  dis¬ 
cretion,  without  any  limitation  upon  its  powers  and  authority  so  to 
do.”  He  directed  the  trustee  to  pay  to  his  wife,  beginning  on  the 
15th  day  of  the  second  month  following  his  death,  all  of  the  net 
income  and  revenue  derived  from  said  trust  estate,  or,  if  need  be, 
such  part  of  the  corpus  thereof  as  may  be  necessary  for  the  comfort, 
maintenance  and  support  of  my  wife,  during  her  life,”  and  he 
provided  that  “  a  request,  in  writing,  to  my  Trustee,  made  by  my 
wife,  stating  that  the  sum  requested  by  her  is  needed  for  her  corn- 
tort,  maintenance  and  support,  shall  be  authority  to  my  Trustee  to 
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pay  unto  her  any  sum  so  requested,  out  of  the  corpus;  or,  in  the 
event  of  her  incapacity,  then  my  Trustee  may,  in  its  discretion,  use 
so  much  of  the  corpus  as  may  be  necessary  for  her  comfort,  main¬ 
tenance  and  support.”  His  will  provided  further,  that  upon  the 
death  of  his  wife,  the  trustee  should  pay  over  and  deliver  certain 
specified  sums  to  charitable,  educational  and  religious  organizations 
and  should  set  aside  certain  other  sums,  or  the  remainder,  the  income 
from  which  to  be  paid  to  other  charitable  institutions. 

The  identical  question  raised  by  the  instant  case,  with  facts  strik¬ 
ingly  similar  to  those  here,  was  considered  and  disposed  of  in 
First  National  Bank  of  Birmingham  v.  Snead,  24  Fed.  (2d)  186. 
In  that  case  the  will  of  the  decedent,  who  died  in  1923,  after  directing 
the  payment  of  certain  legacies,  left  the  residue  of  his  estate  to  his 
wife,  who  was  68  years  of  age,  and  the  First  National  Bank  of 
Birmingham,  as  joint  trustees,  to  pay  the  income  to  his  said  Avife 
during  her  lifetime,  and  upon  her  death  to  distribute  the  residue  of 
the  trust  estate  in  equal  parts  to  nine  institutions  then  existent, 
which  were  corporations  organized  and  operated  exclusively  for 
religious,  charitable,  scientific,  literary,  or  educational  purposes. 
The  will  there  contained  the  folloAATing  provision : 

If  at  any  time  in  the  opinion  of  said  trustees  the  net  income  from  said  trust  - 
estate  shall  not  be  sufficient  for  the  proper  support  and  comfort  of  my  said  wife, 
the  trustees  shall  pay  over  to  my  said  wife  such  additional  sum  or  sums  out  of  : 
the  principal  of  said  trust  estate  as  to  them  may  seem  necessary  ©r  desirable 
for  such  purposes. 

The  First  National  Bank  of  Birmingham,  as  executor,  sued  for  the 
recovery  of  an  amount  of  estate  tax  paid  the  collector  of  internal 
revenue  and  the  complaint  was  demurred  to  in  the  District  Court  on 
the  ground  that  the  trustees  under  the  will  may  invade  the  corpus  of 
the  estate  for  the  proper  support  and  comfort  of  the  decedent’s 
widow  and  thereby  defeat  the  contingent  donations  to  the  alleged 
charitable  institutions,  Avhich  demurrer  Avas  sustained  by  the  Dis¬ 
trict  Court  and  judgment  Avas  rendered  for  the  defendant,  which  Avas, 
on  appeal,  reversed,  and  the  cause  remanded  by  the  Circuit  Court  of 
Appeals  for  a  new  trial.  The  court,  having  found  that  the  charitable 
institutions  were  in  existence  AAThen  the  a v i  1 1  took  effect  and  being  then 
capable  of  taking  bequests  in  their  favor  upon  the  death  of  the  tes¬ 
tator’s  widoAV,  to  whom  the  will  gave  the  income  of  the  trust  during 
her  life,  held  that  the  amounts  bequeathed  to  those  institutions  Avere 
vested,  and  said  in  conclusion: 

We  think  that  the  aAerments  of  the  complaint  shoAv  such  a  state  of  fact.' 
that  the  existence  of  the  power  conferred  on  the  trustees  to  invade  the  corpus 
of  the  trust  estate  cannot  properly  be  given  the  effect  of  depriving  the  he 
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quests  to  the  charitable  institutions  of  any  substantial  value.  For  estate 
tax  purposes  the  approximate  amount  of  that  value  was  ascertainable,  and  was 
allowable  as  a  deduction  from  the  testator’s  gross  estate. 

In  the  case  Herron  v.  Heiner ,  24  Fed.  (2d)  745,  the  testator  died 
in  February,  1919,  leaving  a  net  estate  of  over  $2,000,000,  which  was 
subject  to  the  Federal  estate  tax.  The  decedent’s  will,  after  making- 
certain  pecuniary  legacies  to  his  widow  and  relatives,  left  his  entire 
residuary  estate  to  the  plaintiffs,  as  trustees,  who  were  directed  to 
pay  from  the  income  $1,000  per  month  to  the  decedent’s  widow  dur¬ 
ing  her  lifetime  and  it  further  provided  that  “  so  much  from  the 
income  of  said  fund  as  in  the  discretion  of  the  trustees  shall  be 
deemed  necessary  and  reasonable  shall  be  appropriated  to  the  sup¬ 
port  and  maintenance  of  my  brother,  Byron  S.  Finley  and  my  sister, 
Florence  E.  Finley  during  their  natural  lives.”  He  further  provided 
for  the  payment  of  $100  per  month  to  five  other  legatees  during 
their  lifetime.  He  directed  that  the  remainder  of  the  income  from 
his  estate  be  divided  into  four  equal  parts  to  be  donated  by  the  trus¬ 
tees  to  certain  charitable  institutions.  Both  Byron  and  Florence 
Finley,  provided  for  by  the  decedent,  were  incurably  insane  when 
the  decedent  died,  and  had  been  so  for  many  years  prior  thereto; 
both  had  been  maintained  by  the  decedent  in  an  institution  from  1906 
until  his  death,  and  thereafter  the  trustees  maintained  Byron  Finley 
until  his  death  in  1925,  and  Florence  Finlev  has  been  maintained 
in  an  institution  by  the  trustees  from  the  testator’s  death  until  the 
present  time.  The  plaintiffs  there  filed  a  Federal  estate-tax  return, 
and,  in  calculating  the  net  estate  subject  to  tax,  determined  the 
present  value  of  the  bequests  to  the  trustees  for  religious,  charitable 
and  educational  purposes  and  deducted  the  present  values  of  the 
monthly  payments  to  the  maintained  relatives  and  other  legatees 
provided  for,  and  the  resulting  figure  was  deducted  from  the  gross 
estate  in  arriving  at  the  net  taxable  estate.  The  Commissioner  dis¬ 
allowed  those  deductions  on  the  theory  that  the  discretion  of  the 
trustees  as  to  the  amount  of  income  which  they  might  appropriate  to 
the  support  and  maintenance  of  the  two  insane  persons  was  unlim¬ 
ited  and  that  they  might,  therefore,  if  they  saw  fit,  expend  the  en¬ 
tire  net  income  from  the  residuary  estate  for  such  purposes.  The 
court  there,  after  considering  section  403(a)  (3)  of  the  Revenue  Act 
of  1918  (which  for  our  purpose  is  the  same  as  the  Revenue  Act  of 
1921),  said : 

First.  That  the  power  given  to  the  trustees  is  not  to  appropriate  the  income 
to  the  use  of  the  two  incompetents,  but  to  their  support  and  maintenance;  and 
tlie  amount  which  the  trustees  are  authorized  to  expend  for  their  support 
and  maintenance  is  limited  to  that  which  is  reasonable  and  necessary. 

Second.  The  amount  which  the  testator  himself  considered  reasonable  for 
their  support  and  maintenance  is  conclusively  shown  by  the  amounts  which 
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lie  expended  for  that  purpose  for  more  than  twelve  years  prior  to  his  death. 
This  amount  for  both  was  $54.70  per  month.  The  amount  which  the  trustees 
considered  reasonable  for  that  purpose  is  shown  by  the  amount  expended  since 
the  death  of  testator,  which  was  $70.30  per  month. 

Third.  The  discretion  of  the  trustees  in  such  expenditures  being  thus  limited 
by  the  testator,  they  have  no  power  to  appropriate  income  beyond  what  is 
reasonable  and  necessary  for  support.  To  go  beyond  this  limit  would  be  a 
breach  of  trust. 

Fourth.  The  gift  is  not  of  the  income  absolutely,  but  simply  a  gift  of  sup¬ 
port  and  maintenance,  or  a  gift  of  so  much  of  the  income  as  may  be  reason¬ 
able  and  necessary,  and  the  accumulations  belong  to  the  testator’s  estate. 

Fifth.  As  the  will  in  question  specifically  provides  that  only  “  so  much  from 
the  income  shall  be  appropriated  ”  as  is  necessary,  and  that  “  the  remainder 
of  the  income  ”  shall  be  devoted  to  charity,  it  is  clear  that  the  right  of  the 
beneficiaries  can  rise  no  higher  than  this  gift,  which  must  be  determined  solely 
from  the  provisions  of  the  will  itself. 

******* 

Seventh.  The  judgment  of  the  court  cannot,  of  course,  be  substituted  for 
that  of  the  trustees,  so  long  as  they  act  within  the  discretion  conferred  upon 
them ;  but,  if  they  should  undertake  to  apply  the  large  income  from  this 
estate  for  support  and  maintenance,  which  could  reasonably  be  supplied  by  a 
comparatively  small  amount,  the  trustees  would  subject  themselves  to  injunc¬ 
tion  from  such  abuse  of  discretion  in  the  future,  and  to  surcharge  for  such 
excess  appropriated  in  the  past. 

******* 

Tenth.  The  trustees  in  this  case  are  under  obligations  to  pay  everything  to 
charity  except  a  limited  ascertainable  amount  for  the  maintenance  of  the 
two  persons.  This  gift  is  vested,  and  covers  the  excess  of  the  income  in 
each  year  over  the  needs  of  the  two  beneficiaries,  which  amount  is  here  alone 
in  question. 

******* 

In  conclusion  the  court  said  there : 

The  clear  purpose  of  the  testator,  in  the  humane  and  philanthropic  distribu¬ 
tion  of  his  large  estate  must  not  be  defeated,  and  the  manifest  purpose  of 
Congress  exempting  charitable  gifts  from  taxation  must  not  be  thwarted  by 
any  narrow  and  meaningless  interpretation  of  testator’s  will. 

In  the  foregoing  cases  the  testators  clothed  the  trustees  with  dis¬ 
cretion  as  to  the  payment  of  sums  to  their  widows  for  their  comfort, 
maintenance  and  support,  while  in  the  instant  case  “  a  request,  in 
writing,”  to  the  trustees  made  by  the  widow  stating  that  the  sum  so 
requested  is  needed  for  her  “  comfort,  maintenance  and  support  ”  is 
all  the  authority  required.  Although  the  power  to  demand  further 
sums  of  money  in  addition  to  the  amounts  specifically  provided  for 
her  in  the  will  was  expressly  placed  in  the  widow,  her  power  is 
limited  to  those  sums  necessary  for  her  “  comfort,  maintenance  and 
support,”  and  they  must  be  reasonable  under  all  of  the  circumstances. 
Should  she  demand  sums  beyond  what  would  be  considered  reason¬ 
able  to  maintain  her  comfortably  in  her  declining  years  in  a  manner 


(85)  MERCANTILE  TRUST  C0V  EXECUTOR.  95 

befitting  her  station  in  society,  the  trustees  could,  and  indeed  should, 
refuse  to  pay. 

It  is  clear  that  the  testator  intended  that  his  widow  should  have 
every  possible  comfort  and  that  her  maintenance  and  support  should 
be  the  first  consideration,  but  his  intention  is  also  clearly  and  un¬ 
mistakably  expressed  with  respect  to  the  charitable  institutions 
therein  provided  for.  There  is  no  doubt  but  that  he  considered  the 
amount  of  his  estate  sufficient  to  yield  his  wife  ample  means  for  her 
proper  maintenance  and  that  his  further  provision  for  her  was  merely 
a  protective  measure.  It  Was  not  designed  to  permit  her,  at  her 
election,  to  defeat  the  terms  of  the  will  and  deprive  the  charitable 
institutions  of  the  bequests  made  to  them.  As  an  indication  of  the 
earnest  desire  of  the  testator  to  provide  for  those  charitable  institu¬ 
tions,  paragraph  numbered  15  of  his  will  stated,  “  It  is  my  will  and 
intention  that  none  of  the  various  legacies  herein  given  for  charitable 
or  educational  uses  shall  lapse  in  case  the  particular  institution  to 
which  is  given  shall  fail  or  cease  to  administer  charity  or  provide 
education.  *  *  *  ” 

Considering  all  of  the  foregoing  factors  together  with  the  decided 
cases  of  the  courts  of  the  State  of  Missouri,  we  conclude  that  the 
legacies  to  these  charitable  institutions  became  vested  upon  the  death 
of  the  testator,  and  considering  particularly  the  age  of  the  widow, 
the  size  of  the  estate,  and  the  clearly  expressed  intention  of  the  testa¬ 
tor  as  evidenced  by  his  will,  we  are  of  the  opinion,  and  we  so  hold 
that  the  present  values  of  these  bequests  at  the  date  of  death  of  the 
testator  are  deductible  from  the  gross  estate  in  determining  the  net 
estate  subject  to  taxation  and  that  the  respondent  erred  in  failing 
to  allow  them  as  such.  See  also  Boston  Safe  Deposit  <&  Trust  Co.  v 
Nichols ,  18  Fed.  (2d)  660;  Union  Trust  Company  of  Pittsburgh  v 
Heiner ,  19  Fed.  (2d)  362. 

In  reaching  the  foregoing  conclusion  we  have  also  considered  the 
case  of  Mitchell  v.  United  States ,  handed  down  by  the  Court  of 
Claims  on  June  6,  1927,  in  which  it  was  held  that  a  charitable 
bequest  dependent  upon  a  contingency  which  might  not  occur  is  not 
deductible  from  the  gross  estate  under  section  403  of  the  Revenue 
Act  of  1918.  The  facts  in  that  case,  however,  are  clearly  distin¬ 
guishable  from  those  of  the  instant  proceeding. 

The  second  allegation  of  error  relates  to  the  inclusion  in  the 
decedent  s  gross  estate  of  the  excess  over  $40,000  of  life  insurance 
taken  out  by  the  decedent  upon  his  own  life  and  payable  to  benefi¬ 
ciaries  other  than  his  estate. 

The  value  of  the  insurance  in  excess  of  $40,000,  or  $41,075.92,  was 
covered  by  three  policies  taken  out  by  the  decedent  in  1903,  all  of 
which  at  the  time  of  his  death  named  his  widow  as  beneficiary 

thereunder. 
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Section  402(f)  of  the  Revenue  Act  of  1921  provides: 

That  the  value  of  the  gross  estate  of  the  decedent  slut  11  be  determined  by 
including  the  value  at  the  time  of  his  death  of  all  property,  real  or  personal, 

tangible  or  intangible,  wherever  situated — 

******* 

(f)  To  the  extent  of  the  amount  receivable  by  the  executor  as  insurance 
under  policies  taken  out  by  the  decedent  upon  his  own  life ;  and  to  the  extent 
of  the  excess  over  $40,000  of  the  amount  receivable  by  all  other  beneficiaries 
as  insurance  under  policies  taken  out  by  the  decedent  upon  his  own  life. 

The  same  subsection  of  the  1918  Act  which  is  identical  was  con¬ 
sidered  by  the  Supreme  Court  of  the  United  States  in  Lemelb/n  v. 
Frick,  268  U.  S.  238,  and  the  identical  issue  presented  by  this  pro¬ 
ceeding  was  therein  disposed  of.  The  court  held  that  the  subsection 
applies  only  to  policies  issued  after  the  passage  of  the  Act.  The 
respondent  therefore  erred  in  including  in  the  gross  estate  the  amount 
here  in  controversy. 

The  third  allegation  of  error  urged  by  the  petitioner  relates  to 
the  inclusion  in  the  gross  estate  of  the  decedent  of  the  value  of  his 
widow’s  interest  in  said  estate.  The  petitioner  urges  as  a  proposition 
of  law  that  under  the  laws  of  the  State  of  Missouri,  in  effect  at  the 
time  of  the  death  of  the  decedent,  his  widow  became  and  was  the 
owner  of  a  child’s  share  in  all  the  personal  property  of  which  the 
decedent  was  then  possessed,  not  as  an  heir,  nor  in  any  manner  by 
inheritance,  but  solely  by  virtue  of  the  marital  relationship  existing 
between  them.  Section  402  (a)  and  (b)  of  the  Revenue  Act  of 
1921  provides: 

That  the  value  of  the  gross  estate  of  the  decedent  shall  be  determined  by 
including  the  value  at  the  time  of  his  death  of  all  property,  real  or  personal, 
tangible  or  intangible,  wherever  situated — 

(a)  To  the  extent  of  the  interest  therein  of  the  decedent  at  the  time  of  his 
death  which  after  his  death  is  subject  to  the  payment  of  the  charges  against  his 
estate  and  the  expenses  of  its  administration  and  is  subject  to  distribution  as 
part  of  his  estate; 

(b)  To  the  extent  of  any  interest  therein  of  the  surviving  spouse,  existing  at 
the  time  of  the  decedent’s  death  as  dower,  curtesy,  or  by  virtue  of  a  statute 
creating  an  estate  in  lieu  of  dower  or  curtesy. 

In  order  to  determine  the  interest  of  the  decedent  in  the  property 
here  in  question  and  the  interest  of  his  surviving  spouse,  we  must 
resort  to  the  statutes  of  Missouri  in  force  at  the  time  of  the  decedent’s 
death.  The  pertinent  section  of  the  Missouri  statute  affecting  the 

interests  of  the  widow  is  as  follows: 

§ 

Sec.  321.  Husband  dying  without  children,  widow  how  endowed. — When  the 
husband  shall  die  without  any  child  or  other  descendants  in  being,  capable  of 
inheriting,  his  widow  shall  be  entitled:  First,  to  all  the  real  and  personal  estate 
which  came  to  the  husband  in  right  of  the  marriage,  and  to  all  the  personal 
property  of  the  husband  which  came  to  his  possession  with  the  written  assent 
of  the  wife,  remaining  undisposed  of,  absolutely,  not  subject  to  the  payment  of 
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the  husband’s  debts ;  second,  to  one-half  of  the  real  and  personal  estate  belonging 
to  the  husband  at  the  time  of  his  death,  absolutely,  subject  to  the  payment  of 
the  husband’s  debts. 

The  language  contained  in  section  202  (a)  of  the  Revenue  Act  of 
1916,  which  is  identical  with  that  contained  in  section  402  (a),  supra , 
was  considered  in  United  States  v.  Fields ,  255  U.  S.  257,  and  the 
court  set  out  three  conditions,  taken  from  the  provisions  of  the  stat¬ 
ute,  which  must  be  fulfilled  if  the  property  is  to  be  taxed:  (1)  the 
property  sought  to  be  taxed  must  have  been  an  interest  of  the  dece¬ 
dent  at  the  time  of  his  death;  (2)  which  after  his  death  is  subject  to 
the  payment  of  charges  against  his  estate  and  the  expenses  of  its 
administration;  and  (3)  subject  to  distribution  as  part  of  his  estate. 

The  petitioner’s  counsel  has  devoted  considerable  space  in  his  brief 
to  the  discussion  of  the  various  State  statutes  affecting  dower  and 
curtesy  and  the  descent  and  distribution  statutes  and  has  cited  many 
cases  in  support  of  his  argument  which,  however,  do  not  convince  us 
that  the  value  of  the  property  in  question  should  not  be  included  in 
the  gross  estate  within  the  Federal  taxing  statute. 

Let  us  examine  section  402(a),  supra ,  in  the  light  of  United  States 
v.  Fields ,  supra ,  and  the  three  tests  therein  provided,  and  determine 
whether  the  widow’s  one-half  of  the  personalty  provided  for  under 
section  321,  supra,  of  the  State  statute  is  taxable  as  a  part  of  the 
decedent’s  gross  estate.  There  is  no  question,  and  this  we  believe  the 
petitioner’s  counsel  will  concede,  but  that  the  decedent  had  an  inter¬ 
est  in  all  of  the  personal  property,  irrespective  of  the  State  statute, 
“  at  the  time  of  his  death.’’  This  conclusion  we  believe  entirely  coin¬ 
cides  with  the  provisions  of  section  321  of  the  State  statute,  wherein 
it  says  that  the  widow  shall  be  entitled  to  one-half  of  the  husband’s 
property  “  belonging  to  the  husband  at  the  time  of  his  death 
absolutely.”  Nor  do  we  believe  the  fact  that  the  personalty  “  is  sub¬ 
ject  to  the  payment  of  the  charges  against  his  estate  ”  is  disputed  by 
the  petitioner’s  counsel.  The  State  statute,  section  321  referred  to 
above,  while  it  does  not  specifically  provide  for  expenses  of  adminis¬ 
tration,  does  provide  that  the  property  in  which  she  is  endowed  shall 
be  “  subject  to  the  payment  of  the  husband’s  debts,”  and  we,  there¬ 
fore,  have  no  hesitancy  in  saying  that  the  second  test  laid  down  in 
United  States:  v.  Fields ,  supra,  is  amply  met.  Therefore,  was  the 
personal  property  provided  for  under  section  321  of  the  State  statute 
“subject  to  distribution  as  a  part”  of  the  decedent’s  estate?  We 
think  it  was. 

A  widow  taking  under  the  provisions  of  section  319  of  the  State 
statute,  which  is  companion  to  section  321,  has  been  defined  by  the 
Supreme  Court  of  Missouri  in  Howard  v.  Strode,  146  S.  W.  792,  as  a 
“  distributee  ”  and  u  as  such  stands  in  the  same  relation  to  the  personal 
estate  as  does  the  child,  and  manifestly  is  entitled  to  the  same  remedies 


98 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(85) 


to  enforce  her  rights.”  The  court  in  that  case  quoted  the  language 
of  Hastings  v.  Meyers  Administrator ,  21  Mo.  519,  which  was,  “  as  to 
personalty,  we  see  no  difference  between  the  interest  of  a  widow  in 
her  deceased  husband’s  estate  and  that  of  any  one  of  his  distributees.” 
The  court  then  said,  “  This  interest  is  to  be  ascertained  upon  final 
settlement  of  the  estate,  and  after  full  accounting  by  the  administra¬ 
tor,  and  then  an  order  of  distribution.”  Omitting  for  our  purpose 
here  the  doctrine  of  election,  and  the  right  of  the  widow  to  renounce 
the  decedent's  will,  there  is  no  question  but  that  if  the  decedent  had 
attempted  to  deprive  the  widow  of  her  distributive  share  of  the 
personalty  she  could  have,  had  she  chosen,  proceeded  against  the 
estate  after  his  death  as  a  distributee,  and  could  have  recovered  her 
share  of  the  personalty  provided  for  in  the  statute. 

Section  321,  supra ,  in  our  opinion,  does  not  attempt  to  establish  a 
rule  of  title  in  personalty  because  of  the  marital  relationship  existing 
between  the  parties,  but  is  merely  declaratory  of  the  rights  of  the 
widow  and  merely  specifies  the  quantum  of  the  personalty  which 
she  shall  take  after  the  death  of  the  decedent. 

We  have  examined  the  State  statutes  carefully,  and  also  the  cases 
cited  by  counsel,  together  with  innumerable  other  cases  on  the  same 
subject,  and  we  are  forced  to  conclude  that  the  property  which  the 
petitioner  contends  should  not  be  included  in  the  gross  estate  was  an 
interest  of  the  decedent  at  the  time  of  his  death  which  was  subject 
to  the  payment  of  his  debts,  and,  furthermore,  was  subject  to  dis¬ 
tribution  as  a  part  of  his  estate.  In  addition  Mrs.  Ruf  did  not 
renounce  the  will,  but  at  all  times  accepted  the  provisions  therein 
made  for  her.  It  is  manifest,  therefore,  that  the  property  to  which 
she  thereby  became  entitled  was  acquired  by  her  by  transfer  from 
her  husband. 

The  question  presented  for  consideration  by  the  fourth  allegation 
of  error  herein  has  been  heretofore  decided  adversely  to  the  peti¬ 
tioner  in  Irving  Bank-C olumbia  Trust  Co.,  02  Court  of  Claims  564, 
certiorari  denied,  273  U.  S.  751;  Old  Colony  Tnist  Co.  v.  M alley, 
19  Fed.  (2d)  346,  and  we,  therefore,  sustain  the  findings  of  the 
respondent  with  respect  to  this  issue. 

The  fifth  allegation  of  error  relates  to  a  bequest  of  certain  works 
of  art  to  the  most  Reverend  John  J.  Glennon,  Archbishop  of  St. 
Louis,  for  installation  in  the  Catholic  Cathedral  of  St.  Louis.  'Since 
there  is  no  question  but  that  this  bequest  was  to  or  for  the  use  of  a 
corporation  organized  and  operated  exclusively  for  religious  purposes 
within  the  meaning  of  section  403(a)(3),  supra,  the  value  of  these 
works  of  art  should  be  deducted  from  the  gross  estate  in  determining 
die  net  estate  subject  to  taxation. 

Judgment  will  be  entered  under  Rule  50. 


WILLIAM  C.  DAVIS  HOME  BAKERIES  CO.,  INC.  99 

William  C.  Davis  Home  Bakeries  Co.,  Inc.,  Petitioner,  v. 

Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  12274.  Promulgated  July  27,  1928. 

The  action  of  the  respondent  in  denying  a  loss  of  good  will  in 
the  sale  of  a  business,  approved. 

Ben  Jenkins ,  Esq.,  for  the  petitioner. 

Frederick  R.  Shearer ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  asserted  by  the  respondent  fox'  the  year 
1920  in  the  amount  of  $7,812.75.  The  only  error  alleged  by  the 
petitioner  is  that  the  respondent,  in  computing  the  profit  or  loss  from 
the  sale  of  the  petitioner’s  business,  excluded  from  the  basis  thereof, 
good  will  which  the  petitioner  claims  it  acquired  at  a  cost  of 
$20,000. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  under  the  laws  of  New  Jersey 
on  June  8,  1911,  to  engage  in  the  general  baking  business  at  Camden, 
N.  J.  Its  authorized  capital  stock  was  $125,000. 

In  the  year  1893  one  William  C.  Davis  started  a  bakery  business 
at  Camden,  entirely  on  borrowed  capital.  He  operated  a  bakery  and 
sold  the  products  thereof  through  retail  stores  and  on  delivery 
routes.  The  business  proved  successful  so  that  by  October  1,  1911, 
he  was  the  owner  of  a  bakery  operating  16  delivery  routes  and  8 
retail  stores.  He  was  also  the  owner  of  a  number  of  pieces  of  real 
estate,  which  he  had  acquired  and  improved  out  of  earnings  of  his 
business  at  a  cost  of  $61,100. 

On  October  1,  1911,  Davis  transferred  his  bakery,  retail  stores  and 
delivery  routes,  including  all  of  the  assets  used  in  the  business,  but 
not  including  any  of  his  real  estate,  to  the  petitioner,  in  considera¬ 
tion  of  the  issue  to  him  of  $100,000  par  value  of  the  petitioner’s 
capital  stock.  Of  the  stock  so  issued,  $80,000  was  for  the  tangible 
assets  and  $20,000  for  good  will.  The  value  of  the  tangible  assets 
was  determined  by  an  inventory  thereof,  and  the  value  of  the  good 
will  was  determined  by  Davis  and  the  petitioned  as  representing 
the  value  of  the  16  delivery  routes  at  $750  each,  and  the  good  will  of 
the  retail  stores  at  $1,000  each.  The  assets  transferred  by  Davis  to 
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the  petitioner  were  entered  on  the  petitioner’s  books  and  appeared  on 
its  opening  balance  sheet,  as  follows : 


Assets 

Liabilities 

Cash . . . . . 

$2,  885. 19 
11,252. 13 
12,  377.  88 

2,  200.  00 
40,  000.  00 
15, 000.  00 

1, 397.  01 

3,  997. 13 

1,  007.  81 
50.00 
20,  000.  00 
25,  000.  00 

Capital  stock _  _ _ 

$125, 000.00 
6, 000.00 
4, 167. 15 

Materials  as  per  inventory _ _ 

Notes  payable . . . . . 

Horses,  wagons,  etc . . . 

Accounts  payable . . 

Auto  car . _ . . . 

Total _ _ _ 

135, 167. 15 

Plant  and  machinery _  _ _ 

Tools  and  equipment . . . . 

Furniture  and  fixtures _ _ 

Accounts  receivable _  _ 

Manufactured  goods _ 

Coal _  _  _  _ 

Goodwill.  _ _ _ 

Treasury  stock _  _ _ _ 

Total . . . . . 

135, 167. 15 

The  net  income  of  the  petitioner  for  the  period  October  1  to  De¬ 
cember  31,  1911,  was  $429.98.  The  petitioner’s  net  income  for  the 
year  1912  was  $10,942.54.  In  December,  1912,  the  petitioner’s  plant 
wras  damaged  or  destroyed  by  fire,  and  was  not  restored  until  late 
in  1913.  During  that  time  the  petitioner  purchased  bread  from  a 
competitor  and  continued  its  retail  and  delivery  business.  Its  net 
income  for  the  year  1913  was  $1,561.54. 

In  the  year  1920  the  petitioner  sold  its  bakery  plant  and  equip¬ 
ment,  and  the  equipment  used  on  its  delivery  routes,  to  the  Freihofer 
Co.,  a  competitor.  The  Freihofer  Co.  did  not  operate  any  retail 
stores.  Immediately  upon  the  consummation  of  the  sale  of  its 
bakery,  delivery  routes  and  the  plant  and  equipment  pertaining 
thereto,  the  petitioner  closed  the  retail  stores  and  abandoned  its  de¬ 
livery  routes  and  ceased  to  engage  in  business. 

In  its  income  and  profits-tax  return  for  the  year  1920  the  petitioner 
included  in  the  basis  for  computing  the  profit  or  loss  from  the  sale 
of  its  bakery  business,  $20,000  as  the  cost  of  the  good  will  acquired 
from  William  C.  Davis  in  1911.  The  respondent  excluded  said 
amount  from  the  basis  for  computing  the  gain  or  loss  from  said  sale 
and  determined  that  there  is  a  deficiency  in  tax  in  the  amount  of 
$7,812.75. 

OPINION. 

Marquette:  In  its  income  and  profits-tax  return  for  the  year  1920 
the  petitioner  included  in  the  basis  for  computing  gain  or  loss  from 
the  sale  of  certain  of  its  assets  made  in  that  year  under  the  circum- 
stances  set  forth  in  the  findings  of  fact,  the  amount  of  $20,000  as  the 
cost  of  good  will  acquired  by  it  in  1911  from  William  C.  Davis.  The 
good  will  in  question  is  alleged  to  have  attached  to  certain  delivery 
routes  and  retail  stores.  The  petitioner  now  claims  that  it  sold  its 
bakery  and  delivery  equipment  and  immediately  abandoned  its  de- 
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livery  routes  and  retail  stores,  thereby  sustaining  a  loss  of  the  good 
will  which  had  cost  $20,000.  The  respondent  alleges  that  the  peti¬ 
tioner  did  not  acquire  good  will  of  any  value  from  Davis. 

The  record  before  us  is  entirely  unsatisfactory.  It  is  not  clear 
from  either  the  pleadings  or  the  evidence,  just  what  the  petitioner 
did  sell  to  the  Freihofer  Co.,  and  whether  it  claims  a  loss  on  the  sale 
of  its  assets,  including  good  will,  or  because  it  abandoned  the  good 
will.  However,  we  are  not  satisfied  that  upon  either  theory  the 
petitioner  is  entitled  to  the  relief  it  seeks.  It  is  claimed  that  the 
good  will  in  question  attached  to  the  delivery  routes  and  retail 
stores,  and  that  it  had  an  actual  cash  value  of  $20,000  when  the 
petitioner  acquired  it.  But  the  only  evidence  we  have  as  to  the 
value  is  that  over  a  period  of  18  years  the  business  owned  and  oper¬ 
ated  by  Davis,  including  the  bakery,  retail  stores  and  delivery  routes, 
earned  approximately  $130,000,  or  an  average  of  $7,222  per  year. 
The  amount  of  tangible  assets  used  in  the  business  and  the  earnings 
thereof  for  any  particular  year  of  Davis’  operations  are  not  shown. 
In  view  of  the  state  of  the  record  we  are  unable  to  find  that  the 
petitioner  acquired  from  Davis  good  will  of  any  value,  and  we  there¬ 
fore  sustain  the  determination  of  the  respondent. 

Judgment  will  be  entered  for  the  respondent. 


Evangeline  Gravel  Go.,  Inc.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  12806.  Promulgated  July  27,  1928. 

1.  Where  a  corporation  takes  over,  from  an  original  lessee,  a 
lease  of  gravel-bearing  land,  which  gravel  deposits  have  been  dis¬ 
covered  and  examined  by  test  borings  made  by  the  original  lessee, 
held,  such  corporation  is  not  entitled  to  depletion  deductions  on 
the  basis  of  discovery  value. 

2.  Evidence  held  insufficient  to  disturb  respondent’s  determina¬ 
tion  as  to  the  proper  rate  of  deduction  for  depreciation  of  plant. 

W.  O.  Rainey ,  for  the  petitioner. 

Granville  S.  Borden ,  Esq .,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  excess-profits  taxes  asserted  by  the  respondent  for  the 
year  1920.  The  amount  of  the  deficiency  is  $5,315.48,  which  arises 
from  the  disallowance  by  the  respondent  of  claimed  deductions  for 
depreciation,  depletion  and  charge-off.  # 
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FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation,  and  during  the  year  1921  was 
engaged  in  the  business  of  extracting  sand  and  gravel  at  Alexan¬ 
dria,  La. 

The  petitioner  was  incorporated  October  16,  1919,  and  acquired 
from  one  G.  K.  Force,  lessee,  a  lease  and  option  to  purchase  an  80- 
acre  tract  of  land  containing  gravel  deposit.  Prior  thereto,  Force 
had  sunk  six  test  wells  for  the  purpose  of  ascertaining  the  quality 
and  quantity  of  gravel.  This  was  necessary  because  no  gravel 
showed  on  the  surface,  and  a  surface  examination  of  the  land  would 
not  determine  the  gravel  content.  Various  other  leases  were  made  by 
others,  and  later  taken  over  by  the  petitioner ;  but  none  were  worked 
except  the  first,  the  80-acre  tract. 

In  February,  1920,  the  petitioner  exercised  its  option  and  pur¬ 
chased  the  80  acres  for  the  sum  of  $24,351.90.  The  petitioner  had 
to  pay  to  Force  and  four  other  original  lessees,  a  royalty  of  5  cents 
per  ton  for  all  sand  and  gravel  removed  from  the  land  so  acquired. 

The  gravel  content  of  the  80-acre  tract,  at  the  beginning  of  opera¬ 
tions,  was  estimated  by  an  experienced  man  to  be  1,000,000  tons. 
This  proved  to  be  approximately  correct. 

In  order  to  work  the  dredges,  it  was  found  necessary  to  build  a 
wooden  dam  in  1920.  By  1921  this  dam  was  no  longer  needed  and 
was  removed  by  pumping  toward  it,  thus  undermining  it  and  wash¬ 
ing  it  away.  The  plant  and  equipment  of  the  petitioner  were  of 
new  materials,  except  the  rails  and  locomotives.  There  was  a  power 
plant,  railway  and  its  equipment,  two  dredges,  a  washing  plant,  and 
a  gravel  plant.  During  the  year  1921  the  petitioner  operated  one 
dredge  24  hours  per  day. 

No  depreciation  was  taken  by  the  petitioner  with  reference  to  the 
dam,  but  in  1921  the  original  cost  was  charged  off  as  a  loss.  The  re¬ 
spondent  now  concedes  this  to  be  a  proper  deduction. 

In  its  tax  return  for  the  year  1921  the  petitioner  claimed  a  de¬ 
duction  for  depreciation  with  respect  to  its  dredge,  gravel  plant, 
power  plant  and  equipment,  railway,  and  railway  equipment,  com¬ 
puted  at  the  rate  of  20  per  cent.  The  respondent  allowed  a  deduc¬ 
tion  computed  at  the  rate  of  10  per  cent.  The  petitioner  based  its 
20  per  cent  deduction  upon  an  estimated  removal  of  all  the  gravel  in 
5  years’  time.  The  plant  was  still  in  use  in  February,  1928.  There 
is  no  evidence  as  to  its  salvage  value. 

The  petitioner  also  claimed  deduction  for  depletion  based  on 
discovery  value  finder  section  214  (a)  (10)  of  the  Revenue  Act  of 
1921.  This  deduction,  also  based  upon  an  estimated  5-year  economic 
life  of  the  gravel  deposit,  was  computed  at  20.89  cents  per  ton  on 


(101) 


EVANGELINE  GRAVEL  CO.,  INC. 


103 


99,116.31  tons,  which  was  the  tonnage  removed  in  1921.  The  re¬ 
spondent  allowed  a  depletion  deduction  at  the  rate  of  2.4  cents  per 
ton  on  104,031.59  tons,  which  was  the  tonnage  removed  during  1920 
and  1921.  This  was  based  upon  the  engineer’s  report. 

OPINION. 

Marquette  :  Two  questions  are  to  be  determined  in  this  proceed¬ 
ing,  viz:  (1)  The  proper  rate  of  depreciation  to  be  allowed  for  the 
year  1921  with  respect  to  five  items  of  the  petitioner’s  assets,  and  (2) 
the  proper  rate  of  depletion  deduction  to  be  allowed  for  exhaustion 
of  a  gravel  deposit  for  the  same  year. 

The  pleadings  indicate  a  third  question  relating  to  the  total  loss 
of  the  useful  life  of  a  dam ;  but  that  is  now  conceded  by  the  respondent 
in  his  brief. 

The  sections  of  the  1921  Revenue  Act  which  are  applicable  here 
provide : 

Sec.  234.  (a)  That  in  computing  the  net  income  of  a  corporation  subject  to 

the  tax  imposed  by  section  230  there  shall  be  allowed  as  deductions : 

*  *  *  *  *  *  ♦ 

(7)  A  reasonable  allowance  for  the  exhaustion,  wear  and  tear  of  property 
used  in  the  trade  or  business,  including  a  reasonable  allowance  for  obsolescence. 
In  the  case  of  such  property  acquired  before  March  1,  1913,  this  deduction  shall 
be  computed  upon  the  basis  of  its  fair  market  price  or  value  as  of  March 
1,  1913 ; 

******* 

(9)  In  the  case  of  mines,  oil  and  gas  wells,  other  natural  deposits,  and 
timber,  a  reasonable  allowance  for  depletion  and  for  depreciation  of  improve¬ 
ments,  according  to  the  peculiar  conditions  in  each  case,  based  upon  cost  includ¬ 
ing  cost  of  development  not  otherwise  deducted :  Provided,  That  in  the  case  of 
such  properties  acquired  prior  to  March  1,  1913,  the  fair  market  value  of  the 
property  (or  the  taxpayer’s  interest  therein)  on  that  date  shall  be  taken  in  lieu 
of  cost  up  to  that  date :  Provided  further,  That  in  the  case  of  mines,  oil  and  gas 
wells,  discovered  by  the  taxpayer,  on  or  after  March  1,  1913,  and  not  acquired 
as  the  result  of  purchase  of  a  proven  tract  or  lease,  where  the  fair  market 
value  of  the  property  is  materially  disproportionate  to  the  cost,  the  depletion 
allowance  shall  be  based  upon  the  fair  market  value  of  the  property  at  the  date 
of  the  discovery,  or  within  thirty  days  thereafter :  *  *  *. 

With  respect  to  depreciation,  the  petitioner  relies  upon  Goiconda 
Oil  Co .,  T  B.  T.  A.  955,  wherein  it  was  held  that  oil  well  equipment 
which  would  have  no  useful  life  or  value  after  the  oil  was  all  ex¬ 
tracted  should  be  depreciated  at  the  same  rate  as  that  at  which  the  oil 
was  depleted  within  the  taxable  year.  That,  however,  does  not  fully 
cover  the  present  situation ;  for  we  have  no  proof  before  us  that  the 
petitioner’s  dredges,  railway  and  equipment,  and  the  like,  would 
have  no  useful  life  after  the  gravel  pit  had  been  exhausted.  It 
is  true,  the  petitioner  was  operating  only  upon  one  tract  of  the  sev¬ 
eral  which  it  had;  it  may  also  be  true  that  the  petitioner  would 
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abandon  the  gravel  business  upon  the  exhaustion  of  this  one  pit. 
But,  so  far  as  the  evidence  shows,  the  machinery  and  equipment 
was  usable  and  in  good  condition  even  after  more  than  seven  years’ 
usage,  and  we  can  not  agree  with  the  petitioner  that  under  the 
circumstances  of  this  case  the  rate  of  depreciation  should  be  based 
solely  upon  the  so-called  unit-of-production  basis.  As  was  indicated 
in  the  Golcorida  case,  supra ,  there  is  no  one  fixed  and  universal  rule 
to  be  followed;  but  the  facts  in  each  case  must  be  carefully  con¬ 
sidered,  together  with  the  surrounding  circumstances,  and  then,  in 
the  light  of  such  facts  and  surroundings,  a  deduction  made  which 
shall  constitute  a  reasonable  allowance. 

In  the  case  of  United  States  v.  Ludey ,  274  U.  S.  295,  it  is  said  that: 

The  amount  of  the  allowance  for  depreciation  is  the  sum  which  should  be  set 
aside  for  the  taxable  year  in  order  that,  at  the  end  of  the  useful  life  of  the 
plant  in  the  business,  the  aggregate  of  the  sums  set  aside  will  (with  the 
salvage  value)  suffice  to  provide  an  amount  equal  to  the  original  cost. 

The  respondent,  in  his  deficiency  notice,  placed  the  proper  rate  of 
depreciation  at  10  per  cent;  in  his  answer  filed  in  this  proceeding 
he  claims  that  6%  per  cent  is  correct.  In  other  words,  that  the 
useful  life  of  the  property  in  question  was  15  years.  He  has  offered 
no  evidence  to  support  this  claim  and  in  our  opinion  it  is  not  sub¬ 
stantiated.  On  the  other  hand,  the  petitioner  has  not  offered  any 
proof  as  to  the  salvage  value  of  the  plant.  We  think  that  a  reason¬ 
able  allowance  for  depreciation  is  that  based  upon  a  10-year  useful 
life,  and,  therefore,  we  sustain  the  repondent’s  original  determina¬ 
tion  upon  this  point. 

As  to  depletion,  the  facts  clearly  show  that  the  petitioner  is  not 
entitled  to  a  deduction  based  upon  discovery  value,  even  though 
gravel  deposits  are  within  the  statute.  In  the  first  place,  as  to  dis¬ 
coveries  after  March  1,  1913,  the  discovery  must  be  made  by  the 
taxpayer;  secondly,  the  property  must  not  be  acquired  by  purchase 
of  a  proven  tract  or  lease.  The  petitioner's  status,  as  to  both  these 
provisions,  is  directly  contrary  to  them.  The  statute  further  pro¬ 
vides  that  depletion  based  on  discovery  “  shall  be  based  upon  the 
fair  market  value  of  the  property  at  the  date  of  discovery  or  within 
30  days  thereafter.”  The  petitioner  has  not  proven  such  market 
value. 

A  reasonable  allowance  for  depletion  is  proper,  however,  under 
the  statute.  The  burden  being  upon  the  petitioner  to  show  the 
respondent  to  be  in  error  in  his  determination  of  the  amount  of 
allowable  depletion,  and  that  burden  not  having  been  sustained  by 
any  evidence,  we  must  conclude  that  the  respondent’s  allowance  was 
correct. 
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The  petitioner’s  tax  for  the  year  1921  should  be  recomputed, 
allowing  it  a  deduction  in  full  for  the  value  of  the  dam  destroyed 
in  1921,  and  computing  depreciation  and  depletion  at  the  respective 
rates  fixed  by  the  respondent  in  his  deficiency  notice. 

Judgment  ivill  be  entered  under  Rule  50. 


American  Trust  Co.,  Administrator,  Estate  of  George  E. 

Bennie,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  12962.  Promulgated  July  27,  192S. 

Where  the  value  of  shares  of  stock  in  a  going  corporation  must 
be  determined  by  the  net  worth  of  the  corporation  as  of  a  certain 
date,  held,  the  company’s  own  inventory  taken  shortly  after  the 
date  in  question  more  truly  reflects  the  net  worth  than  does  an  esti¬ 
mated  liquidation  value. 

Jesse  I.  Miller ,  Esq.,  for  the  petitioner. 

L.  jS.  Pendleton ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in  estate 
taxes  asserted  by  the  respondent  amounting  to  $2,813.38.  The  de¬ 
ficiency  arises  from:  (1)  Including  in  the  corporate  assets  of  Alex¬ 
ander  Bennie  &  Co.,  the  sum  of  $100,000  which  was  the  proceeds 
of  an  insurance  policy  upon  the  life  of  George  E.  Bennie  and  which 
sum  was  paid  to  the  company  some  weeks  after  Bennie’s  death ;  and 
(2)  valuing  the  shares  of  stock  in  Alexander  Bennie  &  Co.,  held  by 
the  decedent  at  the  time  of  his  death,  at  $167.62  per  share  instead 
of  $142  per  share,  which  the  petitioner  claims  was  the  real  value  at 
the  time  of  the  decedent’s  death. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Tennessee  corporation,  duly  appointed  and 
qualified  as  the  administrator  with  the  will  annexed  of  the  estate 
of  George  E.  Bennie,  who  died  November  11,  1923. 

Alexander  Bennie  &  Co.,  hereinafter  called  the  company,  was  in¬ 
corporated  about  1912.  Of  the  1,500  shares  of  common  stock  of  the 
company  issued  and  outstanding  at  the  time  of  the  decedent’s  death, 
the  decedent  owned  1,290.  At  that  time  this  stock  had  a  book  value 
of  $167.62  per  share. 

The  company  was  a  mercantile  concern  doing  business  both  at 
wholesale  and  retail  in  automobile  tires,  overalls,  work  shirts,  dress 
shirts,;  jewelry,  neckwear,  laces,  hosiery,  light  hardware,  pants,  etc. 
The  retail  store  in  Nashville  was  conducted  on  the  Piggly-Wiggly 
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plan.  In  the  wholesale  department  goods  were  sent  to  retail  dealers 
on  consignment,  with  the  privilege  of  returning  unsold  goods.  The 
nature  of  the  business  resulted  in  making  the  stock  on  hand  one  of 
broken  lots,  which  reduced  its  value  for  disposition  as  an  entirety. 
The  handling  of  the  goods  in  the  retail  store,  and  the  shopworn  con¬ 
dition  of  the  consignment  goods  which  were  returned,  further  reduced 
their  sale  value.  This  reduction  in  value,  from  all  causes,  amounted 
to  approximately  20  per  cent.  However,  the  company  did  not  attempt 
to  make  any  such  reduction  in  making  up  its  annual  inventories,  but 
listed  all  goods  on  hand  at  cost,  except  that  where  merchandise  was 
so  damaged  as  to  be  worthless  it  was  put  aside  and  not  included  in 
the  inventory. 

The  inventory  taken  at  the  end  of  December,  1923,  about  six  or 
seven  weeks  after  Bennie’s  death,  showed  stock  on  hand,  valued  at 
cost,  to  the  amount  of  $125,525.51 ;  it  showed  machinery  and  fixtures 
of  the  value  of  $19,993.02.  This  included  $3,129.35  as  the  value  of 
a  machine  for  molding  automobile  tires  which  had  been  used  in 
former  years  but  which,  the  petitioner  claims,  had  been  obsolete 
and  entirely  worthless  for  several  years.  This  valuation  of  machin¬ 
ery  and  fixtures,  except  the  tire-molding  machine,  was  not  the  cost 
price,  but  was  the  estimated  net  value  after  deducting  depreciation. 

During  March,  1925,  the  company  began  to  liquidate  its  business. 
This  was  completed  in  March,  1926.  When  they  were  finally  sold, 
the  machinery  and  fixtures  brought  only  $2,726.29.  The  stock  on 
hand  and  the  machinery  and  fixtures  were  not  sold  hurriedly  to  the 
first  offerer,  but  were  disposed  of  from  time  to  time  at  the  best 
prices  obtainable.  The  merchandise  sold  for  an  aggregate  sum  of 
less  than  $100,000. 

Some  years  before  his  death,  Bennie’s  life  was  insured  in  favor 
of  the  company  for  $100,000.  This  sum  was  paid  to  the  company 
some  weeks  after  Bennie  died.  The  respondent,  in  determining  the 
value  of  the  company’s  capital  stock  when  Bennie  died,  included  this 
$100,000  as  company  assets.  The  petitioner  disputed  the  correctness 
of  such  inclusion  in  his  petition  but  abandoned  that  contention  at 
the  hearing. 

OPINION. 

Marquette  :  The  only  issue  for  our  determination  is  as  to  the  value 
of  the  common  stock  of  Alexander  Bennie  &  Co.  when  George  E. 
Bennie  died  in  November,  1923.  But  as  that  value  depends  upon 
the  worth  of  the  assets  of  that  company  at  that  time,  we  must  first 
ascertain  such  worth.  There  is  no  dispute  except  as  to  two  items  of 
the  assets:  (1)  Merchandise  on  hand,  valued  by  the  petitioner  at 
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$100,000  and  by  the  respondent  at  $125,525.51;  and  (2)  machinery 
and  fixtures,  valued  by  the  petitioner  at  $5,897.44  and  by  the  respond¬ 
ent  at  $19,993.02. 

The  respondent  has  followed  the  inventory  values  fixed  by  the 
company  itself  less  than  two  months  after  Bennie  died.  The  mer¬ 
chandise  was  inventoried  at  cost,  not  because  this  reflected  its  true 
value,  but  because,  owing  to  the  nature  of  the  consignment  business 
carried  on,  it  was  impossible  to  determine  accurately  the  exact  value 
of  the  merchandise  stock.  It  is  very  evident  that  when  goods  were 
returned  by  the  consignees,  sometimes  after  a  lapse  of  months  and 
in  broken  lots,  the  sale  value  had  depreciated.  The  testimony  shows 
that  this  depreciation  sometimes  ran  as  high  as  50  per  cent.  Goods 
in  the  retail  department  were  also  damaged  by  customers  handling 
them.  The  20  per  cent  depreciation  in  sale  value  would  seem  to  be 
not  unreasonable  if  we  consider  the  matter  on  the  basis  of  liquidat¬ 
ing  values.  But  at  the  time  of  Bennie’s  death  and  for  more  than  a 
year  afterward  the  company  was  a  going  concern.  Its  merchandise 
stock  on  hand  in  November,  1923,  was  undoubtedly  different  from 
that  on  hand  in  March,  1925,  when  liquidation  began ;  and  its  value 
may  have  been  different  also.  As  a  going  concern  it  valued  its  goods 
more  highly  than  it  would  on  a  liquidating  basis,  and  properly  so. 
It  is  as  a  going  concern  that  we  must  consider  the  company  and 
the  value  of  its  merchandise  on  hand.  On  that  basis  we  think  the 
evidence  insufficient  to  disturb  the  determination  of  the  respondent  as 
to  the  value  of  the  merchandise  in  stock  at  the  time  of  Bennie’s 
death. 

The  same  reasoning  applies  to  the  valuation  of  the  machinery 
and  fixtures,  with  the  exception  of  the  tire-molding  machine. 
Annual  depreciation  had  been  taken  upon  these  assets,  and  the  inven¬ 
tory  figure  on  December  31,  1923,  represented  their  fair  value  as 
working  assets  of  a  going  concern.  The  evidence  shows  that  the 
tire-molding  machine  had  not  been  used  for  some  considerable  time 
prior  to  the  end  of  1923;  that  Bennie  carried  it  on  the  books  at  its 
cost  value,  but  in  a  separate  account  apart  from  the  otheT  machinery 
and  fixtures;  that  he  did  this  on  the  chance  that  tire  conditions 
might  so  change  as  to  revive  the  usefulness  of  the  machine.  The 
machine  was,  however,  entirely  useless;  repeated  efforts  to  realize 
something  on  it,  even  as  scrap  metal,  proved  fruitless.  We  are  dis¬ 
posed  to  allow  the  petitioner  a  deduction  of  the  price  of  that  machine, 
namely,  $3,129.35. 

The  estate  tax  should  be  recomputed,  valuing  the  machinery  and 
fixtuTes  at  $16,867.67  instead  of  $19,993.02. 

Judgment  will  be  entered  under  Rule  SO. 
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Covington  National  Bank,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  12834.  Promulgated  July  27,  1928. 

Exchange  of  bonds  of  one  corporation  for  capital  stock  of 

another,  which  was  a  reorganization  company,  on  a  40  per  cent 

basis,  where  neither  bonds  nor  stock  had  any  readily  realizable 
market  value,  held  not  to  entitle  one  to  deduct  as  a  loss  the  differ¬ 
ence  between  the  debt  represented  by  the  bonds,  and  the  par  value 
of  the  stock.  / 

I).  E.  Mount  can  tie,  for  the  petitioner. 

P.  A.  Bayer ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in 
income  taxes  asserted  by  the  respondent  for  the  year  1921.  The 
deficiency  amounts  to  $134.21.  It  arises  from  the  disallowance,  bv 

the  respondent,  of  a  deduction  claimed  as  a  loss  on  exchange  of 

bonds  for  corporate  stock. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  national  bank  located  at  Covington,  Va. 
About  1902  or  1903  it  loaned  to  an  individual  the  sum  of  $9,000, 
taking  as  collateral  security  bonds  of  the  par  value  of  $18,000  issued 
by  a  corporation  known  as  the  Rich  Patch  Iron  &  Ore  Co.  The 
borrower  died  penniless  in  1918.  No  interest  was  ever  paid  on  the 
bonds.  The  company  became  insolvent  and  ceased  operations.  To 
avert  a  receivership  of  the  Ore  Company,  a  new  corporation,  the 
Rich  Patch  Land  Co.,  was  organized  in  1921.  The  holders  of  bonds 
of  the  Ore  Company  were  given  stock  in  the  Land  Company  on  the 
basis  of  40  per  cent  of  their  holdings.  The  petitioner  received  such 
stock  to  the  amount,  at  par,  of  $7,200  for  its  debt  of  $9,000.  The 
exchange  was  made  in  July  or  August  of  1921. 

No  dividends  have  been  paid  on  the  stock  of  the  Land  Company. 
It  leased  its  property  to  the  Lowmoor  Iron  Co.  on  a  mining  basis. 
The  Lowmoor  Co.  has  now  ceased  to  operate  and  the  Land  Company 
is  not  in  operation. 

The  petitioner,  prior  to  1921,  made  repeated  efforts  to  sell  the  bonds 
of  the  Ore  Company  which  it  held,  but  was  unable  to  dispose  of 
them.  In  making  its  tax  return  for  1921  it  deducted  from  income 
the  sum  of  $1,800  claimed  as  a  loss  in  exchanging  its  bonds  of  the 
Ore  Company  for  $7,200  of  Land  Company  stock.  The  respondent 
has  disallowed  this  deduction. 


OPINION. 

Marquette  :  The  facts  in  this  proceeding  seem  to  fall  squarely 
within  the  provisions  of  section  202  (c)  (2)  of  the  Revenue  Act  of 
1921. 
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Sec.  202.  (c)  For  the  purposes  of  this  title,  on  an  exchange  of  property,  real, 
personal  or  mixed,  for  any  other  such  property,  no  gain  or  loss  shall  be  recog¬ 
nized  unless  the  property  received  in  exchange  has  a  readily  realizable  market 
value;  but  even  if  the  property  received  in  exchange  has  a  readily  realizable 
market  value,  no  gain  or  loss  shall  be  recognized — 

******* 

(2)  When  in  the  reorganization  of  one  or  more  corporations  a  person  receives 
in  place  of  any  stock  or  securities  owned  by  him,  stock  or  securities  in  a  cor¬ 
poration  a  party  to  or  resulting  from  such  reorganization.  *  *  * 

No  doubt  the  petitioner  sustained  a  loss — greater  even  than  has 
been  claimed  in  its  tax  return.  But  it  is  not  such  a  loss  as,  under 
the  1921  Revenue  Act,  can  be  deducted  from  income.  The  determi¬ 
nation  of  the  respondent  is,  therefore,  sustained. 

Judgment  will  be  entered,  for  the  respondent . 


Fidelity  Trust  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13638.  Promulgated  July  27,  1928. 

1.  The  city  and  county  taxes  involved  herein  paid  by  the  peti¬ 
tioner  in  1920  were  obligations  of  the  petitioner  and  not  of  its- 
stockholders,  and  the  amount  thereof  is  properly  deductible- bn  com¬ 
puting  the  petitioner's  net  income  for  1920. 

2.  The  stock-subscription  agreements  or  -contracts-*  involved  herein 
held  to  be  “  evidences  of  indebtedness  ”  within  t^e  meaning  of  sec¬ 
tion  325  (a)  of  the  Revenue  Act  of  1918  amU  section  325  (a)  of 
the  Revenue  Act  of  1921,  which  should  'oe  included  in  the  peti¬ 
tioner’s  invested  capital. 

J.  Harry  Price ,  Esq.,  for  the  petitioner. 

J.  L .  Deveney ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  The  redetermination  of  deiicencies  in 
income  and  excess-profits  Rlxes  asserted  b}7  the  respondent  in  the 
amounts  of  $2,622.87  for  the  year  1920  and  $392.69  for  the  year  1921. 
They  arise  from  the  disallowance  by  the  respondent  of  deductions 
taken  by  the  petitioner  irl  its  income-tax  return  for  1920  on  account 
of  certain  city,  county  apd  state  taxes  paid  by  it  in  that  year  in  the 
amount  of  $7,495;  the  exclusion  from  invested  capital  of  certain 
amounts  represented  b}7  stock-subscription  agreements,  and  the  in¬ 
clusion  in  net  income  bv  the  respondent  of  a  certain  amount  which 

t, 

he  claims  was  income  ta>*  deducted  by  the  petitioner. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  coiPora^on  organized  under  the  laws  of  the 
State  of  Tennessee  with  its  principal  office  and  place  of  business  at 
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Knoxville.  It  is  and  was  during  the  years  1920  and  1921  engaged  in 
the  general  trust  business,  acting  as  executor,  administrator,  guardian, 
and  in  other  fiduciary  capacities. 

In  the  year  1920  the  petitioner  paid  to  the  City  of  Knoxville  and 
to  Knox  County,  Tenn.,  taxes  in  the  amount  of  $7,495.60.  The  taxes 
as  shown  on  the  tax  book  for  Knox  County  and  the  City  of  Knoxville 
are  as  follows : 

Assessment  Record,  Knox  County,  Tennessee,  1919. 

Fifth  Ward,  City  of  Knoxville. 

Fidelity  Trust  Company. 

Line  19. 

Personal  Property _ 

Tax  Book — Knox  County,  Tennessee — 1919. 

Fifth  Ward,  City  of  Knoxville. 

Fidelity  Trust  Company. 

Personal  property _ 

Total  Tax _ 

Paid  March  17.  1920. 

Receipt  No.  9661. 


$165,  000.  00 

$165,  000.  00 
3,  382.  50 


City  of  Knoxville,  Tennessee. 

Assessment  Roll  &  Tax  Book  for  1920. 

Page  165 — Line  32. 

Fidelity  Trust  Company. 

1  lot,  No.  64,  north  side  Southern  Railway  Adjoining  De  Armond, 


fronting  169,  depth  120: 

Assessed  value  of  property— _  $1,  000.  00 

Assessed  value  personal  prope  rty _ _  206,  722.  00 


Total  assessed  value _  207,  722.  00 

Total  amount  tax _ _ _  4,154.44 

Lot _ _ _  20.  00 

Personalty _ 1 _ ' _  4, 134.  44 

Discount  lot _  $0.  20 

Discount  Personalty _ _ _  41.  34 


Balance  lot _ * _  19.  80 

Balance  Personalty _  4,  093. 10 

Paid  to  Commissioner : 

Lot  July  2,  1920— Receipt  No.  1663. 


Personalty  July  2,  1920 — Receipt  No.  1679. 

The  petitioner’s  books  of  account  were  kept  on  the  cash  receipts 
and  disbursements  basis. 

In  its  income-tax  return  for  1920  the  petitioner  claimed  a  deduc¬ 
tion  from  gross  income  on  account  of  taxes  paid  in  the  amount  of 
$8,795.05,  which  included  the  amount  of  $7,495.60  paid  to  Knox 
County,  Tennessee,  and  the  City  of  Knoxville  as  above  set  forth. 
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The  respondent  disallowed  the  deduction  to  the  extent  that  it  was 
based  on  said  taxes  paid  by  the  petitioner  to  Knox  County,  Tennessee, 
and  the  City  of  Knoxville,  on  the  ground  that  they  were  taxes  on  the 
shares  of  the  petitioner’s  capital  stock  which,  under  the  laws  of 
Tennessee,  were  payable  by  the  stockholders. 

During  the  year  1920  the  petitioner  increased  its  capital  stock  from 
$200,000  to  $500,000.  The  entire  amount  of  the  increase,  $300,000, 
was  subscribed  between  July  9,  and  December  31,  1920,  under  the 
following  contract : 

I,  the  undersigned,  do  hereby  subscribe  for  and  agree  to  pay  for - shares 

of  the  capital  stock  of  the  Fidelity  Trust  Company,  a  Tennessee  corporation, 
with  its  principal  office  and  place  of  business  in  Knoxville,  Tennessee,  of  the 
par  value  of  One  Hundred  ($100.00)  Dollars  per  share,  and  agree  to  pay  there¬ 
for  the  sum  of  One  Hundred  and  Fifty  ($150.00)  Dollars  per  share,  which  is 

the  present  book  value,  to  be  paid  for  as  follows :  20%  or -  Dollars  cash, 

upon  the  execution  of  this  subscription  contract,  and  the  balance, - Dollars 

to  be  paid  at  the  rate  of  twenty-five  per  cent  per  quarter  until  paid  in  full. 

I  hereby  authorize  the  Fidelity  Trust  Company  and  its  officers  and  agents 
to  issue  said  stock  and  hold  the  same  in  trust,  as  security  for  the  payment  of 
said  deferred  payments,  the  said  stock  to  be  delivered  to  me  after  payment  in 
full  has  been  made.  Should  default  be  made  in  the  payment  of  any  of  said 
deferred  payments,  I  hereby  authorize  the  Fidelity  Trust  Company  and  its 
officers  and  agents  to  sell  said  stock  at  public  or  private  sale  and  apply  the 
proceeds  derived  therefrom  to  the  satisfaction  of  any  balance  due  by  me  on  this 
subscription. 

I  hereby  further  authorize  the  Fidelity  Trust  Company  to  charge  against 

my  account  the  sum  of  — - ,  being  $150.00  per  share,  and  in  addition  thereto 

to  charge  against  me  at  the  end  of  each  quarter  an  amount  equal  to  the  increased 
book  value  of  the  unpaid  portion  of  said  shares  of  stock  in  excess  of  $150  per 
share,  provided,  however,  that  I  am  to  receive  as  my  pro-rata  part  of  the  net 
earnings  of  said  corporation,  the  full  amount  earned  by  said  stock  above  sub¬ 
scribed  for  as  if  the  same  had  been  paid  for  in  cash  on  the  date  of  this 
subscription. 

I  also  hereby  expressly  reserve  the  right  to  pay  all  said  deferred  payments 
in  full  on  the  first  day  of  any  calendar  month,  plus  the  increased  value  of  said 
stock,  according  to  the  books  of  the  company  at  the  time  of  such  payment. 
This  subscription  is  to  be  binding  whether  the  entire  capitalization  of  $500,000  is 
subscribed  for  or  not. 

Signed  in - on  this  the _ day  of _ , 

1920. 

Accepted,  this  the _ day  of _ ,  1920. 

Fidelity  Trust  Company. 

Per  _ 

* 

All  of  the  subscribers  were  reputable  and  financially  responsible 
persons.  As  the  subscriptions  were  received,  the  stock  called  for 
was  issued  to  the  subscriber  and  held  as  collateral  security  until  the 
account  was  fully  paid.  Stock  so  issued  participated  in  earnings 
and  dividends  from  the  date  of  sale,  the  dividends  being  paid  directly 
to  the  respective  stockholders.  The  respondent  excluded  the  con- 
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tracts  mentioned  from  the  petitioner’s  invested  capital  for  1920  and 
1921,  but  did  include  therein  the  payments  made  by  the  various  sub¬ 
scribers  prorated  during  1920  and  1921  on  the  basis  of  the  number 
of  days  during  each  year  that  the  several  payments  were  effective. 

OPINION. 

Marquette  :  The  first  question  presented  for  our  decision  is  whether 
the  taxes  paid  by  the  petitioner  in  the  year  1920  to  Knoxville  County, 
Tennessee,  and  the  City  of  Knoxville,  were  taxes  due  from  the  peti¬ 
tioner  as  its  own  obligation  or  were  paid  by  it  for  and  on  behalf  of 
the  stockholders.  It  seems  to  be  not  disputed  that  if  the}7  were 
assessed  against  the  petitioner  on  its  own  property  and  constituted 
its  own  obligation,  they  are  properly  deductible  in  computing  net 
income  for  1920.  The  respondent,  however,  urges  that  they  were 
assessed  on  the  shares  of  the  petitioner's  capital  stock,  and  that  under 
the  laws  of  Tennessee  they  were  obligations  of  the  petitioner’s  stock¬ 
holders  which  the  petitioner  paid  and  for  which  it  had  a  right  or 
claim  to  reimbursement.  The  provisions  of  the  laws  of  Tennessee 
applicable  here  are  found  in  Thompson’s  Shannon's  Code  of  Ten¬ 
nessee  (Ed.  1917),  and  are  as  follows: 

Sec.  796(a).  Be  It  Further  Enacted,  That  the  shares  of  stock  of  stock¬ 
holders  of  any  bank  or  banking  association,  savings  bank,  or  loan  company,  or 
insurance  company,  or  investment  company,  or  cemetery  company,  or  company 
or  incorporation  (other  than  such  as  are  defined  and  assessable  under  Sec¬ 
tions  21  and  22  of  this  Act)  doing  business  in  this  State,  whether  domestic  or 
foreign,  shall  be  assessed  and  taxed  for  State,  county,  and  municipal  purposes 
as  the  personal  property  of  the  stockholders,  whether  they  reside  within  or 
without  the  State  of  Tennessee ;  Provided,  However,  the  assessment  of  such 
shares  of  stock  as  the  property  of  the  stockholders  shall  be  in  lieu  of  any 
assessment  or  taxation  of  the  capital  stock  or  corporate  property  of  such  cor¬ 
poration,  company,  or  association.  Shares  of  stock  assessable  under  this  sec¬ 
tion  shall  be  assessed  at  not  less  than  the  actual  cash  value  of  the  same,  less  the 
assessed  value  of  realty  and  tangible  property,  which  said  actual  cash  value 
of  shares  of  stock  shall  be  computed  by  looking  to  and  considering  the 
market  value;  and  if  no  market  value,  the  actual  value  of  the  shares  of  stock, 
or  from  any  other  evidence  of  the  value  of  the  same. 

Real  estate  and  tangible  personalty  of  any  corporation,  company,  or  associa¬ 
tion  defined  in  this  section  shall  be  assessed  to  the  same  in  the  same  mode  and 
manner  and  where  situate  as  other  real  estate  and  tangible  personalty ;  but 
in  computing  the  assessable  value  of  such  shares  of  stock,  the  assessed  value 
of  the  realty  and  tangible  property  shall  be  deducted  from  the  value  of  the 
shares  of  stock  and  the  remaining  value  constitute  the  value  upon  which 
the  assessment  shall  be  made.  Assessments  of  shares  of  stock  under  this  sec¬ 
tion  shall  be  made  at  the  place,  ward,  or  district  of  the  town  or  county  in 
which  the  corporation,  association,  or  company  is  located.  The  president  or 
business  manager  of  any  corporation,  association,  or  company  defined  in  this 
section  of  this  Act  is  hereby  required  to  till  out  and  furnish  upon  oath  to  the 
Assessor  an  assessment  schedule  in  writing  (to  be  tiled  with  the  County  Court 
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Clerk  for  preservation),  which  schedule  shall  contain  the  following  questions, 
viz : 

1.  The  amount  of  capital  invested  in  the  business. 

2.  The  shares  of  stock  outstanding,  with  the  name  and  residence  of  the 
shareholder. 

3.  The  market  value;  and  if  no  market  value,  the  actual  value  of  the  shares 
of  stock,  and  what  the  shares  of  stock  can  be  sold  for  on  the  market. 

4.  The  amount  of  dividends  for  the  last  two  years,  the  amount  of  surplus 
and  undivided  profits,  if  any. 

5.  A  certified  copy  of  the  assessed  value  of  the  real  estate  and  tangible 
personalty  and  where  situate. 

6.  Such  other  facts  pertaining  to  the  value  of  the  shares  of  stock  as  may  be 

demanded  or  deemed  material  by  the  assessor. 

*  *  *  *  *  *  * 

Sec.  796  a-3.  That  for  the  purpose  of  collecting  such  taxes,  and  in  addition 
to  any  other  laws  of  this  State  relative  to  the  imposition  and  collection  of 
taxes,  it  shall  be  the  duty  of  such  corporation  to  *pay  the  taxes  due  upon  such 
stock,  regardless  of  any  dividend  or  earnings  belonging  to  such  stockholder,  a 
prior  lien  being  hereby  declared  on  all  such  stock  on  and  after  the  tenth  day 
of  January  of  each  year,  and  the  said  corporation  being  hereby  subrogated 
to  such  prior  lien  for  the  purpose  of  enforcing  repayment  of  any  taxes  that 
may  be  so  paid  for  the  account  of  any  such  stockholder.  If  the  taxes  on  such 
shares  shall  not  be  paid  by  such  corporation,  then  the  State,  county,  and 
municipality  may,  after  such  tax  may  have  become  delinquent,  proceed  to 
collect  the  same  by  attachment  on  said  shares  of  stock  in  any  court  of  compe¬ 
tent  jurisdiction  through  counsel  to  be  employed  for  that  purpose.  *  *  * 

We  think  it  is  clear  from  the  section  of  law  just  quoted  that  the 
petitioner’s  real  estate  and  tangible  property  are  taxable  to  it,  and 
that  the  intangible  value  of  the  petitioner’s  capital  stock,  determined 
by  deducting  from  the  full  value  of  the  stock  the  assessed  value  of 
the  real  estate  and  tangible  personalty  of  the  petitioner,  is  taxed 
to  the  petitioner’s  stockholders  as  their  personal  property.  The 
petitioner  is,  however,  for  convenience  of  collection  required  to  pay 
the  tax  assessed  against  the  stockholders,  and  is  given  the  right  to 
collect  from  the  stockholders  the  amount  so  paid. 

The  evidence  relative  to  the  nature  of  the  taxes  in  question  is  not 
entirely  clear  or  wholly  satisfactory,  and  we  think  that  more  and 
clearer  evidence  might  have  been  produced.  However,  we  can  not 
here  indulge  in  speculation  or  conjecture  as  to  what  that  evidence 
might  show,  but  we  must  base  our  decision  entirely  on  the  record 
before  us  and  the  law  applicable  thereto.  On  the  tax  records  of 
Knox  County,  Tennessee,  and  the  City  of  Knoxville,  the  taxes  we 
have  under  consideration  purport  to  be  assessed  to  the  petitioner 
on  real  estate  and  personal  property.  There  is  nothing  in  the  evi¬ 
dence  from  which  we  can  find  that  they  were  assessed  on  the  peti¬ 
tioner’s  capital  stock  u  as  personal  property  of  the  stockholders.” 
On  the  state  of  the  record  we  can  oidy  hold  that  these  taxes  are  what 
they  purport  to  be  from  the  records  of  Knox  County,  Tennessee, 
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and  the  City  of  Knoxville,  which  have  been  presented  to  us,  namely, 
taxes  assessed  against  the  petitioner  on  its  real  estate  and  personal 
property,  and  that  therefore  they  are  deductible  in  computing  the 
petitioner’s  net  income  for  1920. 

We  are  also  of  opinion  that  the  several  agreements  or  contracts 
should  be  included  in  the  petitioner’s  invested  capital  at  their  face 
value  from  the  time  they  were  executed. 

Section  326  (a)  of  the  Revenue  Act  of  1918  provides: 

That  as  used  in  this  title  the  term  “  invested  capital  ”  for  any  year  means — 
*  *  *  *  *  *  * 

(2)  Actual  cash  value  of  tangible  property,  other  than  cash,  bona  tide  paid 
in  for  stock  or  shares,  at  the  time  of  such  payment,  *  *  * 

Tangible  property  is  defined  in  section  325  (a)  of  the  same  Act 
as  meaning :  “  stocks,  bonds,  notes,  and  other  evidences  of  indebted¬ 
ness.” 

The  contracts  here  in  question,  in  our  opinion,  fall  within  the 
meaning  of  these  sections  of  the  1918  Revenue  Act.  Whether  they 
were  promissory  notes,  as  the  petitioner  contends,  or  whether  they 
were  not,  they  certainly  consituted  “  evidences  of  indebtedness.” 
They  were  binding  contracts,  accepted  by  the  petitioner  as  payment 
for  its  capital  stock.  The  stock  was  issued  to  the  persons  who  exe¬ 
cuted  these  agreements,  as  and  when  the  agreements  were  executed. 
Dividends  upon  such  stock  were  paid  direct  to  these  stockholders. 
The  evidence  shows  that  these  agreements  had  a  marketable  value  in 
the  City  of  Knoxville  of  one  hundred  cents  on  the  dollar,  and  there 
is  no  question  of  their  bona  fides. 

As  these  agreements  were  executed,  the  sales  they  called  for  were 
completed  by  the  petitioner  by  the  issuance  of  the  designated  num¬ 
ber  of  shares  of  capital  stock.  There  was  then  something  more  than 
a  mere  subscription  or  promise  to  buy  which  might  perhaps  be  abro¬ 
gated;  there  was  an  executed  contract,  in  so  far  as  the  petitioner  was 
concerned,  by  which  the  obligor  became  the  owner  of  shares  of  stock 
which  he  hypothecated  as  collateral  security  for  the  balance  of  his 
obligation.  We  think  the  facts  here  distinguish  this  case  from  those 
of  Centred  Consumers  1 Vine  &  Liquor  Co .,  1  B.  T.  A.  1190,  and 
Diamiand  Red  Paint  Co .,  3  B.  T.  A.  688,  upon  which  the  respondent 
relies.  We  are  of  opinion,  and  so  hold,  that  the  agreements  or  con¬ 
tracts  in  question  were  “  evidences  of  indebtedness  ”  within  the 
meaning  of  the  Revenue  Acts  of  1918  and  1921;  that  they  were  exe¬ 
cuted  by  responsible  and  solvent  subscribers;  were  bona  fide  paid  in 
for  the  petitioner’s  stock,  and  that  the  petitioner  is  entitled  to  include 
them  in  its  invested  capital  at  their  face  value. 

Judgment  will  be  entered  under  Bute  50. 


J.  H.  PARKER. 
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J.  H.  Parker,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  12568.  Promulgated  July  27,  1928. 

Leon  F.  Cooper,  Esq.,  for  the  petitioner. 

Brice  Toole,  Esq.,  for  the  respondent. 

Stern hagen  :  The  Commissioner  determined  a  deficiency  of 
$617.30  income  tax  for  1921,  and  in  doing  so  held  that  the  petitioner 
had  no  right  to  deduct  the  premiums  on  a  life  insurance  policy  taken 
out  by  the  petitioner  to  protect  his  creditors  and  avoid  bankruptcy. 
The  facts  alleged  in  the  petition  are  all  admitted  in  the  answer  and 
are  therefore  found  as  alleged. 

During  the  year  1915,  and  prior  thereto,  the  taxpayer  was  engaged  in  busi¬ 
ness  as  an  individual  trading  as  C.  S.  Knowles. 

In  1915,  the  taxpayer  had  become  so  involved  financially,  bankruptcy  pro¬ 
ceedings  having  been  filed  against  him,  that  he  began  negotiations  with  his 
creditors  looking  to  a  settlement  of  his  obligations. 

An  agreement  of  settlement  between  the  taxpayer  and  his  creditors  was 
reached,  one  of  the  conditions  of  which  agreement  being  that  the  taxpayer 
take  out  life  insurance  in  the  amount  of  $50,000,  the  creditors  being  made 
the  beneficiaries  of  such  life  insurance. 

Pursuant  to  this  agreement  of  settlement  with  his  creditors,  the  taxpayer 
did,  in  the  year  1915,  take  out  life  insurance  in  the  amount  of  $50,000,  and 
his  creditors  were  made  the  beneficiaries  thereof. 

During  the  calendar  year  1921,  there  was  life  insurance  on  the  life  of  the 
taxpayer,  of  which  his  creditors  were  the  beneficiaries,  in  the  amount  of 
$50,000. 

The  premium  on  the  said  $50,000  life  insurance  for  the  calendar  year  1921 
was  $3,218,  and  was  paid  by  the  taxpayer. 

The  taxpayer  deducted  $3,218,  premium  on  the  said  life  insurance,  as  a 
business  expense,  in  reporting  his  income  for  the  calendar  year  1921. 

The  Commissioner  of  Internal  Revenue  disallowed  the  deduction  of  the  said 
$3,218,  premium  on  said  life  insurance,  in  computing  the  taxpayer’s  income 
for  the  calendar  year  1921. 

The  petitioner  contends  that  upon  this  state  of  facts  it  must  be 
said  as  a  matter  of  law  that  the  premiums  paid  were  deductible  as 
u  ordinary  and  necessary  expenses  paid  or  incurred  during  the  tax¬ 
able  year  in  carrying  on  any  trade  or  business  ”  under  section  214 
(a)  (1)  of  the  Revenue  Act  of  1921.  The  respondent  invokes  sec¬ 
tion  215  (a)(4),  which  provides  that  in  computing  net  income  no 
deduction  shall  in  any  case  be  allowed  in  respect  of  “  premiums  paid 
on  any  life  insurance  policy  covering  the  life  of  any  officer  or  em¬ 
ployee,  or  any  person  financially  interested  in  any  trade  or  business 
carried  on  by  the  taxpayer  when  the  taxpayer  is  directly  or  indirectly 
a  beneficiary  under  such  policy.”  This  provision  has  been  several 
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times  construed.  Rieck  v.  Eeiner ,  20  Fed.  (2d)  208;  25  Fed.  (2d) 

453 ;  48  S.  Ct.  603 ; - U.  S. - ,  was  a  case  substantially  similar, 

although  the  policy  there  under  consideration  was  taken  out  naming 
the  taxpayer  or  his  estate  as  beneficiaries,  while  here  it  is  alleged 
that  the  creditors  were  made  the  beneficiaries.  See  also  Omaha .  Ele¬ 
vator  Co .,  6  B.  T.  A.  817;  Joy  Floral  Go .,  7  B.  T.  A.  800,  810; 
Williamson  Veneer  Co .,  10  B.  T.  A.  1259.  We  need  not  repeat  the 
discussion  in  these  cases  to  the  effect  that  the  beneficiary  contem¬ 
plated  by  section  215  (a)  (4)  is  not  necessarily  confined  to  the  person 
named  in  the  policy,  but  may  include  one  whose  interests  are 
indirectly  favorably  affected  thereby. 

In  the  present  case  it  does  not  appear  from  the  alleged  facts  that 
in  no  event  would  the  petitioner  benefit  from  the  policy.  While 
this  would  depend  upon  the  terms  of  the  policy  and  also  the  agree¬ 
ment  with  the  creditors,  it  may  be  supposed  that  if  the  policy  sur¬ 
vives  the  liquidation  of  the  petitioner’s  indebtedness  it  will  there¬ 
after  enure  either  directly  or  indirectly  to  his  benefit.  And  if  this 
be  so,  the  Commissioner  correctly  held  that  during  this  taxable  year 
the  premium  was  paid  upon  a  policy  of  which  the  petitioner  was 
directly  or  indirectly  the  beneficiary.  We  can  not  conclude  that  the 
respondent  was  in  error  and  that  section  215  (a)  (4)  did  not  apply  1 
from  the  fact  that  the  “  creditors  of  the  taxpayer  were  the  benefi¬ 
ciaries  of  the  policy  ”  as  alleged  in  the  petition. 

As  has  been  pointed  out  in  earlier  decisions,  a  payment  which  j 
comes  fairly  within  the  specific  inhibitions  of  section  215  (a)  (4)  may  | 
not  be  deducted  as  an  ordinary  business  expense  under  the  more 
general  provision  of  section  214  (a)  (1). 

Judgment  will  he  entered  for  the  respondent .  1 


East  Lynn  Coal  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  No.  12.r)15.  Promulgated  July  30,  1928. 

The  value  for  invested  capital  purposes  of  a  5, 140-acre  tract  of 
coal  lauds,  acquired  in  1902  in  exchange  for  petitioner’s  capital 
stock,  determined. 

Frank  M.  Dixon ,  Esq.,  for  the  petitioner. 

Orris  W.  Bennett ,  Esq.,  and  Hartford  Alien ,  Esq.,  for^  the 
respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  of 
$13,781.66,  income  and  profits  taxes  for  1920. 
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The  sole  issue  presented  is  the  value,  if  any,  which  petitioner  is 
entitled  to  include  in  invested  capital  for  certain  coal  lands  acquired 
in  1902. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation,  organized  and  incorporated  Octo¬ 
ber  30,  1902,  under  the  laws  of  the  State  of  West  Virginia,  with  its 
principal  office  in  East  Lynn,  Wayne  County,  W.  Va. 

Prior  to  and  during  a  portion  of  1902  B.  J.  Prichard,  in  conjunc¬ 
tion  with  Wayne  Ferguson  and  J.  R.  Miller,  held  in  fee,  in  ownership 
of  minerals,  and  under  option,  many  thousands  of  acres  of  land  in 
the  Stonewall  District  of  West  Virginia.  In  1902  these  holdings  of 
Prichard  and  his  associates  were  gone  over  by  A.  J.  Perry  together 
with  an  engineer  and  two  other  men.  From  these  holdings  a  5,140- 
acre  tract  was  blocked  out  by  A.  J.  Perry  and  George  W.  Miles. 
The  tract  was  blocked  out  in  the  form  of  an  arc  approximately  8 
miles  in  length,  but  narrow  as  to  width,  and  was  situated  at  the 
mouth  of  the  valley  of  Camp  Creek,  Little  Lynn  Creek,  and  the  left 
fork  of  Twelve  Pole  Creek,  approximately  8  miles  from  a  railroad 
and  about  23  miles  from  the  Ohio  River  and  near  the  junction  of 
the  Kentucky  and  Ohio  lines.  The  acreage  as  carved  out  prevented 
the  shipping  of  coal  from  the  valley  above  except  over  this  tract, 
which  was  the  only  outlet  for  the  whole  valley.  The  area  thus 
bottled  up  amounted  to  approximately  15  square  miles. 

In  1902  these  lands  were  in  a  virgin  and  undeveloped  field. 
Prichard  and  his  associates  had  obtained  a  charter  for  a  railroad 
on  or  about  June  6,  1902,  but  had  done  only  such  work  as  was  neces- 
sarv  to  maintain  their  charter.  The  tract  had  two  seams  of  coal  and 
an  estimated  minimum  tonnage  of  recoverable  coal  of  31,090,000  tons, 
which  had  a  value  in  1902  of  one  cent  a  ton. 

A.  J.  Perry  and  Miles  arranged  with  Prichard  to  buy  the  land  and 
to  procure  the  financial  assistance  necessary  to  build  the  railroad  and 
develop  the  coal  properties.  Prichard  and  his  wife,  and  Prichard 
as  Trustee,  conveyed  the  acreage  blocked  out  to  W.  W.  Hughes, 
Trustee,  by  deed  dated  September  1,  1902,  and  at  that  time  the  rail¬ 
road  facilities  had  not  been  assured. 

On  October  30,  1902,  the  petitioner  was  organized  for  the  specific 
purpose  of  taking  over  and  operating  the  coal  properties  aforesaid, 
with  an  authorized  capitalization  of  $300,000,  par  value  $100  per 
share.  The  financial  plan  evolved  \fy  A.  J.  Perry  and  Miles,  on  the 
one  hand,  and  by  Prichard  and  his  associates,  on  the  other  hand, 
called  for  a  cash  payment  to  Prichard  and  his  associates  of  $51,400 
and  40  per  cent  of  the  petitioner’s  capital  stock. 
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The  minutes  of  the  first  meeting  of  the  stockholders  of  the  peti¬ 
tioner  held  on  October  30,  1902,  showed  the  following  stockholders 
as  charter  members  with  their  holdings: 

Shares. 


George  W.  Miles _  4 

Wayne  P.  Ferguson _ _ _ 1 

B.  J.  Prichard _  1 

A.  J.  Perry _ [ _  3 

J.  R.  Miller _ _ 1 


At  this  meeting  the  directors  elected  were  the  stockholders  above- 
named.  each  of  whom  received  10  votes.  At  an  adjourned  meeting 
of  the  stockholders  on  the  same  date  A.  J.  Perry  and  Miles  submitted 
a  proposition  for  the  purchase  of  the  aforesaid  block  of  5,140  acres 
as  follows : 

To  the  Stockholders  and  Board  of  Directors  of  the  East  Lynn  Coal  Company: 

Gentlemen:  We  submit  to  you  the  following  proposit'on: 

(1)  We  will  cause  Mr.  W.  W.  Hughes,  Trustee,  to  convey  to  your  Company 
all  the  title  that  is  vested  in  him  in  and  to  certain  tracts  and  parcels  of  land 
situate  in  Wayne  County,  West  Virginia,  at  and  near  the  mouth  of  Lynn 
Creek,  on  the  left  fork  of  Twelve  Pole  Creek,  being  the  same  lands  and  rights 
and  privileges  therein  that  were  conveyed  to  the  said  Hughes,  Trustee,  by  B. 
J.  Prichard  and  wife  and  B.  J.  Prichard,  Trustee,  by  deed  dated  the  1st  day 
of  September,  1902.  which  deed  is  recorded  in  Deed  Book  55  at  page  —  of  the 
record  for  deeds  in  the  Wayne  County  Court  Clerk’s  office,  refer  nee  to  which 
is  here  made  for  more  particular  description  of  said  property. — we  joining  in 
said  deed  with  said  W.  W.  Hughes,  Trustee,  and  Mrs.  Miles,  the  wife  of 
George  W.  Miles,  joining  there’ll  for  the  purpose  of  relinquishing  her  right 
of  dower  in  said  property;  said  deed  to  convey  all  of  the  lands  that  were 
conveyed  to  the  said  Hughes,  Trustee,  by  B.  J.  Prichard  and  wife  and  B.  J. 
Prichard.  Trustee. 

(2)  In  consideration  of  the  conveyance  of  said  land  your  Company  to  issue 
to  us,  or  our  assigns,  2990  shares  of  the  capital  stock  of  said  company,  fully 
paid  up  and  non -assessable,  and  also  your  Company  to  execute  and  give  a 
mortgage  over  said  property  to  secure  the  issue  of  $150,000.00  of  first  mortgag  * 
bonds,  of  the  denomination  of  $5,000.00  each,  the  B:g  Sandy,  East  Lynn  and 
Guyan  Railroad  Company  joining  in  said  mortgage  and  including  therein  all  of 
its  property  as  a  security  for  the  payment  of  said  bonds  and  the  interest 
thereon.  A  form  of  mortgage  is  here  submitted  as  a  part  of  this  proposition, 
marked  ‘Mortgage’. 

(3)  Ten  (10)  of  said  bonds  are  to  go  as  a  payment  for  the  orig  nal  pur¬ 
chase  price  of  sa  d  lands;  the  other  ten  (10)  bonds  we  will  take  and  furnish 
therefor  the  sum  of  $50,000.00  to  the  credit  of  your  Company,  to  he  used  for 
the  purpose  of  opening  up  mines  upon  said  proi>erty,  building  and  constructing 
and  providing  and  equipping  houses,  stores,  and  mining  plant  and  operating 
the  coal  mines  to  he  developed  upon  said  lands. 

Fourth.  We  will  also  pay  to  the  Big  Sandy.  East  Lynn  and  Guyan  Railroad 
Company  the  sum  of  fifty  thousand  dollars  ($50,000)  in  cash,  to  be  used  by 
sa  d  Company  in  the  construction  and  equipment  of  its  railroad  from  a  point 
at  or  near  the  town  of  Wayne.  Wayne  County,  W.  Va.,  to  a  point  at  or  near  the 
town  of  East  Lynn,  Wayne  County.  W.  Va.,  in  consideration  of  which  sum  of 
money  so  to  be  furnished  at  once  $50,000.00  of  the  bonds  provided  for  under 
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the  joint  mortgage  executed  by  the  East  Lynn  Coal  Company  and  the  Big 
Sandy,  East  Lynn  and  Guyan  Railroad  Company,  and  the  further  considera¬ 
tion  of  2990  shares  of  the  capital  stock  fully  paid  up  and  nonassessable  of  the 
Big  Sandy,  East  Lynn  and  Guyan  Railroad  Company. 

If  the  foregoing  proposition  is  accepted,  we  hereby  direct  the  President  and 
Secretary  of  the  East  Lynn  Coal  Company  to  issue  the  stock  contemplated 
in  this  proposition  as  follows : 

Shares. 


Wayne  P.  Ferguson _  249 

J.  R.  Miller _  249 

A.  I.  Miller _  50 

Clyde  Miller _  50 

B.  J.  Prichard _  499 

George  W.  Miles,  Trustee _ 1893 


And  we  also  further  direct  that  the  stock  of  the  B  g  Sandy,  East  Lynn  and 
Guyan  Railroad  Company  be  issued  by  the  Secretary  and  President  of  that 
Company  to  the  following  persons : 

Shares. 


Wayne  P.  Ferguson _  498 

J.  R.  Miller _  498 

B.  J.  Prichard _  448 

A.  J.  Perry,  Trustee _ 1546 


All  of  which  is  respectfully  submitted. 

Geo.  W.  Mit.es. 

A.  J.  Perry. 

The  foregoing  proposition  was  accepted  by  the  other  stockholders, 

A.  J.  Perry  and  Miles  withdrawing  while  the  vote  was  being  taken. 
Accordingly,  W.  W.  Hughes,  Trustee,  George  W.  Miles,  Mattie  M. 
Miles,  his  wife,  and  A.  J.  Perry  as  parties  of  the  first  part,  conveyed 
the  5,140-acre  tract  to  the  petitioner  by  deed  dated  October  81,  1902, 
being  the  same  acreage  which  had  theretofore  been  conveyed  bv 

B.  J.  Prichard  and  his  wife  and  B.  J.  Prichard,  Trustee,  to  W.  W. 
Hughes,  Trustee.  The  stockholders  of  the  petitioner  and  the  stock¬ 
holders  of  the  Big  Sandy,  East  Lynn  &  Guyan  Railroad  Co.,  herein¬ 
after  referred  to  as  the  railroad  company,  authorized  the  issuance  of 
30  bonds  of  the  denomination  $5,000  each,  secured  by  a  first  mortgage 
on  all  the  property  of  the  petitioner  and  the  railroad  company.  It 
was  further  provided  that  the  properties  of  the  two  companies  were 
to  be  conveyed  to  J.  B.  Perry  and  W.  W.  Hughes,  as  trustees,  who 
were  to  hold  the  same  until  the  said  bonds  had  been  retired. 

On  December  26,  1902.  the  company  issued  249  shares  of  stock 
to  Wayne  B.  Ferguson,  249  shares  to  J.  R.  Miller,  499  shares  to  B.  J. 
Prichard,  and  1,893  shares  to  G.  W.  Miles,  Trustee,  making  a  total 
of  2,890  shares  issued  in  December. 

After  the  bonds  were  issued  they  were  turned  over  to  George  W. 
Miles  and  A.  J.  Perry,  who  entered  into  the  following  contract,  as 
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parties  of  the  first  part,  with  the  Bank  of  Bramwell,  party  of  the 
second  part,  on  December  27,  1902 : 

WITNESSETH :  That  Whereas,  Tiie  East  Lynn  Coal  Company,  by  action 
of  the  stockholders  at  a  meeting  held  at  the  office  of  Vinson  &  Thompson,  in 
the  town  of  Huntington,  State  of  West  Virginia,  on  the  30tli  day  of  October, 
1902,  and  by  action  of  the  Board  of  Directors  of  said  Company  held  on  the 
same  day,  at  the  same  place,  accepted  a  proposition  made  by  the  said  George 
W.  Miles  and  A.  J.  Perry,  parties  of  the  first  part,  whereby  the  said  The  East 
Lynn  Coal  Company  and  The  Big  Sandy,  East  Lynn  and  Guyan  Railroad 
Company  were  to  issue,  sell,  and  deliver  to  the  said  George  W.  Miles  and  A.  J. 
Perry'  thirty  (30)  bonds  of  the  denomination  of  Five  Thousand  Dollars 
($5,000.00)  each,  making  a  total  of  One  Hundred  and  Fifty'  Thousand  Dol¬ 
lars  ($150,000.00),  the  proceeds  of  which  sale  were  to  be  applied  as  follows: 

First:  The  proceeds  of  the  sale  of  ten  (10)  of  said  bonds  were  to  go  as  a 
payment  for  the  original  purchase  price  of  certain  lands  conveyed  to  W.  W. 
Hughes,  Trustee,  by  B.  J.  Prichard  and  wife,  and  B.  J.  Prichard,  Trustee, 
by  deed  bearing  date  on  the  1st  day  of  September,  1902,  and  by  said  W.  W. 
Hughes,  Trustee,  conveyed  to  The  East  Lynn  Coal  Company  by  deed  bearing 
date  on  the  30th  day  of  October,  1902. 

Second:  The  proceeds  of  the  sale  of  ten  (10)  of  said  bonds,  or  the  sum  of 
Fifty  Thousand  Dollars  ($50,000.00)  were  to  be  used  for  the  purpose  of  open¬ 
ing  up  mines  upon  said  property,  building,  constructing,  providing  and  equip¬ 
ping  houses,  stores,  mining  plants  and  operating  coal  mines  to  be  developed 
on  the  said  lands. 

Third:  The  proceeds  of  the  sale  of  ten  (10)  of  said  bonds,  or  the  sum  of 
Fifty  Thousand  Dollars  ($50,000.00),  were  to  be  used  by  The  Big  Sandy, 
East  Lynn  and  Guyan  Railroad  Company  in  the  construction  and  equipment 
of  its  railroad  from  a  point  at  or  near  the  town  of  Wayne,  Wayne  County,  West 
Virginia,  to  a  point  at  or  near  the  town  of  East  Lynn,  Wayne  County,  West 
Virginia. 

And  Whereas  the  said  bonds  have  been  issued,  sold,  and  delivered  to  the 
said  George  W.  Miles  and  A.  J.  Perry'. 

Now  Therefore  in  consideration  of  toe  terms,  conditions  and  stipulations 
hereinafter  contained,  mutually  b  nding  the  parties  hereto,  the  said  George  W. 
Miles  and  A.  .T.  Perry',  parties  of  the  first  part,  have  o:i  the  conditions  hereafter 
named  sold,  and  by  these  presents  do  sell  and  deliver  to  The  Bank  of  Bram¬ 
well,  Bramwell,  West  Virginia,  party  of  the  second  part,  the  said  thirty  (30) 
bo^ds  at  par  value,  or  for  the  sum  of  One  Hundred  and  Fifty  Thousand 
Dollars  ($150,000.00).  which  sum  shall  be  paid  as  hereinafter  provided. 

It  is  Mutually  Understood  and  Agreed,  however,  that  this  sale  is  and  shall 
be  on  the  following  terms  and  conditions,  to  wit: 

First:  The  proceeds  of  the  sale  of  said  bonds  shall  be  applied  as  set  out  and 
stipulated  in  the  preamble  of  this  contract,  that  is  to  say,  Fifty'  Thousand 
Dollars  ($50,000.00)  shall  be  on  deposit  in  The  Bank  of  Bramwell,  Bramwell, 
West  Virginia,  to  the  credit  of  Isaac  T.  Mann,  Trustee,  for  George  W.  Miles 
and  A.  J.  Perry,  and  shall  be  applied  to  the  payment  of  the  purchase  money 
of  the  real  estate  hereinbefore  mentioned.  Said  money  shall  be  paid  out  only  on 
proper  voucher  of  TnE  East  Lynn  Coal  Company,  approved  by  Isaac  T.  Mann. 
Trustee,  as  aforesaid. 

Second:  Fifty  Thousand  Dollars  ($50,000.00)  shall  be  on  deposit  in  the 
said  The  Bank  of  Bramwell  to  the  credit  of  Isaac  T.  Mann,  Trustee  for 
George  W.  Miles  and  A.  J.  Perry,  coal  company  account,  to  be  used,  or  so 
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much  thereof  as  may  be  necessary  for  the  purpose  of  opening-  up  mines  on  the 
said  property  hereinbefore  mentioned,  building,  constructing,  providing  and 
equipping  houses,  stores  and  mining  plants,  and  operating  coal  mines  to  be 
developed  upon  said  lands;  said  amount  to  be  paid  out  only  on  proper  voucher 
of  The  East  Lynn  Coal  Company,  approved  by  Isaac  T.  Mann,  Trustee  for 
George  W.  Miles  and  A.  J.  Perry,  coal  company  account. 

Third:  The  sum  of  Fifty  Thousand  Dollars  ($50,000.00)  shall  be  on  deposit 
in  said  bank  to  the  credit  of  Isaac  T.  Mann,  Trustee  for  George  W.  Miles  and 
A.  J.  Perry,  railroad  Company  account,  to  be  used  in  the  construction  and 
equipment  of  a  railroad  from  a  point  at  or  near  the  town  of  Wayne,  Wayne 
County,  West  Virginia,  to  a  point  at  or  near  the  town  of  East  Lynn,  in  said 
County  and  State;  said  amount  to  be  paid  out  only  on  proper  voucher  of  The 
Big  Sandy,  East  Lynn  and  Guyan  Railroad  Company,  approved  by  Isaac  T. 
Mann,  Trustee,  as  aforesaid. 

******* 

The  construction  of  the  railroad  was  started  in  November,  1902, 
and  was  completed  in  December  of  the  following  year.  Shipments 
of  coal  were  made  during  1903.  In  1908  the  railroad  company  was 
purchased  by  the  Norfolk  &  Western  Railroad. 

The  journal  entry  made  by  the  company  evidencing  the  above 
transactions,  dated  January  1,  1903,  is  as  follows: 


Real  estate _ $351,  400 

G.  W.  Miles  and  A.  J.  Perry _ $51,  400 

Capital  stock  account — 


George  W.  Miles  and  A.  J.  Perry  bought  of  B.  J.  Prichard, 

5,140  acres  of  land  for  the  East  Lynn  Coal  Company  and 
paid  for  same  as  follows : 

Cash  $51,400,  and  $300,000  of  the  stock  of  the  East  Lynn 
Coal  Company _  300,  000 

The  balance  sheet  of  the  company  on  August  30,  1903,  was  as 

follows : 


Dr. 

Cr. 

Qeo.  W.  Miles  and  A.  J.  Perry. . . .  .  -  _ _ 

$25, 129.  92 
3.  25 

Geo.  W.  Miles _  _ *  _ _ _ _ _  .  _  . 

Bonded  debt. _ _  _ _  _ 

$100,  000.  00 

Heal  estate _ _ _  .  .  .  . .  ..  .... 

351, 400.  00 

Capital  stock . . . 

300,  000.  00 
79.  85 

Interest  and  discount . . .  .  . . . 

Expense  account.. . 

1,  675.  43 
10, 146.  90 
9,  924.  53 

1, 274.  00 
49.  21 
225.  80 
540.  46 

Construction  account _ _  ... 

Mine  account.  . .  ..  . . . 

Live  stock  account _ _ _ _  ..  . . . 

Books  and  stationery..  . 

Transportation  account.  _  _ 

A.  J.  Perry _  _ _ 

Coal  account _  .. 

66.  65 
223.  00 

400,  369.  50 

400,  369.  50 

During  the  entire  history  of  the  company  the  real  estate  account  has 
been  carried  at  $351,400. 
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The  production  of  the  company  from  1903  to  1920,  inclusive,  shows 
the  tonnage  mined  and  the  cumulative  totals  for  each  year  as  follows: 


Year 

Tons 

Total 

1903 _ 

1,  177. 1 

20,  633.  875 
19,  684.  87 

17,  257.  28 
46,  232.  60 
31,847. 17 
46,  290.  38 
41,865.  276 
33,  560.  29 

1904 _ 

21,  810.  975 
41,  495.  845 
58,  753.  125 
104,  985.  725 
136,  832.  895 
183, 123.  275 
224,  988.  551 
258,  548.  841 

1905. _ _ 

1906 _ 

1907 _ _ _ 

1908. _ _ 

1909 _ 

1910 _ 

1911 _ 

Year 

Tons 

Total 

1912 . . . 

71,  275.  535 

329, 824.  376 

1913 _ 

73,  868.  45 

403,  692.  826 

1914 _ 

56,  849.  45 

460,  542.  276 

1915 . . . 

68, 462.  60 

529, 004. 876 

1916 _ 

62,  887.  30 

591, 892. 176 

1917 . . 

55,  073.  90 

646,  966.  076 

1918 _ 

36,911.25 

683,  877.  326 

1919... . . . 

25,  309.  55 

709, 186.  876 

1920 _ 

39,  091.  25 

748,  278.  126 

During  the  years  1903  to  1908,  inclusive,  the  petitioner  sustained 
losses,  but  thereafter,  with  the  exception  of  a  loss  of  $170.17  in  1919, 
it  realized  a  profit  for  each  year,  so  that  for  the  18  years  the  com¬ 
pany  realized  a  net  gain  of  $192,578.03.  During  this  period  depre¬ 
ciation  and  depletion  amounting  to  $36,242.80  were  charged  off.  The 
$150,000  bond  issue  was  retired  by  the  petitioner  prior  to  1920. 

The  petitioner  was  the  principal  coal  operator  in  this  field  until 
the  war  period,  when  some  of  the  lands  farther  up  the  valley  were 
opened  up  and  operated.  The  outbreak  of  the  world  war  quickened 
interest  in  the  lands  bottled  up  by  the  company’s  tract  and  sales 
occurred  from  time  to  time  thereafter.  In  1917  a  tract  of  123  acres 
contiguous  to  the  company's  tract  was  sold  for  $19,000.  The  owner 
of  this  tract  in  1906  and  1907  asked  $10,000  for  it.  Another  sale 
of  368  acres  was  made  in  the  same  year  of  lands  located  farther  up 
the  valley  for  $45,000.  A  third  tract  of  approximately  368  acres, 
which  adjoins  a  portion  of  the  company’s  tract,  changed  hands  in 
June,  1924,  in  a  trade.  The  owner  of  this  368-acre  tract  had  refused 
to  sell  it  for  $110,000.  In  1926  the  Katona  Coal  Co.  purchased  the 
remainder  of  the  123-acre  tract  hereinabove  mentioned,  which  it  had 


been  operating  under  lease  since  1923  and  from  which  it  had 
extracted  381,712  tons  of  coal  and  paid  therefor  the  sum  of  $32,000. 
It  was  estimated  at  the  date  of  purchase  that  there  remained  in  this 
tract  50.1  acres  of  recoverable  coal.  All  of  the  coal  mined  on  these 
tracts  situated  in  the  valley  back  of  the  petitioner’s  acreage  had  to 
be  shipped  out  over  the  petitioner’s  property.  The  petitioner  col¬ 
lected  toll  on  every  ton  of  coal  shipped  from  these  tracts,  except  that 
during  the  war  no  charge  was  made.  From  March,  1923,  until 
February  29,  1928,  the  Katona  Coal  Co.  paid  the  petitioner  at  the 
iate  of  3  cents  per  ton  for  coal  hauled  over  its  property,  the  total 


amount  paid  being  $20,287.05. 

In  computing  invested  capital  the 
any  value  for  the  property  acquired 
petitioner’s  invested  capital  had  been 


respondent  refused  to  allow 
in  1902  and  determined  that 
erroneously  computed  in  the 
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amount  of  $301,264.80,  representing  an  overvaluation  of  the  5,140 
acres  of  coal  lands.  The  respondent  allowed  invested  capital  for 
1920  in  the  amount  of  $48,110.38,  which  was  less  than  the  petitioner’s 
surplus,  which  was  $49,375.18. 

OPINION. 

Morris  :  The  issue  to  be  determined  is  the  value  of  certain  coal 
lands  acquired  by  the  petitioner  in  1902  for  all  of  its  capital  stock 
and  $51,400  in  cash.  The  petitioner  contends  that  the  value  of  the 
lands  in  1902  was  $351,400  and  that  they  have  always  been  car¬ 
ried  at  that  amount  on  its  books.  The  respondent  refused  to  allow 
petitioner  any  value  for  such  lands  in  computing  its  invested  capital. 

In  1902  Prichard,  Ferguson,  and  Miller  owned  thousands  of  acres 
of  coal  lands,  and  on  or  about  June  6,  1902,  acquired  a  charter  to 
construct  a  railroad  but  were  unable  to  go  ahead  with  it.  In  the 
summer  of  the  same  year  A.  J.  Perry,  with  others,  looked  over  these 
holdings  of  Prichard  and  his  associates,  and  Perry,  together  with 
Miles,  blocked  out  a  tract  of  5,140  acres,  located  approximately  8 
miles  from  the  railroad  but  lying  across  the  mouth  of  a  valley  and 
successfully  blocking  off  thousands  of  acres  above  this  tract  from 
the  railroad. 

Pursuant  to  some  plan  or  agreement  among  them,  which  is  not  in 
evidence,  Prichard  and  his  associates  conveyed  this  tract  to  W.  W. 
Hughes,  Trustee,  by  deed  dated  September  1.  At  that  time  the  coal 
lands  were  in  an  undeveloped  state  without  railroad  facilities.  Miles 
and  Perry  negotiated  the  financial  scheme  whereby  capital  was  se¬ 
cured  to  build  the  railroad,  equip  and  develop  the  mine,  and  pay  to 
Prichard  and  his  associates  $51,400  in  cash.  At  some  time  between 
September  1  and  October  30  Perry  and  Miles  acquired  an  inteerst 
in  the  5,140-acre  tract,  as  the  deed  which  conveyed  the  property  on 
that  date  to  the  petitioner  ran  from  Hughes,  Trustee,  A.  J.  Perry, 
George  W.  Miles  and  Mattie  Miles,  as  parties  of  the  first  part,  to  the 
petitioner,  as  party  of  the  second  part. 

The  consideration  stated  in  the  proposition  submitted  to  the  pe¬ 
titioner  by  Perry  and  Miles  and  as  accepted  by  the  petitioner  shows 
that  the  lands  were  acquired  by  the  issuance  of  all  of  the  petitioner’s 
capital  stock  to  the  six  persons  specified  in  the  minutes  of  the  stock¬ 
holders’  meeting  held  on  October  30,  the  execution  of  a  mortgage  on 
all  the  property  in  the  sum  of  $150,000,  which  was  to  be  used  for  the 
purposes  set  forth  in  the  proposition.  Under  these  facts  it  seems  clear 
that  the  lands  were  acquired  in  exchange  for  the  petitioner’s  capital 
stock  and  $51,400  in  cash. 

It  remains  to  determine  whether  the  property  exchanged  for  stock 
had  a  fair  market  value  equal  to  the  par  value  of  the  stock  exchanged 
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therefor.  The  testimony  shows  that  on  October  30,  1902,  the  construc¬ 
tion  of  a  railroad  was  assured,  and  this  fact,  together  with  its  favor¬ 
able  location,  made  the  tract  very  valuable.  Two  witnesses  were 
produced  who  testified  that  the  value  of  the  coal  in  1902,  with  rail¬ 
road  facilities  assured,  was  one  cent  per  ton.  One  of  the  witnesses 
was  a  mining  engineer,  and  the  other  a  coal  operator,  and  also  an 
officer  and  stockholder  of  the  petitioner.  The  latter  witness  testified 
that  the  tract  had  two  seams  of  coal,  which  fact  was  known  in  1902, 
and  that  the  estimated  minimum  tonnage  of  recoverable  coal  was 
31,090,000  tons.  The  respondent’s  witness  was  unable  to  refute  this 
testimony,  and  these  facts,  when  considered  with  the  fact  that  pe¬ 
titioner  was  able  to  secure  a  $150,000  mortgage  on  the  property,  con¬ 
vince  us  that  these  lands  had  a  cash  value  of  $310,900  in  1902  when 
paid  in  for  capital  stock  and  that  the  respondent  erred  in  failing  to 
allow  any  value  in  the  computation  of  invested  capital. 

Petitioner  adduced  testimony  to  show  that  the  peculiar  location  of 
its  tract  further  enhanced  its  value  by  something  like  $40,000  to  $50,- 
000.  The  testimony  with  respect  thereto  consisted  of  sales  in  and 
after  1917  of  acreage  in  the  valley  above,  and  haulage  charges  which 
were  collected  on  the  coal  mined  in  that  region  and  shipped  out  over 
its  land.  We  have  carefully  considered  this  phase  of  the  case  and  have 
given  full  weight  to  the  matter  of  location  in  arriving  at  the  value 
of  $310,900,  but  we  do  not  believe  from  the  evidence  adduced  that  any 
further  value  should  be  allowed  because  of  this  factor. 

Judgment  will  be  entered  under  Rule  50. 


E.  M.  T.  Goal  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13355.  Promulgated  July  30,  1928. 

1.  Depletion  on  coal  mined  under  lease  during  the  year  1920 
denied,  due  to  lack  of  showing  of  the  cost  of  lease. 

2.  A  deduction  based  upon  the  extract  on  of  89.000  tons  by  un¬ 
lawful  trespass  by  adjoining  coal-mining  company,  and  the  loss 
of  40,000  tons  additional  which  became  unminable  because  of  such 
trespass,  denied. 

E.  B.  Anderson ,  Esq.,  for  the  petitioner. 

L.  C.  Mitchell ,  Esq.,  for  the  respondent. 

In  this  proceeding  petitioner  seeks  a  redetermination  of  income 
and  profits  taxes  for  the  year  1920  for  which  the  Commissioner  has 
determined  a  deficiency  of  $3,G71.34. 

Petitioner  alleges  error  on  the  part  of  the  Commissioner  in  fail¬ 
ing  to  allow  a  deduction  for  depletion  on  account  of  the  extraction 
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of  coal  from  the  leasehold  in  1920;  second,  in  failing  to  allow  a 
deduction  based  upon  the  removal  of  89,000  tons  of  coal  by  unlawful 
trespass  by  adjoining  coal-mining  company,  and  the  subsequent  loss 
of  40,000  tons  which  became  unminable  due  to  such  trespass. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  September  3,  1915,  under 
the  laws  of  the  State  of  Kentucky,  with  principal  office  at  London, 
Laurel  County,  Ky.  The  petitioner  had  a  capital  stock  of  $25,000 
par  value. 

On  September  3,  1915,  D.  C.  Edward,  L.  B.  McHargue,  and  H.  C. 
Thompson  organized  the  E.  M.  T.  Coal  Co.,  and  transferred  cer¬ 
tain  mine  equipment  to  the  corporation  in  exchange  for  its  capital 
stock.  On  September  9,  1915,  a  contract  of  lease  for  a  term  of  16 
years  was  executed  between  the  No.  9  Coal  Co.  and  LI.  C.  Thompson, 
who  was  acting  as  agent  for  the  petitioner,  covering  certain  coal 
rights  located  at  Island,  McLean  County,  Ky.  The  leasehold  con¬ 
sisted  of  two  tracts  of  land,  both  under  lease  to  the  No.  9  Coal  Co., 
one  known  as  the  R.  C.  Bryant  Farm,  containing  585  acres,  the 
other  known  as  the  J.  W.  Patterson  Farm,  containing  500  acres. 
The  Bryant  lease  held  by  the  No.  9  Coal  Co.  was  executed  April 
23,  1902,  and  ran  for  a  period  of  30  years  thereafter,  and  called  for 
a  royalty  rate  of  3  cents  a  ton.  The  Patterson  lease  was  acquired 
by  the  No.  9  Coal  Co.  August  24,  1915,  and  ran  for  a  period  of  30 
years,  with  an  average  royalty  rate  of  3  cents  a  ton.  The  lease 
between  the  No.  9  Coal  Co.  and  the  petitioner  carried  a  specified 
royalty  rate  of  5  cents  a  ton.  Under  the  terms  of  the  lease  the 
petitioner  had  to  remove  certain  mine  equipment  and  machinery  from 
Lily,  Ky.,  to  Island,  Ky.,  and  install  and  open  up  a  mine  by  sink¬ 
ing  a  shaft,  building  a  tipple,  power  house,  blacksmith  shop,  mule 
barn,  and  about  one  mile  of  standard  gauge  railway  track,  and 
to  develop  the  mine  up  to  a  production  capacity  of  500  tons  of 
coal  per  day.  The  lease  also  included  the  right  to  use  the  store¬ 
house,  miners’  residences,  blacksmith  shop,  stock  of  merchandise, 
mine  equipment  and  13  mules.  The  petitioner  gave  a  bond  for  the 
performance  of  these  conditions  and  the  lessor  in  turn  agreed  to  pay 
to  the  lessee  $5,000.  The  petitioner  proceeded  to  install  machinery 
and  develop  the  property,  and  on  May  1,  1917,  it  subleased  the  mine 
to  two  individuals  who  later  organized  the  Island  Block  Coal  Co., 
which  company  continued  in  possession  of  the  mine  until  May  1, 
1919,  when  they  abandoned  operations  and  the  property  was  taken 
over  by  the  petitioner.  Petitioner  spent  about  $15,000  in  placing 
the  mine  in  good  condition,  and  during  the  year  1920  operated  the 
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propert}^  and  extracted  55.271  tons  of  coal,  upon  which  it  claimed  a 
depletion  deduction  of  10  cents  a  ton. 

At  the  close  of  1920  certain  evidence  was  brought  to  the  petitioner 
which  indicated  that  the  coal-mining  company  adjoining  them  was 
trespassing  upon  the  leased  premises.  Petitioner  thereupon  pro¬ 
ceeded  to  take  steps  to  find  out  the  extent  of  trespass  and  quantity 
of  coal  removed,  and  in  1921  ascertained  from  a  survey  that  ap¬ 
proximately  89,000  tons  had  been  removed  by  the  trespasser,  and  that 
40,000  tons  additional  had  been  rendered  useless  on  account  thereof. 
Petitioner  thereupon  entered  a  suit  for  damages  on  account  of  such 
trespass  but  did  not  press  the  suit  owing  to  the  fact  that  it  hoped 
to  make  a  settlement  out  of  court.  Failing  in  the  effort  to  make  a 
settlement  the  case  finally  went  to  judgment  and  a  verdict  was  ren¬ 
dered  in  the  year  1925  in  favor  of  the  petitioner  against  the  tres¬ 
passer,  the  White  Coal  Mining  Co.,  for  $6,416.23.  Upon  the  judg¬ 
ment  execution  was  issued  and  levied  on  some  of  the  White  Coal 
Mining  Co.’s  property.  The  property  thus  levied  on  was  sold  under 
a  sheriff’s  sale  to  the  petitioner  for  $1,000. 

The  vein  of  coal  on  the  leased  premises  was  from  four  to  five  feet 
thick  and  contained  recoverable  coal  of  approximately  5,000  to  6.000 
tons  an  acre. 

OPINION. 

Van  Fossan:  The  leasehold  on  the  coal  properties  was  acquired 
subsequent  to  March  1,  1913;  therefore,  any  allowance  for  depletion 
thereof  must  be  based  upon  cost.  The  record  shows  that  the  lease 
was  acquired  by  the  petitioner  after  its  organization  through  one  of 
its  stockholders  acting  as  agent.  No  bonus  was  paid  for  the  lease, 
although  a  bond  was  required,  but  on  the  contrail  the  lessor  paid 
to  the  petitioner  $5,000  as  an  inducement  to  take  the  lease.  The 
royalty  rate  specified  under  the  petitioner’s  lease  was  5  cents  a 
ton,  which  was  2  cents  in  excess  of  the  rate  required  in  the  Patterson 
lease,  which  was  acquired  by  the  No.  9  Coal  Co.  one  month  earlier. 

It  appears  that  the  respondent  has  allowed  all  the  capital  expendi¬ 
tures  made  for  plant  equipment  and  development,  and  has  granted 
adequate  deductions  on  account  of  the  depreciation  or  exhaustion 
thereof,  no  controversy  existing  on  this  point. 

Since  it  has  not  been  shown  that  any  amount  was  paid  for  the 
lease  or  could  be  assigned  as  cost  of  the  lease  in  1915,  there  is  no  basis 
upon  which  depletion  could  be  allowed.  The  action  of  the  Com¬ 
missioner  in  refusing  to  allow  depletion  for  the  year  1920  is  accord¬ 
ingly  approved. 

A  second  issue  relates  to  a  deduction  on  account  of  coal  taken 
and  lost  by  trespass.  The  petitioner  claims  that  it  is  entitled  to 
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some  deduction  on  this  account,  and  has  entered  its  claim  for  a  loss 
due  to  such  circumstances  or  an  allowance  for  depletion  on  the 
amount  of  coal  involved.  This  second  contention  is  answered  by  our 
disposition  of  the  first  issue  in  this  case,  and  no  depletion  is  allow¬ 
able.  Similarly,  there  exists  no  basis  for  loss,  since  loss  must  be 
based  upon  cost.  Furthermore,  it  has  not  been  shown  that  the  coal 
was  extracted  by  the  trespasser  during  the  year  1920,  and  may  have 
been  largely  extracted  prior  thereto. 

The  judgment  of  the  court,  the  award  of  damages,  and  the  acquisi¬ 
tion  of  some  of  the  assets  of  the  White  Coal  Mining  Co.,  all  happen¬ 
ing  subsequent  to  1920,  do  not  affect  the  tax  liability  for  the  year 
1920. 

The  action  of  the  Commissioner  in  refusing  to  allow  any  deduction 
on  account  of  this  trespass  is  approved. 

Judgment  ivill  be  entered  for  the  respondent. 


Justus  &  Parker  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13770.  Promulgated  July  30,  1928. 

Where  a  perpetual  inventory  is  kept  at  cost  and  adjusted  at 
the  end  of  each  year  to  “  cost  or  market,  whichever  is  lower,” 
in  such  adjustment  depreciated  or  obsolete  merchandise  may  be 
included  at  its  actual  value  as  determined  by  officials  of  the  tax¬ 
payer  experienced  in  the  business  and  thoroughly  familiar  with 
the  merchandise  and  its  value. 

James  O.  Tripp,  Esq.,  for  the  petitioner. 

Maxwell  E.  McDowell }  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  income  and  profits 
taxes  for  the  calendar  year  1920.  The  Commissioner  had  determined 
a  deficiency  of  $8,101.52  in  said  taxes,  of  which  amount  approxi¬ 
mately  $5,545  is  in  controversy.  It  is  alleged  that  the  Commissioner 
erred  in  adjusting  petitioner’s  closing  inventory  and  thereby  increas¬ 
ing  its  taxable  net  income  $12,062.10. 

FINDINGS  OF  FACT. 

Petitioner  is  an  Ohio  corporation  and  is  engaged  in  the  wholesale 
automobile  equipment  and  supply  business  at  Columbus,  Ohio. 

Petitioner  keeps  upon  its  general  books  a  perpetual  inventory  of 
merchandise  priced  at  cost.  At  the  end  of  each  year  a  physical  in¬ 
ventory  of  all  merchandise  on  hand,  including  any  that  may  have 
been  carried  over  from  preceding  years,  is  taken  at  the  original  in- 
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voice  cost  and  then  adjusted  for  changes  in  market  value  or  replace¬ 
ment  cost  and  for  obsolete  and  unsalable  merchandise.  The  book 
inventory  is  then  changed  to  agree  with  the  adjusted  physical 
inventory. 

At  the  close  o,f  the  taxable  year  1920  a  physical  inventory  was 
taken  at  original  invoice  cost  and  an  analysis  thereof  made  by  the 
president  and  general  manager  of  the  company,  who  made  notations 
after  each  individual  item  entering  into  the  adjustment.  Some  items 
were  marked  “  dead  ”  or  with  an  “  x,”  some  were  marked  20  per  cent 
off  or  less  20  per  cent,  and  some  were  marked  50  per  cent  off  or  less 
50  per  cent.  All  obsolete  or  out-of-date  merchandise  was  marked 
with  an  “  0  ”  and  a  separate  list  thereof  made.  The  president  and 
general  manager  then,  in  consultation  with  the  general  purchasing 
agent  of  the  company — both  of  whom  had  been  with  the  petitioner  in 
their  respective  capacities  for  a  number  of  years  and  were  thoroughly 
familiar  with  its  merchandise  and  the  values  thereof,  fixed  the  value 
of  each  item  for  which  an  adjustment  from  cost  price  was  made.  The 
merchandise  marked  “  dead  ”  or  with  an  “  x,”  totaling  $3,825.41  at 
original  invoice  cost,  was  considered  of  no  value.  The  items  marked 
20  per  cent  off  and  50  per  cent  off,  aggregating  $3,063.58  and 
$7,718.35,  respectively,  at  original  invoice  cost,  represented  merchan¬ 
dise  the  market  value  or  replacement  cost  of  which  was  20  per  cent 
and  50  per  cent,  respectively,  less  than  the  original  invoice  cost.  The 
items  marked  “  0  ”  and  listed  separately,  in  the  total  sum  of 
$16,263.41  at  original  invoice  cost,  represented  obsolete,  shopworn 
and  broken  merchandise,  most  of  which  could  not  be  replaced,  if  de¬ 
sired,  except  probably  from  the  stocks  of  other  wholesale  dealers. 
These  items  were  valued  at  the  prices  for  which,  in  the  judgment  of 
the  officers  of  the  company  they  could  be  sold,  aggregating  the  sum 
of  $1,228.89.  The  list  of  obsolete  merchandise  contained  some  dupli¬ 
cation  of  items  marked  dead,”  20  per  cent  off  and  50  per  cent  off, 
for  which  allowance  was  made  by  the  petitioner  in  determining  the 
final  cl  osing  inventory. 

The  book  inventory  at  the  end  of  1920  was  in  the  amount  of 
$87,406.10.  The  physical  inventory  taken  at  original  invoice  cost  at 
the  end  of  1920  amounted  to  $98,258.96.  The  physical  inventory  was 
then  adjusted  for  changes  in  market  value  and  for  obsolete  merchan¬ 
dise,  and  accordingly  reduced  to  $78,906.10.  This  latter  amount  was 
entered  upon  the  books  as  the  closing  inventory  for  1920  and  the  book 
inventory  was  credited  $8,500. 

The  book  inventory  at  the  close  of  1919  was  in  the  amount  of 
$62,287.08.  The  physical  inventory  taken  at  original  invoice  cost  at 
the  end  of  1919  amounted  to  $76,312.48,  which  was  reduced  for 
changes  in  market  value  and  for  obsolete  merchandise.  The  physical 
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inventory  as  reduced  approximately  equaled  the  book  inventory  and 
no  change  therein  was  made  upon  the  books  at  that  time.  There¬ 
after,  upon  investigation  of  petitioner’s  tax  liability  for  1919  and  prior 
years  and  an  audit  of  its  records  by  the  respondent,  the  1919  closing 
inventory  was  further  reduced  for  obsolete  merchandise  to  the  sum 
of  $58,697.29.  In  like  manner  physical  inventories  at  original  invoice 
cost  were  taken  for  preceding  taxable  years  and  reduced  for  changes 
in  market  value  and  for  obsolete  merchandise,  and  the  book  inven¬ 
tories  were  adjusted  accordingly.  The  inventories  so  determined  for 
preceding  taxable  years  were  accepted  by  the  respondent  in  the  deter¬ 
mination  of  petitioner’s  tax  liability  for  such  years. 

The  respondent  recomputed  the  1920  closing  inventory  and  deter¬ 
mined  it  to  be  $90,968.26.  In  his  recomputation  and  determination 
the  respondent  made  adjustments  to  the  physical  inventory  taken  at 
original  invoice  cost  for  changes  in  market  value  and  for  “  dead  ” 
material,  but  refused  to  allow  any  adjustment  for  obsolete  merchan¬ 
dise.  Petitioner’s  taxable  net  income  was  accordingly  increased 
$12,062.16.  Upon  the  basis  of  this  increase  in  net  income,  together 
with  other  adjustments  not  in  issue,  the  respondent  determined  the 
deficiency  for  1920. 

OPINION. 

Van  Fossan:  The  method  employed  by  the  petitioner  in  the  val¬ 
uation  of  its  1920  closing  inventory  is  “  cost  or  market,  whichever  is 
lower,”  one  of  the  bases  of  inventory  valuation  designated  by  the 
Commissioner  in  his  regulations  adopted  pursuant  to  the  provisions 
of  the  Revenue  Act  of  1918.  (See  section  203  of  Revenue  Act  of  1918 
and  articles  1582  et  seq.  of  Regulations  45.)  It  is  conceded  by  the 
respondent  that  the  petitioner  has  the  right  to  reduce  its  1920  closing 
inventor,  taken  at  original  cost,  for  changes  in  market  value  and  for 
obsolete  merchandise,  but  he  contends  that  the  petitioner  has  failed 
to  establish  the  reduction  claimed  or  any  proper  reduction  for  obso¬ 
lete  merchandise. 

It  appears  that  the  physical  inventory  taken  at  the  end  of  1920  was 
examined  in  detail  by  the  president  and  general  manager  of  the  peti¬ 
tioner,  the  responsible  officer  and  active  head  of  the  company.  This 
officer,  entirely  familiar  with  the  merchandise  dealt  in  and  its  market 
values,  then  made  a  separate,  itemized  list  of  all  merchandise  consid¬ 
ered  obsolete  and  unsalable  in  general  trade,  most  of  which  could  not 
be  replaced  by  purchase  in  the  open  market  or  from  any  source 
except  probably  the  stocks  of  other  wholesale  dealers.  This  list  was 
then  reviewed  and  each  item  was  valued  by  the  president  and  general 
manager  of  the  company,  in  consultation  with  the  general  purchasing 
agent,  at  the  price  for  which,  in  their  opinion,  it  could  be  sold.  The 
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total  value  of  the  obsolete  merchandise  was  thus  determined  and  an 
adjustment  was  made  in  the  physical  inventory,  in  which  such  mer¬ 
chandise  was  entered  at  original  cost,  for  this  reduction  in  value. 

Both  the  president  and  purchasing  agent  of  the  company  testified 
at  the  hearing  that  the  value  of  the  obsolete  merchandise  fixed  by 
them  represented  its  actual  market  value.  The  list  of  obsolete  mer¬ 
chandise,  showing  the  itemized  valuation,  was  introduced  in  evidence. 
No  contradictory  evidence  was  offered.  This  Board  has  heretofore 
held  that  inventories  may  be  reduced  for  obsolete  merchandise  carried 
therein  (Superior  Motor  Parts  Co .,  8  B.  T.  A.  407;  Templeton , 
Kenley  &  Co .,  Ltd .,  6  B.  T.  A.  61;  Wilson  Fuimiture  Co .,  10  B.  T.  A. 
1294),  and  that  the  valuation  of  such  merchandise  for  inventory 
purposes  by  officers  of  the  company  familiar  with  the  business  and 
having  knowledge  of  the  market  value  of  the  material  dealt  in,  is 
sufficient  evidence  of  the  actual  market  value  of  such  merchandise 
to  be  included  in  the  inventory.  (Neusteter  Suit  Co .,  8  B.  T.  A.  477 ; 
Karges  Hosiery  Co .,  8  B.  T.  A.  767 ;  Wilson  Furniture  Co .,  supra; 
Sprague  Tire  &  Rubber  Co .,  11  B.  T.  A.  610;  Ben  C.  Doherty  &  Co., 
11  B.  T.  A.  812;  T.  B.  Floyd,  11  B.  T.  A.  903;  Boyne  City  Lumber 
Co.,  7  B.  T.  A.  36.)  In  our  opinion  the  reductions  made  by  the  peti¬ 
tioner  from  its  physical  inventory  taken  at  cost  at  the  close  of  1920 
for  changes  in  market  value  and  for  obsolete  and  unsalable  merchan¬ 
dise  are  proper  and  the  final  closing  inventory  for  1920  as  determined 
by  the  petitioner  is  fair  and  reasonable  and  should  be  accepted. 

At  the  hearing  it  was  stated  by  counsel  for  the  petitioner,  and  not 
denied,  that  the  respondent  adjusted  the  1920  closing  inventory  and 
did  not  make  a  corresponding  adjustment  of  the  1920  opening  inven¬ 
tory,  and  that  had  the  opening  inventory  been  correspondingly 
adjusted  no  increase  in  net  income  would  have  resulted.  We  have 
held  in  a  number  of  cases  that  the  adjustment  of  the  closing  inventory 
by  the  respondent,  without  a  corresponding  adjustment  of  the  open¬ 
ing  inventory,  was  improper  and  resulted  in  a  distortion  of  income, 
which  could  not  be  approved.  (Thomas  Shoe  Co.,  1  B.  T.  A.  124; 
Sinsheimer  Bros.,  Inc.,  5  B.  T.  A.  918;  Boyne  City  Lumber  Co., 
supra.)  It  further  appears  that  the  petitioner  has  valued  its  inven¬ 
tories  for  other  taxable  years  consistently  upon  the  same  basis  as  was 
used  for  the  year  in  question,  and  consistency  in  inventory  valuation 
is  of  prime  importance.  (Thomas  Shoe  Co.,  supi%a;  The  Buss  Co., 
2  B.  T.  A.  266;  Boyne  City  I.umber  Co.,  supra.) 

The  respondent  erred  in  adjusting  petitioner's  closing  inventory 
for  the  taxable  year  1920  and  increasing  its  taxable  net  income  by 
reason  thereof. 

Judgment  mill  be  entered  under  Rule  J 0. 
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Elmwood  Castings  Co.,  Petitioner,  v.  Commissioner  of 
Internal  Revenue,  Respondent. 

Docket  Nos.  11280,  19672.  Promulgated  July  30,  1928. 

James  B.  O'1  Donnell,  Esq.,  for  the  petitioner. 

Harold  Allen,  Esq.,  for  the  respondent. 

In  the  first  of  the  above  proceedings  the  respondent  has  determined 
a  deficiency  of  $3,177.49  for  the  calendar  year  1919,  while  in  the 
second  there  is  an  alleged  deficiency  of  $1,818.73  for  the  calendar 
year  1920. 

Of  five  errors  alleged  in  the  petitions  but  two  are  before  us  for 
consideration,  the  others  having  been  abandoned  at  the  hearing. 
These  are  special  assessment  for  1919  and  depreciation  on  buildings 
and  equipment  for  both  years.  The  proceedings  were  duly  consoli¬ 
dated  for  hearing  and  decision. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Ohio  corporation  located  at  St.  Bernard,  Ohio. 

It  was  engaged  in  the  production  of  grey  iron  castings.  Previous 
to  1916  the  bulk  of  petitioner’s  business  was  transacted  with  two  or 
three  concerns  on  cost-plus  contracts,  it  being  a  subsidiary  company. 
Until  this  date  it  had  no  bookkeeper  and  kept  almost  no  books  of 
account,  except  a  list  of  bills  payable.  On  representations  duly 
made  special  assessment  was  granted  for  the  years  1917  and  1918. 

The  petitioner  had  a  main  building  110  feet  by  300  feet  of  steel  and 
brick  construction,  fully  equipped  with  necessary  supports  for  electric 
traveling  cranes  and  other  machinery  useful  in  its  business.  It  had 
a  second  building  80  feet  by  200  feet  of  concrete  and  steel  sash;  a 
pattern  storage  building  150  feet  by  30  feet,  two  stories  high;  one 
truscon  steel  building,  and  other  sheds  and  small  buildings.  In  the 
main  building  the  equipment  consisted  of  3  ten-ton  cranes  and  several 
smaller  cranes,  several  jarring  machines,  molding  machines,  an  en¬ 
gine,  dynamo  and  motors,  blowers,  2  cupolas,  5  steel  rattlers,  core 
ovens  and  35  small  molding  machines.  It  also  had  two  automobile 
trucks. 

During  1919  petitioner  employed  an  average  of  from  225  to  250 
men;  in  1920  an  average  slightly  in  excess  of  250;  in  1921  to  1926 
approximately  one-half  as  many  as  in  the  preceding  two  years. 
Before  1916  it  had  100  men  or  less.  The  cost  and  values  of  the  build¬ 
ings  and  equipment  are  not  in  dispute,  the  only  controversy  being  as 
to  the  rates  of  depreciation  on  buildings  and  equipment. 

In  the  production  of  iron  castings  there  is  a  frequent  change  of 
temperature  of  the  building,  much  moisture  is  released  and  sulphuric 
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and  other  fumes  escape.  The  effect  of  these  conditions  is  to  cause 
excessive  rust  and  rapid  deterioration. 

Reasonable  annual  rates  of  depreciation  for  the  years  1919  and  1920 
are  as  follows :  on  the  buildings  5  per  cent ;  on  the  equipment  10  per 
cent ;  on  the  motor  vehicles  20  per  cent. 

OPINION. 

Van  Fossan:  The  evidence  in  this  case  clearly  established  the  rea¬ 
sonableness  of  the  rates  of  depreciation  set  forth  in  the  findings  of 
fact  and  depreciation  should  be  computed  by  employing  such  rates. 
The  evidence  does  not  justify  the  granting  of  special  assessment. 

Judgment  mill  be  entered  under  Rule  50. 


Coon  Valley  State  Bank,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  11352.  Promulgated  July  31,  1928. 

Held,  that  petitioner  lias  failed  to  establish  that  alleged  bad 
debts  were  ascertained  to  be  worthless  in  the  taxable  years  in 
which  they  were  charged  off. 

‘.I*  JI»  ”t  i  ■ 

M.  Manning  Marcus ,  Esq.,  for  the  petitioner. 

Shelby  S.  Faulkner ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  deficiencies  in  income 
and  excess-profits  taxes  for  the  years  1919  and  1920  in  the  respective 
amounts  of  $2,833.58  and  $3,027.53. 

The  alleged  errors  of  the  respondent  may  be  classified  in  three 
groups:  First,  denial  for  each  of  the  years  involved  of  the  deductions 
of  certain  debts  alleged  to  have  been  ascertained  to  be  worthless  and 
to  have  been  charged  off;  second,  denial  of  the  deduction  for  the 
year  1920  of  losses  alleged  to  have  been  sustained  on  bonds  of  the 
Kansas  City  Railroad  Co.  and  the  Globe  Oil  Co.;  and,  third,  failure 
to  make  a  proper  adjustment  of  invested  capital  for  the  year  1920. 
The  evidence  reveals  that  the  obligations  of  the  Kansas  City  Rail¬ 
way  Co.  and  the  Globe  Oil  Co.  held  by  the  petitioner  were  promis¬ 
sory  notes  rather  than  bonds. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Wisconsin  corporation  with  principal  offices  at 
Coon  Valley. 

Because  of  the  high  rate  of  interest  it  carried,  the  petitioner  was 
accustomed  to  buy  what  it  termed  “western  paper”;  i.  e.,  unsecured 
promissory  notes  of  individuals,  bought  from  banks  at  western  points. 
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In  making  its  income-tax  returns  for  the  year  1919,  the  petitioner 
claimed  deductions  as  bad  debts  of  the  amounts  represented  by  the 
following  described  notes: 


Maker 

Date 

Payable 

Amount 

M.  J.  Flahan  _  _ _ _ _ _  _  _ 

Mar.  23, 1918 
Mar.  30, 1918 
May  4, 1918 
May  14, 1918 
Feb.  7, 1918 

On  demand. 
Oct.  1,1918 
_ do _  . 

$200 

400 

950 

300 

1  2,  000 

Ray  and  Albert  Wilson  (joint  note) . . . . . . 

Ray  Wickershain. _ _ _ _ _ _ _ 

Lution  Dyer  _ _ _  _  .  _  -  .  _ _  _ 

_ do _ 

Wm.  Galloway  Co  -  . . .  -  _  _ 

July  1, 1918 

1  The  deduction  claimed  on  the  note  of  the  Galloway  Company  was  $1,000,  the  difference  having  been 
paid  in  installments  of  $500  each  during  July  and  August,  1918. 


In  making  its  income-tax  return  for  the  year  1920,  the  petitioner 
claimed  deductions  as  bad  debts  of  the  amounts  represented  by  the 
following  described  notes: 


Maker 

Date 

Payable 

Amount 

Ray  Wilson _ __  _  _  _ _ 

Mar.  22, 1918 
Mar.  25, 1918 

Oct.  15,1918 
Oct.  1, 1918 
Nov.  1, 1918 

$700 

Thomas  Taylor  _  _ _ _ _ _ ..  _ 

1,000 

590 

Albert  Wilson _ _  __  _  _  -  _ 

Apr.  3, 1918 

All  of  the  notes  above  described  with  the  exception  of  that  of  the 
Galloway  Company  had  been  purchased  by  the  petitioner  for  face 
value  on  May  23,  1918,  from  the  original  payee  thereof,  the  Overly 
State  Bank,  of  Overly,  N.  Dak.  Each  of  the  said  notes  bore  the 
indorsement  of  the  original  payee  “  without  recourse,”  and  in  addi¬ 
tion  they  bore  the  personal  unqualified  indorsement  of  J.  G.  Dobbins, 
who  was  president  of  the  Overly  State  Bank.  These  notes  are  here¬ 
inafter  sometimes  referred  to  as  the  “  Overly  notes.” 

In  the  fall  of  1918,  prior  to  maturity  of  the  “  Overly  notes  ”  they 
were  all  forwarded  for  collection  to  a  correspondent  bank  at  Overly, 
known  as  the  Farmers  &  Merchants  Bank  of  Overly. 

The  Farmers  &  Merchants  Bank  retained  the  notes  until  well  into 
the  spring  of  1919,  when  it  returned  them  to  the  petitioner  un¬ 
collected.  Accompanying  the  notes  was  a  letter  or  report  relative 
to  them.  The  makers  of  these  notes  were  farmers  in  the  vicinity  of 
Overly  and  they  suffered  through  severe  crop  failures  during  1918 
and  1919. 

Upon  receipt  of  the  notes  from  the  Farmers  &  Merchants  Bank 
the  petitioner  determined  to  carry  them  over  until  the  fall  of  1919 
without  further  action. 

In  the  fall  of  1919,  the  petitioner  sent  the  father  of  I.  N.  Knutson, 
its  cashier  and  general  manager,  to  Overly  for  the  purpose  of  collect¬ 
ing  the  “  Overly  notes.”  The  gentleman  described  spent  several 
7333—28 - 10 
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weeks  in  Overly  endeavoring  to  make  collections.  Sometime  prior 
to  November  7,  1919,  he  returned  to  Coon  Valley  and  reported  that 
his  efforts  had  been  unsuccessful.  It  appears,  however,  that  he  ob¬ 
tained  renewal  notes  from  some  of  the  debtors. 

In  1918  and  1919,  E.  K.  Knutson,  a  former  official  of  the  petitioner, 
and  who  was  then  engaged  in  the  banking  business  in  Chicago,  made 
business  trips  to  the  vicinity  of  Overly.  E.  K.  Knutson  regularly 
but  unofficially  engaged  in  the  petitioner’s  affairs  in  an  advisory 
capacity.  He  had  conducted  negotiations  on  the  petitioner’s  behalf 
in  the  purchase  of  the  “  Overly  notes.” 

During  his  visits  to  Overly  in  1918  and  1919,  which  were  subse¬ 
quent  to  default  on  the  notes,  E.  Iv.  Knutson  investigated  the  financial 
situation  of  some  of  the  note  payors  and  secured  information  of  the 
others.  He  reported  to  the  petitioner  during  1918,  and  again  in 
1919,  that  the  notes  were  worthless.  His  report  was  based  upon  a 
knowledge  of  crop  failures,  and  in  some  instances  an  acquaintance 
with  the  assets  of  the  debtors  and  his  ascertainment  that  such  assets 
were  subject  to  liens  exceeding  their  values. 

By  entries  dated  November  7,  1919,  the  petitioner  charged  off  its 
books  as  bad  debts  the  notes  of  M.  J.  Flahan,  Kay  Wickersham, 
Lution  Dyer  and  the  joint  note  of  Kay  and  Albert  Wilson,  totaling 
in  all,  $1,850.  No  payments  of  principal  or  interest  on  the  said 
notes  have  ever  been  made. 

By  entries  dated  February  5,  1920,  the  petitioner  charged  off  its 
books  as  bad  debts  the  notes  of  Albert  Wilson,  Kay  Wilson  and 
Thomas  Taylor,  totaling  $2,290.  No  payments  of  principal  or  inter¬ 
est  on  the  said  notes  have  ever  been  made. 

When  the  joint  note  of  Kay  and  Albert  Wilson  was  charged  off 
in  1919,  the  petitioner  had  no  reason  to  believe  that  their  individual 
notes  retained  value.  The  individual  notes  were  not  charged  off 
until  1920,  however,  because  the  petitioner  had  sustained  severe 
losses  in  1919  and  did  not  care  to  make  further  charges  against  such 
income  as  it  had.  The  same  is  true  of  the  note  of  Thomas  Taylor, 
which  was  also  held  over  and  charged  off  in  1920. 

The  petitioner  did  not  attempt  to  enforce  collection  of  any  of  the 
“  Overly  notes  ”  by  suit  either  against  the  makers  or  Dobbins.  At 
the  close  of  1918  Dobbin's  whereabouts  were  unknown  and  the 
Overly  State  Bank  had  been  closed. 

In  1921  the  “  Overly  notes  ”  or  renewals  thereof  were  restored 
to  the  petitioner’s  books  to  constitute  a  paper  offset  to  certain  losses 
sustained  in  that  year.  However,  so  far  as  the  petitioner  was  aware, 
nothing  had  occurred  to  indicate  a  revival  of  value  in  the  notes. 

T1  le  William  Galloway  Co.  was  engaged  in  the  manufacture  of 
farm  implements  and  tools  at  Waterloo,  Iowa.  The  Company’s 
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$2,000  note  had  been  purchased  by  the  petitioner  at  a  net  price  after 
discount  of  $1,953.33.  Payments  had  reduced  the  principal  due  on 
this  note  to  $1,000.  Subsequent  to  default  on  July  1,  1918,  the  payor 
made  the  payments  above  mentioned  and  thereafter  the  petitioner’s 
repeated  demands  for  payment  were  unavailing.  E.  K.  Knutson 
made  an  investigation  of  the  Galloway  Company  through  banking 
connections.  The  inquiries  indicated  that  the  company  was  badly 
involved,  and  that  it  was  unlikely  that  the  petitioner  would  ever 
realize  anything  from  its  debt.  The  date  of  this  investigation  does 
not  appear.  The  note  was  charged  off  the  petitioner’s  books  as  a 
bad  debt  in  the  amount  of  $1,000  by  an  entry  dated  April  19,  1919. 

Subsequent  to  charging  off  the  Galloway  Company’s  note  the  peti¬ 
tioner  was  advised  that  creditors  were  attempting  to  reorganize  the 
company.  Sometime  in  1919,  the  petitioner  received  and  accepted 
a  second  mortgage  income  bond  of  the  Galloway  Company  in  retire¬ 
ment  of  the  note.  The  petitioner  has  never  realized  anything  from 
the  said  bond  which  was  exchanged  for  stock  of  the  Galloway  Com¬ 
pany  in  1927. 

November  12,  1918,  coupon  notes  of  the  Kansas  City  Kailway  Co. 
in  the  amount  of  $3,000  were  purchased  on  the  open  market  at  Chi¬ 
cago  for  the  petitioner’s  account.  They  were  dated  May  15,  1918, 
bore  interest  at  the  rate  of  7  per  cent  per  annum,  and  were  due  May 
15,  1921.  Interest  coupons  duly  presented  at  maturity  in  1920  were 
dishonored. 

E.  K.  Knutson  made  inquiries  relative  to  the  financial  situation 
of  the  Kansas  City  Kailway  Co.  and  found  that  bus  competition 
had  made  serious  inroads  on  the  revenues  of  the  company  which 
operated  a  street  railway  system. 

August  18,  1919,  coupon  notes  of  the  Globe  Oil  Co.  Jn  the  amount 
of  $2,000  were  purchased  on  the  open  market  at  Chicago  for  the 
petitioner’s  account.  They  were  elated  February  15,  1919,  and  bore 
interest  at  the  rate  of  7  per  cent  per  annum.  The  maturity  date 
does  not  appear  but  interest  payments  were  due  February  15,  and 
August  15,  of  each  year.  Interest  coupons  duly  presented  in  1920 
were  dishonored  and  the  petitioner  has  never  collected  any  portion 
of  the  principal  or  interest  from  the  obligor  or  maker.  During  1927 
the  said  obligations  were  sold  for  20  cents  on  the  dollar,  face  value. 

E.  K.  Knutson  conducted  an  investigation  of  the  financial  situa¬ 
tion  of  the  Globe  Oil  Co.  subsequent  to  its  default  in  payment  of 
the  interest  coupons.  He  found  that  its  assets  were  of  doubtful 
value  and  that  it  was  involved  in  serious  litigation. 

By  entries  dated  February  19,  1921,  the  petitioner  charged  off  its 
books  as  bad  debts  $3,000,  on  account  of  coupon  notes  of  the  Kansas 
City  Kailway  Co.  held  by  it  and  $2,000  on  account  of  coupon  notes 
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of  the  Globe  Oil  Co.  held  by  it.  Prior  thereto  efforts  to  sell  the  said 
notes  had  been  unsuccessful. 

With  each  of  the  said  charge-off  entries  there  was  made  a  notation 
as  follows :  “  Defaulted  in  1920,  and  through  oversight  not  charged 
off  December  31,  1920.”  The  default  mentioned  refers  to  interest 
payments. 

As  a  result  of  his  investigations  of  the  Kansas  City  Kailway  Co. 
and  the  Globe  Oil  Co.  it  was  the  opinion  of  E.  K.  Knutson  that  the 
debts  of  those  companies  “  could  not  be  realized  upon  at  the  time 
that  they  were  charged  off,  or  soon  after,”  and  he  so  advised  the 
petitioner. 

The  petitioner  was  a  small  bank  and  management  of  its  affairs 
was  largely  informal.  Such  minutes  as  it  maintained  made  no  men¬ 
tion  of  the  charge-offs  last  discussed  herein. 


OPINION. 


Love:  The  issues  presented  in  this  proceeding  arise  from  the 
respondent’s  disallowance  of  deductions  for  alleged  bad  debts.  The 
statue  involved  is  section  214  (a)  (7)  of  the  Revenue  Act  of  1918, 
reading  as  follows: 

Sec.  214.  (a)  That  in  computing  net  income  there  shall  be  allowed  as 
deductions : 

(7)  Debts  ascertained  to  be  worthless  and  charged  off  within  the  taxable 
year. 


Discussing  the  items  in  the  order  of  our  findings  we  shall  first 
consider  such  of  the  “  Overly  notes  ”  as  were  charged  off  during 
1919.  These  notes  had  all  matured  in  1918. 

E.  K.  KnutSon  was  in  1918  a  banker  with  approximately  15  years’ 
experience.  He  testified  that  during  1918  he  had  visited  Overly 
and  made  investigations  of  the  financial  condition  of  each  of  the 
debtors.  Some  of  the  debtors  he  had  personally  visited  and  observed 
the  condition  of  their  farm  equipment  and  other  physical  assets, 
lie  learned  that  such  assets  were  subject  to  liens  in  excess  of  their 
values.  He  was  also  aware  of  the  current  crop  failures  and  of  the 
impoverished  condition  of  farmers  generally  in  the  neighborhood  and 
of  the  debtors  in  particular.  E.  K.  Knutson  further  knew  that  the 
Overly  State  Bank  had  closed  and  that  Dobbin’s  whereabouts  were 
unknown.  Referring  to  the  Flahan,  Dyer,  Wickersham  and  joint 
Wilson  notes,  he  testified  that  in  his  opinion  these  notes  were  worth¬ 
less  in  1918  and  that  he  had  so  advised  the  petitioner  during  that 
year. 

We  are  not  advised  of  the  contents  of  the  report  of  the  Farmers 
&  Merchants  Bank.  While  it  appears  that  the  representative  whom 
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the  petitioner  sent  to  Overly  in  1919  obtained  renewal  notes  from 
some  of  the  debtors,  there  is  nothing  to  indicate  in  which  instances 
such  renewals  were  secured. 

With  reference  to  the  notes  of  M.  J.  Flahan,  Ray  Wickersham, 
Lution  Dyer  and  the  joint  note  of  Ray  and  Albert  Wilson,  aggre¬ 
gating  $1,850,  and  charged  off  in  1919,  while  the  evidence  is  some¬ 
what  conflicting  as  to  the  exact  date  when  those  notes  were  ascer¬ 
tained  to  be  worthless,  whether  in  1918  or  1919,  and  while  the  evi¬ 
dence  seems  clear  that  petitioner  learned  and  knew  in  1918  that  none 
of  the  so-called  Overly  notes  could  be  collected  in  that  year,  although 
past  due,  yet  it  did  entertain  hope  that  crop  conditions  would  be 
more  favorable  in  1919,  and  if  so,  thus  enable  it  to  collect  some  of 
those  notes.  The  crops  of  1919,  instead  of  being  better,  were  worse 
than  in  1918,  and  by  reason  thereof  the  worthlessness  of  those  notes 
became  a  settled  fact. 

We  believe  and  so  hold  that  the  four  notes  mentioned  above,  aggre¬ 
gating  $1,850,  are  deductible  in  the  1918  return. 

The  same  conditions  applied  to  all  the  other  Overly  notes  which 
petitioner  carried  over  from  1919,  and  deducted  same  on  its  returns 
for  1920. 

These  notes  were  known  by  petitioner  to  be  worthless  in  1919, 
and  hence  may  not  be  deducted  from  gross  income  on  the  return  for 
1920.  The  Galloway  Company’s  note  was  deemed  worthless  in  1919 
and  charged  off  in  that  year.  The  company  subsequently  reorganized 
and  substituted  for  the  note  other  securities  which  also  proved  worth¬ 
less.  We  do  not  construe  the  substitution  of  other  securities  in  later 
years,  as  a  refutation  of  the  contention  that  the  note  was  deemed 
worthless  in  1919.  We  believe,  and  so  hold  that  petitioner  is  entitled 
to  deduct  from  gross  income  in  1919  the  $1,000  remaining  unpaid 
on  that  note. 

We  are  not  persuaded  that  the  notes  of  the  Kansas  City  Railway 
Co.  and  the  Globe  Oil  Co.  were  ascertained  to  be  worthless  in  1920, 
even  if  in  fact  they  were  worthless  in  that  year. 

We  can  not  accept  default  of  interest  payments  as  proof  of  worth¬ 
lessness,  and  this  it  appears  is  substantially  all  that  the  petitioner  had 
to  rely  upon.  E.  K.  Knutson’s  investigations  did  not  cause  him  to 
believe  that  the  notes  were  worthless,  but  only  that  they  could  not  be 
realized  upon  at  the  time  they  are  alleged  to  have  been  charged  off 
or  soon  after.  American  National  Bank ,  10  B.  T.  A.  490.  The  phys¬ 
ical  charges  on  the  books  were  made  in  February,  1921,  and  give  rise 
to  the  question  of  their  sufficiency  to  sustain  the  deductions  in  1920. 

No  physical  evidence  of  the  charge-offs  was  made  in  1920.  We 
have  held  in  Mason  Machine  Works  Co .,  3  B.  T.  A.  745,  750,  that 
the  purpose  in  requiring  that  bad  debts  to  be  deductible  must  be 
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charged  off  as  well  as  ascertained  to  be  worthless  within  the  taxable 
year,  was  to  necessitate  the  setting  up  of  evidence  of  the  ascertain¬ 
ment  of  worthlessness,  substantially  as  of  the  date  of  such  ascertain¬ 
ment  and  in  confirmation  thereof.  In  the  case  cited  we  held  a 
charge-off  made  as  of  December  31,  1918,  but  after  the  close  of  the 
books  for  that  year  to  be  a  substantial  compliance  with  the  require¬ 
ment  that  the  charge-off  be  made  within  the  taxable  year.  See  also 
George \  II.  Fraser ,  6  B.  T.  A.  997 ;  Bank  of  Duplin.  12  B.  T.  A.  652. 

We  do  not  consider,  however,  that  the  charge-offs  here  involved, 
made  February  19,  1921,  as  of  that  date  and  subsequent  to  the  close 
of  the  books  for  1920,  meet  the  requirement  of  the  statute  as  we 
interpreted  it  in  the  Mason  appeal  and  Bank  of  Duplin ,  supra. 

The  petitioner's  claim  of  error  in  the  adjustment  of  invested 
capital  for  1920  is  disposed  of  by  our  conclusions  above. 

Judgment  will  be  entered  under  Rule  50. 


G.  II.  Swift  &  Sons,  Inc.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  4806.  Promulgated  July  31,  1928. 

1.  Upon  the  evidence,  held  that  petitioner  is  not  on  a  “  long-term 
contract  ”  basis. 

2.  The  parts  of  the  accounting  records  introduced  in  evidence  do 
not  enable  a  revision  of  the  books  to  more  accurately  compute  the 
cost  of  various  grades  of  lumber  purchased  on  a  log-run  basis. 

Benjamin  Malder ,  Esq.,  and  Ilenmj  P.  Keith ,  Esq.,  for  the 
petitioner. 

Phillip  M.  Clark,  Esq.,  for  the  respondent. 

This  proceeding  results  from  the  determination  of  a  deficiency 
in  income  and  profits  tax  for  the  }-ear  1920,  amounting  to  $19,878.63. 

Petitioner  alleges  error  with  reference  to  the  computation  of 
income  from  sales  of  lumber  which  was  purchased  at  u  log-run  ’ 
prices. 

FINDINGS  OF  FACT. 

Petitioner  is  a  New  York  corporation  with  its  principal  office  at 
Utica,  N.  Y.,  and  is  engaged  in  the  purchase  and  sale  of  lumber  at 
wholesale. 

Hardwood  timber  must  be  cut  into  logs  after  the  sap  leaves  the 
tree,  that  is  in  the  fall.  The  logs  are  then  delivered  to  the  foot  of 
the  mill  slip,  being  taken  from  the  forest  and  hauled  to  the  mill  pond. 
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These  logs  must  be  cut  into  boards  by  July,  else  a  chemical  change 
takes  place  in  the  log,  which  deteriorates  them  very  rapidly.  From 
September  to  the  end  of  the  year  the  bulk  of  the  cut  has  been  shipped. 
Any  surplus  left  over  is  absorbed  in  the  spring  of  the  following 
year. 

In  cutting  logs  of  hardwood  into  lumber  various  grades  are  de¬ 
rived  attributable  in  part  to  the  quality  and  kind  of  the  wood  and  in 
part  to  the  dimensions  of  the  product.  Careful  cutting  results  in  a 
higher  percentage  of  the  more  valuable  grades.  Experienced  buyers 
of  lumber  are  skilled  in  estimating  the  probable  yields  of  the  various 
grades  and  these  factors  are  considered  in  buying  at  log-run  rates 
In  buying,  preference  is  given  to  agreements  specifying  separate 
prices  for  each  grade. 

During  the  year  1920  a  peculiar  situation  developed  in  the  hard¬ 
wood  lumber  industry.  At  about  January,  1920,  conditions  were 
normal.  Thereafter,  early  in  April  or  possibly  in  March,  a  demand 
for  the  lumber  dealt  in  by  petitioner  arose,  which  mushroomed  and 
grew  into  considerable  proportion.  Business  increased  in  every 
department. 

The  small  quantity  of  raw  supply  normally  available  for  spring 
shipments  was  quickly  used  up.  An  artificial  shortage  was  created. 
A.  prospective  purchaser  would  resort  to  numerous  wholesalers. 
These  wholesalers  in  turn  would  make  inquiry  from  numerous  mills. 
The  result  was  that  an  enormous  volume  of  buying  occurred  in  excess 
^f  actual  demand.  Toward  the  latter  part  of  1920,  when  it  was 
realized  that  there  was  duplicate  ordering,  a  great  drop  resulted. 
The  bottom  dropped  out  of  the  market. 

In  1920  petitioner  entered  into  the  following  purchase  agreements : 


Date 


an.  19,1920 


ul.  3, 1920 


)ec.  4, 1920 
vlay  25, 1920 
an.  27, 1920 


vlar.  31, 1920 


Party 


J.  R.  Chabot. 


J.  R.  Chabot. 


Connell  &  Starks _ 

The  Gill  Lumber  Co. 
W.  A.  Hadley . 


McLeod  Brothers. 


Quantity 


70,000  ft. 


300,000  ft. 


100,000  ft.  birch _ 

225,000  ft.  maple _ 

35,000  ft.  elm _ 

35,000  ft.  brown  ash. 
10,000  ft.  6/4  birch... 
44,000  ft.  4/4  birch.... 
6,000  ft.  4/4  maple.... 
5,000  ft _ _ _ 


5,000  ft. 


Prices 


5  x  5  sq.  timber  #1  common  and  better, 
$100  per  M. 
jfls  and  #2s,  $75  per  M. 

#1  common,  $60  per  M. 

#2  common,  $40  per  M. 

#3  common,  $25  per  M. 

#ls  and  2s,  $110  per  M. 

#1  common,  $80  per  M. 

4/4  and  5/4  #2  common,  $50  per  M. 

6/4  #2  common,  $60  per  M. 

4/4  and  5/4  #3  common,  $30  per  M. 

6/4  #3  common,  $35  per  M. 

Log-run,  $50  per  M. 

Mill  run,  $65  per  M. 

Log-run  #3  common  and  better,  $50 
per  M. 


$65  per  M. 

Log-run  birch,  wide  run  trimmed 
spalky  stock,  $55  per  M. 

Log-run  birch,  not  as  high  grade,  $50 
per  M. 
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Date 


Party 


Sep.  22,1920 


May  28, 1920 


Jan.  15,1920 


McLeod  Brothers. 


Colin  C.  MacPherson. 


Towanda  Lumber  Co.. 


Quantity 


#1  common  and  better 
birch. 

28,000  ft.  4" . . 

30,000  ft.  3" . 

45,000  ft.  2" . 

32,000  ft.  6/4. _ 

#3  common  and  better 
birch,  86,000  ft.  4/4. 

#1  common  and  better 
maple,  7,000  ft.  8/4. 

#3  common  and  better 
maple,  22,000  ft.  4/4. 

Img-run  brown  ash, 
13,000  ft.  4/4. 

#3  common  and  better 
birch,  160,000  ft. 

#3  common  and  better 
maple,  250,000  ft. 

#3  common  and  better 
white  ash,  15,000  feet. 

#3  common  and  better 
basswood,  100,000  ft. 

#3  common  and  better 
brown  ash,  10,000  ft. 

#3  common  and  better 
elm,  40,000  ft. 

#3  common  and  better 
beech,  40,000  ft. 

Log-run . . 


Prices 


$75  per  M. 


$70  per  M. 
$60  per  M. 
$60  per  M. 
$65  per  M. 
$45  per  M. 
$45  per  M. 
$45  per  M. 
$40  per  M. 


It  was  the  custom  of  petitioner  to  annually  inventory  its  stocks 
of  lumber  on  hand  at  its  yards,  but  the  lumber,  the  property  of 
petitioner  which  was  on  hand  at  the  various  mills,  was  not  inven¬ 
toried  nor  was  it  entered  upon  the  books  of  account  until  it  was 
shipped  either  to  some  customer  or  to  one  of  the  yards  of  petitioner. 
In  computing  on  the  books  the  profits  for  the  year  1920,  lumber  in 
stock  at  the  mills  was  not  considered.  The  profits  attributed  to 
sales  shipped  from  the  mills  during  1920  of  lumber  purchased  under 
the  aforementioned  agreements  were  computed  on  a  basis  of  the  log- 
run  prices  without  distinction  as  to  the  various  grades,  and  were 
carried  in  special  accounts  designed  to  temporarily  separate  the 
results  from  the  profit  and  loss  account.  In  its  return  for  1920 
petitioner  did  not  report  the  profits  shown  by  these  reserve  accounts. 
Respondent  added  the  amount  thereof  to  the  income  reported.  The 
lumber,  purchased  from  the  mills  under  the  agreements,  which  was 
shipped  to  the  yards  of  petitioner,  was  commingled  with  the  general 
yard  stocks  and  the  results  of  sales  thereof  were  reflected  in  the 
profit  and  loss  account. 

The  inventory  of  lumber  on  hand  in  the  yards  of  petitioner  on 
December  31,  1920,  was  valued  at  estimated  selling  prices. 

The  accounts  of  petitioner  are  kept  on  the  accrual  basis. 

The  market  values  per  thousand  feet  of  the  lumber  on  hand  at 
the  mills  were  as  follows,  the  prices  varying  according  to  the  thick¬ 
ness  of  the  lumber : 
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Birch 

Maple 

Beech 

Basswood 

Miscel¬ 

laneous 

#1  and  42.  .  _ _ _  _ 

$95— $105 
42-  48 
20-  30 
12-  15 

$S0-$100 
40-  45 
20-  30 
12-  15 

$60-$65 
38-  42 
20-  25 
10-  15 

#1  common.  .  ....  _ _ 

42  common.  .  _  _ 

fi  common .  . . . . . 

$12— $1 5 

Log-run  elm _  _ 

$35 

40 

40 

25 

35 

40 

Log-run  ash.  ._  _ 

Log-run  soft  maple . . 

Log-run  hemlock _ _ _ _ _ _ 

Log-run  butternut. _ _  _ 

Log-run  oak . . . . . . . 

OPINION. 

Love:  The  question  for  decision  is  what  method  should  be  used 
in  computing  and  reporting  for  income-tax  purposes  the  income  de¬ 
rived  by  petitioner  from  sales  of  lumber,  which  lumber  had  been  pur¬ 
chased  at  “  log-run  prices,”  which  are  average  prices  applied  indis- 
criminatingly  to  various  grades  of  lumber.  The  circumstances  pe¬ 
culiar  to  the  taxable  year  are  detailed  in  the  findings  and  need  not  be 
repeated  here.  Suffice  it  to  say  that  early  in  the  }7ear  the  market  for 
lumber  was  a  “  seller’s  ”  market,  petitioner  departed  from  its  usual 
custom  of  buying  lumber  on  grade,  and  it  entered  into  a  number  of 
purchase  contracts  for  lumber  at  log-run  rates,  well  knowing  when  it 
did  so  that  the  output  of  the  mills  would  include  a  variety  of  grades. 
As  time  went  on  and  sales  of  the  more  profitable  grades  preponder¬ 
ated,  the  ultimate  resulting  profits  of  the  ventures  of  petitioner  in 
the  purchases  became  more  and  more  doubtful  and  petitioner  very 
prudently  kept  separate  account  on  its  books,  of  the  “  profits  ”  attribu¬ 
table  to  sales  of  the  lumber  purchased  at  log-run  prices.  At  the  end 
of  the  taxable  year  the  amount  of  the  book  profits  thus  reserved  was 
not  transferred  to  the  profit  and  loss  account  nor  was  it  reported  in 
the  income-tax  return.  Respondent  has  added  the  amount  of  these 
profits  to  the  income  reported  on  the  return. 

The  first  contention  of  petitioner  is  that  it  is  on  a  “  long-term  con¬ 
tract  ”  basis  with  relation  to  the  lumber  purchased  at  log-run  prices, 
and,  therefore,  the  entire  proceeds  of  the  sales  of  the  lumber  should  be 
held  in  reserve  until  all  of  the  lumber  contracted  for  has  been  acquired 
and  disposed  of,  whereupon  the  profit  or  the  loss  attributable  to  the 
entire  venture  will  be  carried  to  profit  and  loss  account  and  reported 
for  income-tax  purposes.  Petitioner  relies  upon  this  provision  of 
article  36,  of  Regulations  45 : 

Art.  36.  Long-term  contracts. — Persons  engaged  in  contracting  operations, 
who  have  uncompleted  contracts,  in  some  cases  perhaps  running  for  periods 
of  several  years,  will  be  allowed  to  prepare  their  returns  so  that  the  gross 
income  will  be  arrived  at  on  the  basis  of  completed  work ;  that  is,  on  jobs  which 
have  been  finally  completed  any  and  all  moneys  received  in  payment  will  be 
returned  as  income  for  the  year  in  which  the  work  was  completed. 
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It  hardly  appears  necessary  to  answer  at  length  such  a  contention. 
Having  acquired  a  quantity  of  lumber  by  purchase,  contracted  for 
more,  and  sold  a  part  of  that  acquired,  petitioner  contends  it  should 
at  present  report  no  income  since  the  ultimate  outcome  is  doubtful  of 
the  venture  in  purchasing  the  lumber.  There  were  no  unfilled  sales 
orders  at  the  end  of  the  year  so  far  as  we  know.  The  situation  was 
simply  that  a  quantity  of  the  lumber  remained  on  hand  unsold.  By 
no  stretch  of  the  imagination  can  such  a  situation  be  included  in  the 
provisions  of  article  36,  which  obviously  refers  to  sales  or  executory 
contracts  which  are  directly  productive  of  gross  income. 

The  provisions  of  the  Revenue  Act  of  1918  pertinent  to  this  issue 
are  as  follows : 

Sec.  233.  (a)  That  in  the  case  of  a  corporation  subject  to  the  tax  imposed 
by  section  230  the  term  "  gross  income  ”  means  the  gross  income  as  defined  in 
section  213  *  *  *. 

Sec.  232.  That  in  the  case  of  a  corporation  subject  to  the  tax  imposed  by 
section  230  the  term  “  net  income  ”  means  the  gross  income  as  defined  in  section 
233  less  the  deductions  allowed  by  section  234,  and  the  net  income  shall  he 
computed  on  the  same  basis  as  is  provided  in  subdivision  (b)  of  section  212 
or  in  section  226. 

Sec.  213.  That  for  the  purposes  of  this  title  (except  as  otherwise  provided 
in  section  233)  the  term  “gross  income” — 

(a)  Includes  gains,  profits,  and  income  derived  from  salaries,  wages,  or 

compensation  for  personal  service  (including  in  the  case  of  the  President  of 
the  United  States,  the  judges  of  the  Supreme  and  inferior  courts  of  the 
United  States,  and  all  other  officers  and  employees,  whether  elected  or  ap¬ 
pointed,  of  the  United  States,  Alaska,  Hawaii,  or  any  pol.tical  subdivision 
thereof,  or  the  District  of  Columbia,  the  compensation  received  as  such), 
of  whatever  kind  and  in  whatever  form  paid,  or  from  professions,  vocations, 
trades,  businesses,  commerce,  or  sales,  or  dealings  in  property,  whether  real 
or  personal,  growing  out  of  the  ownersli  p  or  use  of  or  interest  in  such 
property ;  also  from  interest,  rent,  dividends,  securities,  or  the  transaction  of 
any  business  carried  on  for  gain  or  profit,  or  gains  or  profits  and  income  de¬ 
rived  from  any  source  whatever.  The  amount  of  all  such  items  shall  l>e 
included  in  the  gross  income  for  the  taxable  year  in  wh  cli  received  by  the 
taxpayer,  unless,  under  methods  of  accounting  permitted  under  subdivison  (b) 
of  section  212,  any  such  amounts  are  to  he  properly  accounted  for  as  of  a 
different  period ;  *  *  * 

Sec.  212.  (a)  That  in  the  case  of  an  individual  the  term  “net  income” 
means  the  gross  income  as  defined  in  section  213,  less  the  deductions  allowed 
by  section  214. 

(b)  The  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer's 

annual  accounting  period  (fiscal  year  or  calendar  year,  as  the  case  may  be) 
in  accordance  with  the  method  of  accounting  regularly  employed  in  keeping 
the  books  of  such  taxpayer ;  but  if  no  such  method  of  accounting  has  been  so 
employed,  or  if  the  method  employed  does  not  clearly  reflect  the  income,  the 
computation  shall  be  made  upon  such  basis  and  in  such  manner  as  in  the 
opinion  of  the  Commissioner  does  clearly  reflect  the  income.  *  *  * 

Petitioner  comes  squarely  within  these  provisions.  It  is  on  the 
accrual  basis,  employs  inventories  in  the  computation  of  income  and 
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derived  gross  income  within  the  taxable  year  from  sales  of  the  lum¬ 
ber,  which  sales  were  completed  transactions.  We  agree  with  re¬ 
spondent  that  there  is  no  ground  for  a  deferment  to  a  subsequent 
year  of  the  computation  of  the  profit  or  loss.  Cf.  Atkins  Lumber 
Co .,  1  B.  T.  A.  317,  wherein  we  said : 

While  this  presents  a  situation  which  has  a  strong  appeal  we  can  not  over¬ 
look  the  fact  that  the  taxing  statutes  have  been  designed  to  levy  income  and 
profits  taxes  upon  the  gains  and  profits  of  business  for  annual  periods  and 
that  each  annual  period  must  necessarily,  under  the  prov.sions  of  the  law 
stand  by  itself. 

In  the  alternative,  petitioner  contends  for  a  complete  revision  of 
its  books  so  that  (1)  accuracy  will  be  attained  in  the  determination 
of  the  profits  reflected  in  the  reserve  accounts  attributable  to  the 
sales  of  lumber  shipped  from  the  mills  direct  to  customers;  (2) 
its  income  will  be  computed  through  the  use  of  an  inventory  of 
the  lumber  on  hand  at  the  mills  at  the  end  of  the  year  valued  on 
a  basis  of  the  lower  of  cost  or  market. 

The  proposed  revision  follows  the  usual  procedure  of  a  taxpayer 
on  the  accrual  basis  accustomed  to  valuing  its  inventories  on  the  basis 
of  the  lower  of  cost  or  market.  Taxpayer  did  not  physically  in¬ 
ventory  the  lumber  on  hand  at  the  mills  and  it  now  proposes  to 
assume  that  the  lumber  shipped  from  the  mills  in  subsequent  years 
was  actually  cut  during  1920  and  therefore  was  on  hand  at  the  end 
of  the  year. 

There  appear  good  grounds  for  the  claim  that  the  cost  of  the 
lumber  sold,  as  entered  on  the  books,  is  inaccurate  and  that  the 
entries  result  in  an  overstatement  for  income-tax  purposes  of  the 
profits  for  the  taxable  year.  The  buyers  who  represented  petitioner 
were  experienced  men  capable  of  estimating  the  probable  quantities 
of  the  yield  in  the  respective  grades.  The  summary  prices  at  which 
they  purchased  reflected  their  opinions  of  the  average  cost  of  the 
aggregate  expected  to  be  derived.  In  only  the  narrowest,  most 
meticulous  sense,  may  it  be  held  that  the  better  grades  cost  no  more 
and  the  low  grades  cost  no  less,  than  the  “  log-run  ”  price.  We  agree 
with  petitioner  that  more  accurate  costs  should  have  been  computed 
but  we  can  not  approve  the  method  of  computation  of  the  revision 
proposed  by  petitioner,  for  the  reason  that  it  contains  many  assump¬ 
tions.  However  Avell  it  may  be  supported  by  the  opinions  of  experts 
as  representing  normal  conditions  and  average  results,  it,  neverthe¬ 
less,  will  lack  a  satisfactory  basis  of  fact.  This  is  purely  a  fact 
question.  From  the  varied  details  exhibited  in  the  brief  of  petitioner 
it  seems  probable  that  the  full  accounting  books  and  records  avail¬ 
able  to  petitioner  may  afford  sufficient  data  for  the  revisions  con¬ 
tended  for.  However,  we  have  carefully  considered  the  evidence 
before  us  and  reluctantly  conclude  that  we  are  not  in  the  favored 
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position  of  the  taxpayer  in  this  regard.  The  parts  of  the  books  in¬ 
troduced  in  evidence  do  not  enable  an  ascertainment  of  the  respective 
quantities  of  each  grade  of  lumber  actually  derived  from  the  mills. 
Furthermore,  we  are  not  convinced  that  all  of  the  lumber  shipped 
from  the  mills  in  subsequent  years  was  actually  cut  and  on  hand  at 
the  end  of  the  taxable  year.  We  are  left  in  a  position  where  we 
can  not  direct,  and  respondent  can  not  make  a  computation  of  re¬ 
vised  separate  grade  costs  based  upon  evident  facts,  nor  can  quantities 
on  hand  be  satisfactorily  ascertained  to  the  end  that  the  drop  in 
log-run  prices  be  availed  of  through  an  inventory  priced  at  the 
market  value.  There  is  nothing  to  do  but  sustain  the  respondent. 
Cf.  McAnelhj  Hardware  Go .,  9  B.  T.  A.  361 ;  F.  G.  Blshoff ,  6  B.  T. 
A.  570. 

Judgment  will  be  entered  for  respondent. 


Weis  &  Lesh  Manufacturing  Co.,  Motor  Wheel  Corporation, 

Successor,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  Nos.  7653,  9697.  Promulgated  July  31,  1928. 

Where  the  evidence  shows  no  basis  for  a  petition  for  a  redeter¬ 
mination  of  a  deficiency  filed  by  one  other  than  the  taxpayer, 
save  an  assumption  of  the  liabilities  of  the  taxpayer,  the  pro¬ 
ceeding  will  be  dismissed  for  lack  of  jurisdiction.  Bisso  Ferry  Co., 

S  B.  T.  A.  1104,  and  Bond,  Incorporated,  12  B.  T.  A.  339. 

Frank  C.  Olive ,  Esq.  and  George  A.  Olive ,  C.  P.  A .,  for  the 
petitioner. 

Thomas  P.  Dudley ,  Esq.,  for  the  respondent. 

Love:  Upon  motion  duly  made  and  granted  the  proceedings  were 
consolidated  for  purposes  of  hearing  and  decision.  These  are  pro¬ 
ceedings  brought  by  the  Motor  Wheel  Corporation,  hereinafter  re¬ 
ferred  to  as  petitioner,  for  a  redetermination  of  deficiencies  in  income 
and  profits  taxes  amounting  as  follows:  for  the  fiscal  year  1918, 
$3,164.01;  for  the  fiscal  year  1919,  $11,175.40;  for  the  fiscal  year  1920, 
$43,488.57,  asserted  by  respondent  against  Weis  &  Lesh  Manufactur¬ 
ing  Co.,  hereinafter  referred  to  as  the  taxpayer.  The  pertinent  por¬ 
tions  of  the  petitions  are  identical  and  read  as  follows: 

Weis  &  Lesh  Manufacturing  Company,  against  whom  the  taxes  in  controversy 
were  assessed,  was  an  Indiana  corporation  with  its  principal  offices  in  the  city 
of  Muncie,  Indiana.  Under  date  of  February  29,  1920,  Motor  Wheel  Corpora¬ 
tion,  a  corporation  of  Lansing,  Michigan,  acquired  all  of  the  assets  and  assumed 
all  of  the  liabilities,  including  Federal  income  and  profits  taxes  of  said  Weis 
&  Lesh  Manufacturing  Company.  The  said  Motor  Wheel  Corporation  is  now, 
and  ever  since  February  29,  1920,  has  been  liable  for  the  payment  of  the 
additional  taxes  in  question,  if  any. 
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Respondent  admits  the  allegations  made  in  the  foregoing  para¬ 
graph  except  that  he  denies  that  only  the  petitioner  is  liable  for 
the  payment  of  the  deficiencies. 

The  evidence  shows  that  the  taxpayer  disposed  of  its  assets  in  the 
fiscal  year  1920.  There  were  two  transfers.  In  the  first  certain  of 
the  assets  comprising  the  skewer  and  column  departments  were  trans¬ 
ferred  in  September,  1919,  to  Walter  G.  Morgan  for  a  consideration 
of  cash  amounting  to  $27,875,  and  in  addition  the  surrender  of  850 
shares  of  the  common  stock  of  the  taxpa}^er.  Morgan  also  acquired 
certain  accounts  receivable  from  the  taxpayer  for  a  cash  considera¬ 
tion  amounting  to  $19,360.92.  A  loss  is  claimed  attributable  to  the 
transfers  to  Morgan.  The  850  shares  of  its  own  common  stock  thus 
acquired  by  the  taxpayer  were  immediately  sold  to  Pruden  Wheel 
Co.,  a  Michigan  corporation,  for  cash  at  a  price  of  $112.50  per  share, 
the  par  value  being  $50  per  share.  The  Pruden  Wheel  Co.  had  pre¬ 
viously  acquired  1,939  shares  of  (lie  common  stock  of  the  taxpayer 
by  purchase  from  various  parties  and  held  a  majority  of  the  common 
stock.  In  the  second  transfer,  all  that  we  know  of  the  disposition 
of  the  remainder  of  the  assets  of  the  taxpayer  is  that  they  were 
turned  over  (o  the  petitioner  in  February,  1920.  There  is  no  evi¬ 
dence  of  the  details  of  the  liquidation  of  the  taxpayer  and  no  reason 
is  given  foi  the  failuie  of  the  taxpayer  or  the  legal  administrators 
of  the  taxpayer  to  initiate  an  appeal. 

In  our  view  there  are  no  features  which  materially  distinguish 
these  proceedings  from  at  least  two  others  wherein  we  held  that  no 
valid  appeals  were  pending  before  us,  consequently  they  should  be 
dismissed.  See  Bisso  Ferry  Co .,  8  B.  T.  A.  1104,  and  Bond,  Incorpo¬ 
rated ,  12  B.  T.  A.  339.  It  is  unnecessary  to  repeat  the  reasons  fully 
detailed  in  Bond ,  Incorporated ,  supra. 

Specific  provisions  for  the  assessment  and  collection  (including 
the  right  of  appeal  to  this  Board)  of  the  liability  at  law  or  in  equity 
of  a  transferee  of  property  of  a  taxpayer  in  respect  to  the  income 
and  profits  taxes  imposed  upon  the  taxpayer,  are  contained  in  sec¬ 
tion  280  of  the  Revenue  Act  of  1926  and  section  602  of  the  Revenue 
Act  of  1928.  A  dismissal  of  this  petition  will  not  deprive  petitioner 
or  any  other  transferee  of  his  remedies. 

We  are  of  the  opinion  that  there  is  no  valid  appeal  before  us. 

Order  of  dismissal  will  be  entered  accordingly . 


Lee  Mantle,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  5808.  Promulgated  July  31,  1928. 

Value  of  mining  claim  at  March  1,  1913,  determined  as  basis  for 
profit  or  loss  on  the  sale. 


146 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(145) 


Harlow  Pease ,  Esq.,  for  the  petitioner. 
Granville  Boi'den,  Esq  .,  for  the  respondent. 


In  this  proceeding  the  petitioner  seeks  a  redetermination  of  his 
income  taxes  for  the  years  1919  and  1920  for  which  the  Commis- 
sioner  has  determined  deficiencies  of  $6,090.19  and  $6,647.86,  respec¬ 
tively.  The  petitioner  assigned  error  on  the  part  of  the  Commis¬ 
sioner  in  failing  to  allow  an  adequate  value  at  March  1,  1913,  of  a 
mining  claim  owned  on  that  date. 

FINDINGS  OF  FACT. 


Petitioner  is  an  individual  residing  at  Butte,  Mont.,  whose  office 
address  is  16  West  Broadway,  Butte,  Mont. 

The  petitioner,  on  December  2,  1912,  purchased  from  P.  S.  Pass- 
more  the  mineral  rights,  below  a  certain  depth  from  the  surface,  of 
a  claim  known  as  the  Hope  Claim,  located  in  Butte,  Mont.,  for  a 
price  of  $8,250.  P.  S.  Passmore  was  bank  clerk  in  Butte  who  had 
acquired  an  option  on  these  mineral  rights  from  the  owners,  and 
who  entered  into  an  agreement  with  the  petitioner  for  the  sale  of 
his  rights  in  November,  1912.  Soon  after  the  acquisition  of  the 
claim  by  the  petitioner  he  entered  the  Hope  Claim  in  a  book  which 
lie  regularly  kept  for  the  listing  of  his  properties.  This  book  and 
listing  was  kept  by  the  petitioner  in  his  own  hand  writing,  and  its 
function  was  to  serve  not  only  as  a  memorandum  for  himself  but 
as  a  standing  set  of  instructions  to  his  confidential  agent  and  nephew, 
M.  A.  Burger,  for  the  guidance  of  the  latter  in  selling  such  proper¬ 
ties.  The  Hope  Claim  he  listed  in  this  book  at  a  valuation  of 
$100,000. 


The  petitioner  was  the  owner  of  the  Hope  mineral  rights,  although 
the  property  was  held  in  the  name  of  II  eslev  T.  Shirley.  On  the 
5th  day  of  July,  1918,  the  petitioner,  through  IVeslev  T.  Shirley, 
entered  into  an  agreement  for  the  sale  of  his  interest  in  the  Hope 
Claim.  The  total  price  stated  in  the  agreement  was  $150,000,  to  be 
paid  as  follows: 

Cash  on  the  execution  of  the  agreement - $;>,  000 

Within  3  months  from  the  execution  of  the  agreement -  2.r>00 

Within  6  months  from  the  execution  of  the  agreement -  2,  500 

Within  0  months  from  the  execution  of  the  agree  ment -  2.  500 

Within  12  months  from  the  execution  of  the  agreement -  7,500 

Within  15  months  from  the  execution  of  the  agreement -  30.000 

Within  18  months  from  the  execution  of  the  agreement -  30,000 

Within  21  months  from  the  execution  of  the  agreement -  30,000 

Within  24  months  from  the  execution  of  the  agreement -  40.  000 


This  agreement  was  referred  to  in  the  instrument  as  a  lease  and 
option  to  purchase.  The  lessee  or  purchasing  party  was  not  bound 
to  complete  the  purchase,  but  in  the  event  of  his  failure  to  meet  any 
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of  the  requirements  contained  in  the  instrument  he  forfeited  all 
payments  previously  made.  The  Commissoner  determined  that  the 
March  1,  1913,  value  of  the  mineral  rights  in  the  Hope  Claim  was 
$8,250,  and  computed  profit  upon  the  sale  of  such  rights. 

The  Hope  Claim  was  located  in  section  14,  just  west  of  the  city 
limits  of  Butte,  and  just  west  of  Missoula  Gulch.  At  the  time  of  pur¬ 
chase  by  the  petitioner  and  at  the  time  of  sale  its  surface  was  covered 
by  buildings. 

The  petitioner  did  not  acquire  any  of  the  surface  of  the  Hope 
Claim  nor  any  rights  in  or  to  the  surface.  He  therefore  had  no 
means  of  entrance  to  the  property,  and  the  only  way  that  the  prop¬ 
erty  could  be  operated  was  by  purchasing  surface  rights  on  the  prop¬ 
erty  or  mining  beneath  the  property  from  an  entrance  in  an  adjacent 
property. 

The  Hope  mining  claim  had  been  operated  as  a  silver  mine  prior 
o  but  like  many  similar  mines  in  that  district  had  ceased  to  be 
i  paying  property  when  zinc  was  encountered  at  a  certain  depth 
)elow  the  surface  in  such  quantities  as  to  make  the  cost  prohibitive. 
The  mine  had  been  idle  from  about  1890. 

About  1909,  1910,  and  1911  interest  in  the  zinc-silver-lead  proper* 
ies  west  of  Butte  was  materially  revived  on  account  of  development 
md  notoriety  of  the  oil  flotation  process.  This  process  led  opera- 
ors  in  Butte  to  believe  that  these  properties  could  be  made  very 
iroftable,  and  in  1912  the  Butte  and  Superior  Mining  Co.  built  a 
lotation  plant  at  the  northeast  edge  of  the  Butte  Hill. 

On  account  of  this  activity  mining  claims  in  this  section  which 
ireviously  had  not  been  considered  of  value  became  very  valuable, 

nd  many  purchases  were  made  of  undeveloped  claims  from  1911 

o  1915. 

In  February,  1913,  the  Gambrinus  Claim,  located  southeast  from 
he  Hope  Claim,  and  containing  about  11  acres,  was  sold  for  abouf 
15,000  an  acre.  The  surface  indications  on  this  claim  were  about 
he  same  as  the  surface  indications  on  the  Hope  Claim.  Other 
ales  west  of  Missoula  Gulch  ranged  from  $5,000  to  $7,000  an  acre 
vior  to  March  1,  1913. 

The  fair  market  value  at  March  1,  1913,  of  the  mineral  rights  in 
lie  Hope  Claim  owned  on  that  date  by  the  petitioner  was  $100,000. 

OPINION. 

Love  :  The  only  issue  in  this  case  is  the  fair  market  value  at  March 
,1913,  of  the  mineral  rights  in  the  Hope  Claim  as  a  basis  for  deter- 
lining  profit  on  the  sale  of  such  rights  in  1918. 

Petitioner  has  introduced  testimony  showing  transactions  in  some- 
hat  similar  properties  in  this  section  prior  to  March  1,  1913,  in  an 
ffort  to  show  that  there  existed  a  market  for  undeveloped  mineral 
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claims  at  about  $5,000  an  acre.  The  transactions  introduced  ranged 
from  $5,000  to  $15,000  an  acre.  The  claims  in  this  section  which 
were  in  a  general  class  with  the  Hope  Claim  had  surface  out-ci oppings 
of  veins  sometimes  strongly  marked.  In  the  case  of  the  Hope  Claim 
the  vein  was  exposed  at  several  points  and  indicated  a  vein  about 
15  feet  wide.  A  similar  surface  showing  existed  on  the  Gambnnus 

Claim. 

While  there  may  be  some  characteristics  common  to  the  claim  in 
question  and  the  other  claims  named  in  the  record,  it  is  apparent 
to  us  that  a  comparison  by  this  Board  is  impossible,  since  sufficient 
information  therefor  is  not  contained  in  the  record,  and  since  so 
many  elements  enter  into  a  comparison  of  this  natuie  that  it  is 
doubtful  if  any  determination  could  be  reached  except  by  experts 


on  the  ground. 


Petitioner  has  further  introduced  the  testimony  of  several  witnesses 
who  were  familiar  with  the  property  and  who  had  dealt  in  this  class 
of  property,  or  had  knowledge  of  purchases  and  sales  at  or  about 
March  1,  1913.  Those  witnesses  were  familiar  with  the  process 
known  as  the  flotation  process,  being  operated  in  the  Butte  vicinity, 
and  it  was  shown  by  these  witnesses  that  the  introduction  of  the 
flotation  process  as  a  commercial  success  stimulated  activity  in  respect 
to  these  properties  and  greatly  increased  their  market  value.  These 
witnesses  sustained  the  contention  of  the  petitioner  that  the  \alue 
of  the  property  rights  in  question  was  at  least  $100,000  at  March  1. 

1913.  £  1 

Respondent  has  endeavored  to  discount  the  testimony  of  these 
witnesses  in  respect  to  the  value  of  the  mineral  rights  in  the  Hope 
Claim,  alleging  that  the  ores  contained  therein  consisted  of  lead,  zinc 
and  copper,  and  maintaining  that  the  presence  of  copper  which 
would  be  contained  in  the  concentrates  resulting  from  flotation  v  ouldt 
make  the  concentrates  of  such  a  character  that  they  could  not  be 
commercially  treated  at  that  time.  We  fail  to  find  any  evidence  in 
the  record  as  to  the  character  of  the  ore  in  the  Hope  Claim  other 
than  that  it  was  referred  to  as  a  silver  zinc  property.  There  was 
evidence  introduced  that  the  claims  lying  immediately  adjacent  to 
the  Hope  Claim,  known  as  the  Anselmo  Group,  contained  ores  bear¬ 
ing  zinc  and  copper,  but  it  was  not  shown  that  the  Hope  Claim  was 
similar.  It  is  also  true  that  testimony  shows  that  copper  was  pre¬ 
dominant  in  the  ores  in  the  central  part  of  Butte  but  gradually  de¬ 
creased  in  amount  toward  the  west,  and  at  Missoula  Gulch  and  weStj 
ward  was  of  minor  importance.  It  has  not  been  shown  that  the  ores 
in  the  Hope  Claim  could  not  be  successfully  treated  by  the  flotation 
system  in  its  state  of  development  at  Maich  1,  1913, 
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The  only  evidence  relied  upon  by  the  Commissioner  other  than 
the  argument  above  indicated  as  to  the  value  of  the  Hope  Claim  was 
its  purchase  price  of  $8,250  in  1912.  It  is  alleged  that  this  transac¬ 
tion  was  at  arms-length  between  a  willing  buyer  and  a  willing  seller, 
both  of  whom  resided  in  Butte,  and  who  were  in  a  position  to  become 
familiar  with  the  progress  of  flotation  and  the  market  values  of 
claims  of  this  type.  While  this  testimony  is  pursuasive,  in  our 
opinion  it  has  been  overcome  by  the  testimony  of  the  witnesses  who 
are  undoubtedly  qualified  to  express  an  opinion  of  value.  The  fact 
that  the  petitioner  entered  in  his  book  in  1912  a  minimum  sale  price 
of  $100,000  would  also  tend  to  indicate  that  the  petitioner  looked 
upon  the  purchase  price  as  a  distinct  bargain  and  not  a  figure  repre¬ 
senting  fair  market  value. 

After  a  review  of  all  the  testimony  and  arguments  submitted  we 
are  convinced  that  the  mineral  rights  acquired  by  the  petitioner  in 
the  Hope  Claim  had  a  fair  market  value  at  March  1,  1913,  of  $100,000, 
which  value  should  be  used  as  a  basis  in  computing  the  profits 
realized  during  the  years  in  question.  There  was  no  question  raised 
as  to  amount,  or  time  of  receipt,  of  the  sale  price. 

Judgment  will  be  entered  under  Rule  50. 


Howard  Earl  Blood,  Petitioner,  u.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  14981.  Promulgated  July  31,  1928. 

John  W.  Edwards ,  Esq.,  for  the  respondent. 

opinion. 

Arttndell:  This  case  was  submitted  on  the  petition  and  answer. 
The  facts  are  not  in  dispute.  Respondent  determined  a  deficiency  in 
income  taxes  for  the  calendar  year  1923  in  the  amount  of  $367.63. 
The  petitioner  contests  the  deficiency  only  in  so  far  as  the  respondent 
has  failed  to  allow  a  credit  against  it  of  the  amount  of  $370  paid 
to  the  Government  of  Canada  as  an  income  tax  for  the  year  1919,  but 
not  paid  by  the  petitioner  until  the  year  1921.  The  Commissioner’s 
disallowance  of  the  credit  is  based  on  the  fact  that  under  section  222 
of  the  Revenue  Act  of  1921  only  u  taxes  paid  during  the  taxable  year 
to  any  foreign  country  ”  may  be  deducted,  and  that  an  income  tax 
paid  to  Canada  in  1921  may  not  be  used  as  a  credit  against  income 
taxes  due  the  United  States  in  1923.  Respondent’s  determination  is 
correct.  Albert  D.  Hewinson ,  1  B.  T.  A.  1080;  David  A.  Cunning¬ 
ham ,  9  B.  T.  A.  1050. 

Judgment  will  be  entered  for  the  respondent. 
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Arthur  P.  Pearce,  John  F.  Tomfohrde  and  Richard  Tomfohrdf.. 

Trustees  under  the  Will  of  Andreas  Tomfohrde,  Petition¬ 
ers,  v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  9615.  Promulgated  August  1,  1928. 

1.  Method  of  computing  tax  for  a  fiscal  year  ending  in  1921 
under  section  205  (a)  of  the  Revenue  Act  of  1921. 

2.  The  fair  market  values  of  certain  real  estate  on  March  1, 

1913,  and  November  18,  1920,  determined. 

John  F.  M alley,  Esq.,  and  John  M.  O'Donohue,  Esq.,  for  the 
petitioners. 

M.  E.  McDowell ,  Esq .,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in  in¬ 
come  tax  for  the  fiscal  year  ended  October  30,  1921,  in  the  amount 
of  $98,677.54.  The  questions  presented  are  whether  the  petitioners 
realized  any  taxable  gain  from  the  sale  or  exchange  of  certain  leal 
estate  in  the  year  mentioned  and  how  the  gam,  if  any,  should  be  com¬ 
puted. 

FINDINGS  OF  FACT. 

The  petitioners  are  trustees  under  the  last  will  and  testament  of 
Andreas  Tomfohrde,  who  died  in  September,  1910.  At  the  time 
of  his  death  Andreas  Tomfohrde  was  the  owner  of  certain  real  estate 
containing  about  8,701  square  feet,  and  the  buildings  thereon,  sit¬ 
uated  at  37—51  Court  Street,  Boston,  Mass.  Ihe  real  estate  men¬ 
tioned  is  m  the  down-town  section  of  Boston,  and  the  buildings 
thereon  were  old  buildings  of  brick  and  stone  and  w  ei  e  used  for 
office  purposes.  The  petitioners,  as  trustees  under  the  will  of  An¬ 
dreas  Tomfohrde,  received  the  title  to.  said  real  estate  and  buildings 
in  the  year  1911. 

On  November  18,  1920,  the  petitioners  exchanged  the  real  estate 
and  buildings  mentioned,  subject  to  mortgages  amounting  to  $410,- 
000,  for  certain  real  estate  and  buildings  thereon  situated  at  St.  Paul 
and  Egmont  Streets,  Brookline,  Mass.,  and  $140,000  in  cash  and 
certificates  of  deposit.  The  buildings  on  the  Brookline  property 
consisted  of  15  three-story  apartment  houses  of  artificial  stone  and 
brick  joined  together  in  a  block.  Each  house  contained  3  apait- 
ments,  each  apartment  consisting  of  7  rooms  and  a  large  entrance 

hall.  1 

The  fair  market  value  on  March  1,  1913,  of  the  property  at  37-ol 

Court  Street,  Boston,  was  $900,000  and  the  fair  market  value  on 
December  18,  1920,  of  the  property  at  St.  Paul  and  Egmont  Streets, 
Brookline,  was  $375,000. 
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The  petitioners  filed  an  income-tax  return  for  the  fiscal  year  ended 
October  31,  1921,  and  the  respondent,  upon  audit  thereof,  treated 
the  transaction  above  set  forth  as  a  sale  involving  a  taxable  a’ain, 

O  ^7 

and  as  the  basis  for  computing  the  gain  determined  that  the  fair 
market  value  on  March  1,  1913,  of  the  property  at  37-51  Court  Street, 
Boston,  was  $750,000.  and  that  the  fair  market  value  on  November 
18,  1920,  of  the  property  at  St.  Paul  and  Egmont  Streets,  Brook¬ 
line,  was  $500,000. 

opinion. 

Marquette:  The  petitioners  contend:  (1)  That  the  transaction  de¬ 
scribed  in  the  findings  of  fact  was  a  nontaxable  exchange  of  prop¬ 
erty  within  the  meaning  of  section  202(c)  of  the  Revenue  Act  of 
1921,  and  that  only  as  much  of  the  gain,  if  any,  is  taxable  under  the 
Revenue  Act  of  1918,  as  the  proportion  of  the  fiscal  year  falling  in 
the  calendar  year  1920  bears  to  the  entire  fiscal  year;  (2)  that  the 
profit,  if  any,  should  be  computed  by  taking  as  the  basis  thereof,  a 
fair  market  value  of  $900,000  for  the  Court  Street  property  on 
March  1,  1913,  and  a  fair  market  value  of  $375,000  for  the  Brookline 
property  on  November  18,  1920.  The  respondent  urges  that  as  the 
transaction  was  a  sale  occurring  in  the  year  1920  it  is  not  governed 
by  the  provisions  of  the  Revenue  Act  of  1921  but  by  the  Act  of 
1918,  and  that  the  fair  market  values  of  the  Court  Street  and 
Brookline  properties  on  the  dates  mentioned  were  $750,000  and 
$500,000,  respectively. 

We  are  of  opinion  that  the  transaction  herein  constituted  an  ex¬ 
change  taxable  under  the  Revenue  Act  of  1918,  but  exempt  from 
tax  under  the  Revenue  Act  of  1921.  The  petitioners  made  their 
income-tax  returns  on  a  fiscal  year  basis  covering  the  period  No¬ 
vember  1,  1920,  to  October  31,  1921,  and  are  entitled  to  have  their 
tax  computed  for  that  period  under  section  205(a)  of  the  Revenue 
Act  of  1921,  which  provides  as  follows : 

That  if  a  taxpayer  makes  return  for  a  fiscal  year  beginning  in  1920  and 
ending  in  1921,  his  tax  under  this  title  for  the  taxable  year  1921  shall  be  the 
.sum  of:  (1)  the  same  proportion  of  a  tax  for  the  entire  period  computed  under 
Title  II  of  the  Revenue  Act  of  1918  at  the  rates  for  the  calendar  year  1920 
winch  the  portion  of  such  period  falling  within  the  calendar  year  1920  is 
oi  the  entire  period,  and  (2)  the  same  proportion  of  a  tax  for  the  entire  period 
computed  under  this  title  at  the  rates  for  the  calendar  year  1921,  which  the 

portion  of  such  period  falling  within  the  calendar  year  1921  is  of  the  entire 

period. 

Any  amount  paid  before  or  after  the  passage  of  this  Act  on  account  of  the 
tax  imposed  for  such  fiscal  year  by  Title  II  of  the  Revenue  Act  of  1918  shall 
he  credited  toward  the  payment  of  the  tax  imposed  for  such  fiscal  year  by  this 
Act,  and  if  the  amount  so  paid  exceeds  the  amount  of  such  tax  imposed  by  this 

Act,  the  excess  shall  be  credited  or  refunded  in  accordance  with  the  provisions 

of  section  252. 
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The  respondent’s  regulation  (article  1622,  Regulations  62)  govern¬ 
ing  computation  of  tax  under  this  section  is  as  follows : 

The  method  provided  for  computing  the  tax  for  a  fiscal  year  beginning  in 
1920  and  ending  in  1921,  is  as  follows:  (a)  The  tax  attributable  to  the  calendar 
year  1920  is  found  by  computing  the  income  of  the  taxpayer  and  the  tax  thereon 
in  accordance  with  Title  II  of  the  Revenue  Act  of  1918  as  if  the  fiscal  year 
was  the  calendar  year  1920,  and  determining  the  proportion  of  such  tax  which 
the  portion  of  such  period  falling  within  the  calendar  year  1920  is  of  the 
entire  period;  (&)  the  tax  attributable  to  the  calendar  year  1921  is  found  by 
computing  the  income  of  the  taxpayer  and  the  tax  thereon  in  accordance  with 
the  present  statute  as  if  the  fiscal  year  was  the  calendar  year  1921,  and  deter¬ 
mining  the  proportion  of  such  tax  which  the  portion  of  such  period  falling 
within  the  calendar  year  1921  is  of  the  entire  period;  and  (c)  the  tax  for  the 
fiscal  year  is  found  by  adding  the  tax  attributable  to  the  calendar  year  1920  and 
the  tax  attributable  to  the  calendar  year  1921. 


We  believe  this  regulation  to  be  a  proper  construction  of  the  statute, 
and  in  accordance  therewith  the  tax  herein  should  be  determined  by 
computing  the  petitioners’  income  and  tax 'according  to  the  Revenue 
Act  of  1918  as  if  the  fiscal  year  was  the  calendar  year  1920,  and 
determining  the  proportion  of  such  tax  which  the  portion  of  such 
period  falling  within  the  calendar  year  1920  is  of  the  entire  period, 
and  by  computing  the  income  and  tax  under  the  Revenue  Act  of  1921 
as  if  the  fiscal  year  was  the  calendar  year  1921,  and  determining 
the  proportion  of  such  tax  which  the  portion  of  such  period  falling 
within  the  calendar  year  1921  is  of  the  entire  period.  The  tax  for  the 
fiscal  year  is  determined  by  adding  the  tax  attributable  to  each  of 
the  calendar  years  1920  and  1921. 

The  onlv  other  issue  is  as  to  the  value  of  the  Court  Street  property 
on  March  1,  1913,  and  of  the  Brookline  property  on  November  18, 
1920.  The  petitioners  introduced  three  real  estate  brokers  and 
operators  who  were  familiar  with  the  Court  Street  property  and  of 
other  property  in  that  vicinity.  One  broker,  Richard  B.  Board-man, 
testified  that  he  had  been  in  the  real  estate  business  for  27  years  and 
in  that  time  had  sold  more  than  $20,000,000  of  property  in  the  Court 
Street  district,  and  had  been  agent  and  trustee  for  other  property  in 
that  vicinity;  that  in  January,  1914,  he  was  commissioned  to  buy  the 
property  at  37-51  Court  Street  and  was  authorized  to  offer  $900,000 
therefor;  that  he  offered  the  petitioners  $850,000  for  the  property  but 
that  the  petitioners  refused  to  sell  for  less  than  $1,000,000  and  that 
he  considered  that  $900,000  was  the  fair  market  value  of  the  property 
on  March  1,  1913.  Charles  E.  Wyzanski  testified  that  he  and  his 
brother,  Max  Wyzanski,  had  been  engaged  in  the  real  estate  business 
for  more  than  30  years  and  had  bought  and  sold  more  than  $3,000,000 
of  real  estate  in  the  vicinity  of  Court  Street  and  still  owned  about 
$1,000,000  in  that  neighborhood.  He  also  testified  that  in  1910  lu* 
offered  Andreas  Tomfohrde  $800,000  for  the  property  at  37—51  Court 
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Street  and  indicated  that  lie  might  be  willing  to  pay  $825,000,  but 
that  Tomfohrde  refused  to  sell  for  less  than  $900,000.  Charles  E. 
Wyzanski  also  testified  that  the  property  was  more  valuable  in  1913 
than  in  1910,  and  that  he  considered  that  it  had  a  fair  market  value  of 
$8 ( 0,000  on  March  1,  1913.  Max  Wyzanski  also  testified  as  to  the 
same  value  on  March  1,  1913.  Arthur  P.  Pearce,  one  of  the  peti¬ 
tioners,  testified  that  in  or  about  the  year  1913  he  was  offered  $900,000 
for  the  Court  Street  property,  but  refused  to  sell  for  less  than 
$1,000,000,  and  that  he  considered  the  property  worth  more  than 
$900,000  on  March  1,  1913. 

In  support  of  their  contention  that  the  fair  market  value  of  the 
Brookline  property  was  not  to  exceed  $375,000,  on  November  18,  1920, 
the  petitioners  rely  on  the  testimony  of  Frank  Boss,  a  real  estate 
broker  and  operator.  He  testified  that  he  had  been  engaged  in  the 
real  estate  business  for  23  years  and  had  specialized  in  property  in 
Brookline  and  Boston,  and  in  the  year  1920  was  familiar  with  the 
Brookline  property  involved  herein.  He  discussed  in  detail  the  con¬ 
ditions  affecting  the  value  in  November,  1920,  including  the  location 
of  the  property,  the  construction  and  design  of  the  apartments,  the 
gioss  and  net  rentals  and  the  availability  of  money  for  financing, 
and  also  the  actual  number  of  sales  of  other  apartments  in  the  same 
neighborhood.  He  testified  that  due  to  the  faulty  construction  and 
design  of  the  Tomfohrde  property,  the  rentals  realized  were  relatively 
small  in  proportion  to  the  operating  and  other  expenses,  and  he  cited 
five  actual  sales  at  an  average  price  of  about  $25,000  of  apartment 
houses  of  about  the  same  construction  and  in  the  same  vicinity  of  the 
Tomfohrde  property  and  having  the  average  rentals  greater  than  the 
rental  for  the  Tomfohrde  house.  He  also  testified  that  these  apart¬ 
ment  houses  were  much  less  expensive  to  operate  and  therefore  showed 
a  proportionately  larger  net  income  than  the  Tomfohrde  property. 
He  gave  it  as  his  opinion  that  the  fair  market  value  on  November  18, 
1920,  of  the  property  at  St.  Paul  and  Egmont  Streets,  Brookline,  free 
from  mortgages,  was  $360,000  and  that  if  proper  mortgages  could  be 
secured,  the  property  might  have  brought  up  to  $400,000.  He  further 
^estified  that  the  fair  market  value  of  the  Brookline  property  in  1924 
vas  greater  than  in  1920,  due  to  a  widespread  increase  in  apartment- 
iouse  values,  a  considerable  increase  in  rents,  a  greater  and  cheaper 

>upply  of  credit,  and  a  general  public  interest  in  property  of  this 
*lass. 

Arthur  P.  Pearce,  one  of  the  petitioners  herein,  testified  that  he 
old  the  Brookline  property  in  1924,  receiving  $65,000  in  cash,  two 
econd  mortgages  on  other  real  estate  having  a  face  value  of  $35,000, 
nd  a  first  mortgage  on  the  Brookline  property  having  a  face  value 
»  $400,000.  He  also  testified  that  in  his  opinion  the  property  was 
\mrth  about  $375,000  when  the  trustees  acquired  it  in  1920. 
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We  have  carefully  considered  the  evidence  presented  as  to  the 
values  of  the  two  parcels  of  real  estate  involved  in  this  proceeding, 
and  we  are  of  the  opinion  that  it  is  amply  sufficient  to  establish  that 
the  fair  market  value  of  the  Court  Street  property  on  March  1,  1913, 
was  $900,000,  and  that  the  fair  market  value  of  the  Brookline  prop¬ 
erty  on  November  18,  1920,  was  $375,000,  and  we  so  hold. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  60. 


New  York  Talking  Machine  Co.,  and  Chicago  Talking  Machine 
Co.,  Petitioners,  u.  Commissioner  of  Internal  Revenue,  Re¬ 
spondent. 


Docket  No.  123G3.  Promulgated  August  1,  1928. 

1.  Fixed  salaries  and  additional  compensation  based  on  profits 
authorized  and  paid  to  officers  during  the  years  1918  and  1919 
allowed  as  an  expense  deduction  where  such  compensation  was  for 
personal  services  actually  rendered  and  was  reasonable  in  amount. 

2.  A  notice  of  a  deficiency  sent  to  one  of  two  affiliated  cor¬ 
porations  which  does  not  show  a  determination  of  any  additional 
tax  liability  on  behalf  of  the  other  affiliated  company  does  not, 
in  the  absence  of  any  agreement  between  the  companies,  author¬ 
ize  the  filing  of  an  appeal  with  the  Board  by  the  corporation  to 
which  no  notice  of  a  deficiency  has  been  sent.  American  Creosot- 
iny  Co.,  ct  al.,  12  B.  T.  A.  247. 

Charles  A.  Roberts ,  Esq.,  William  W.  Robison ,  Esq.,  and  Joseph  C. 
White,  Esq.,  for  the  petitioners. 

Irwin  R.  Blaisdell,  Esq.,  and  E.  D.  Thomas,  Esq.,  for  the  re¬ 
spondent. 


This  proceeding  is  for  the  redetermination  of  deficiencies  for  1918 
and  1919  in  the  amounts  of  $79,458.55  and  $53,020.13,  respectively. 
For  1918  the  petitioners  filed  a  claim  for  abatement  in  the  amount 
of  $85,307.78  of  which  amount  the  Commissioner  has  allowed 
$5  909.23.  The  deficiency  for  1919  is  a  proposed  additional  assessment. 

The  errors  alleged  in  the  petition  are,  (1)  the  disallowance  for 
(he  year  1918  of  a  deduction  of  $113,070  of  the  compensation  paid 
to  the  officers  of  said  affiliated  companies;  (2)  the  disallowance  for 
1919  of  a  deduction  of  $119,035.12  of  the  compensation  paid  to  the 
officers  of  said  affiliated  companies,  and  the  disallowance  of  a  deduc¬ 
tion  of  $1,500  compensation  paid  to  the  sales  manager  of  said  com¬ 
panies;  and  (3)  determining  the  average  inadmissible  assets  for 
1919  to  be  $422,879.08  instead  of  $162,732.71. 
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The  Commissioner  has  conceded  the  correctness  of  the  petitioners’ 
contention  in  regard  to  the  amount  of  average  inadmissibles  for  the 
year  1919. 

At  the  hearing  before  the  Board  counsel  for  the  petitioners  moved 
foi  a  dismissal  of  the  appeal  of  the  Chicago  Talking  Machine  Co. 
on  the  grounds  that  the  Commissioner  has  not  notified  said  company 
of  a  deficiency  in  tax  for  either  of  the  years  1918  or  1919  as  required 
b}  the  statute,  and  that  the  Board  therefore  has  no  jurisdiction  to 
hear  and  determine  its  appeal. 

FINDINGS  OF  FACT. 

I  he  petitioners  were  affiliated  corporations  during  the  taxable 
years  1918  and  1919  and  filed  consolidated  returns  for  each  of  such 
years.  They  were  engaged  in  the  business  of  buying  and  selling  at 
wholesale  the  products  of  the  Victor  Talking  Machine  Co. 

Each  of  the  companies  was  capitalized  at  $100,000.  Prior  to  1917 
their  capital  stock,  except  for  qualifying  shares,  was  owned  by  the 
Victoi  Talking  Machine  Co.  and  was  held  in  trust  for  that  company 
bv  one  of  its  officers. 

Prior  to  1906,  the  Chicago  Talking  Machine  Co.  had  not  been  a 
financial  success.  The  Victor  Talking  Machine  Co.  was  endeavoring 
to  find  a  competent  person  to  place  in  charge  of  the  Chicago  office^ 

-G*  Geissler  had  been  a  salesman  for  Victor  Talking  Miachme  prod¬ 
ucts  m  San  Francisco  and  had  made  a  great  success  there.  The 
records  of  the  company  show  that  he  had  sold  five  times  as  many 
goods  on  one  m\oice  as  any  other  salesman  of  the  Victor  Company 
had  ever  sold  up  to  that  time.  At  the  suggestion  of  A.  D.  Geissler’s 
father,  who  was  the  sales  manager  for  the  Victor  Talking  Machine 
Co.,  the  son,  A.  D.  Geissler,  was  placed  in  charge  of  the  Chicago 
office.  The  sales  of  the  Chicago  Talking  Machine  Co.  soon  began  to 
expand  rapidly.  As  a  result  of  his  success  with  the  Chicago  Talking 
Machine  Co.,  he  was  in  1913  made  general  manager  and  vice  presi¬ 
dent  of  the  New  York  Talking  Machine  Co. 

In  1915  and  1916  Geissler  drew  a  salary  of  $5,000  from  each  of  the 
two  companies  which  he  was  then  representing  as  general  manager 
and  in  1916  he  received  a  bonus  of  $17,500.  During  the  latter  part^of 
that  year  he  received  an  offer  of  employment  which  he  was  tempted 
to  accept  by  reason  of  the  fact  that  his  compensation  would  in  all 
probability  be  in  the  vicinity  of  $100,000  a  year.  The  officers  of  the 
Victor  Talking  Machine  Co.  were  anxious  to  retain  him  in  its  employ, 
filiere  was  discussion  among  them  as  to  whether  his  salary  should  be 
increased  to  $50,000  or  $100,000  per  year.  In  lieu  of  this  offer  he 
^ as  gi\en  an  opportunity  with  1  i i s  associates  in  the  two  companies 
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which  he  represented  as  general  manager  to  acquire  the  stocks  of 
those  companies.  Accordingly,  in  January,  1917,  the  entire  stock  of 
the  Chicago  Talking  Machine  Co.  and  of  the  New  York  Talking 
Machine  Co.  was  purchased  by  live  individuals — A.  D.  Geissler, 
Daniel  H.  Creed,  K.  J.  Keith,  Griffith  P.  Ellis  and  William  C.  Grif¬ 
fith.  The  consideration  for  the  purchase  of  the  stock  was  $1,800,000, 
to  be  paid  semiannually  over  a  period  of  20  years.  It  was  provided 
in  the  purchase  agreement  that  in  order  to  protect  the  interests  of  the  j 
Victor  Company  in  the  deferred  payment  of  the  purchase  price,  the 
net  quick  assets  of  the  two  companies  should  at  no  time  fall  below 
$1,250,000,  the  approximate  net  quick  assets  at  the  date  of  transfer. 

The  stock  was  transferred  to  the  above-named  individuals  as  of 
January  1,  1917,  and  was  pledged  with  the  Victor  Talking  Machine 
Co.  as  security  for  the  purchase  price.  Geissler  acquired  75  per  cent 
of  the  stock  of  each  company,  Creed  and  Keith  6.25  per  cent  each, 
and  Ellis  and  Griffith  2.5  per  cent  each.  The  portion  of  the  stock 
which  each  was  permitted  to  acquire  was  determined  upon  the  basis 
of  the  estimated  value  of  each  to  the  business.  The  remaining  7 y2 
per  cent  of  the  stock  of  each  company,  less  one  share  in  each  held 
b}T  W.  J.  Staats,  an  officer  of  the  Victor  Talking  Machine  Co.,  was  ( 
held  by  Geissler  as  trustee.  In  May,  1919,  Creed  acquired  one-half 
of  the  stock  of  each  company  held  by  the  trustee,  increasing  his 
holdings  to  10  per  cent  in  each  compan}7.  Geissler,  Creed,  Keith,  | 
Ellis  and  Staats  became  directors  of  both  the  New  York  and  the  j 
Chicago  companies. 

During  the  taxable  years  the  petitioners’  stock  was  held  as  follows:  j 

New  York  Talking  Ala  chine  Co. 

From  January  2.  1917,  to  May  23,  1919 

\ 

Arthur  D.  Geissler - 

Daniel  A.  Creed - 

Royden  J.  Keith - 

Griffith  P.  Ellis _ 

William  C.  Griffith _ 

Arthur  D.  Geissler,  Trustee - 

Walter  J.  Staats - 

From  May  23,  1919,  to  January  1,  1920 


Arthur  D.  Geissler - - 750 

Daniel  A.  Creed _ : - 100 

Royden  J.  Keith -  62^4 

Griffith  P.  Ellis _  25 

William  C.  Griffith _  25 

Arthur  D.  Geissler,  Trustee _  36y2 

Walter  J.  Staats _ _ _  1 


750 
62  Vj 

62  y* 


74 

1 
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Chicago  Talking  Machine  Co. 


1917  and  1918 

Arthur  D.  Geissler _ 

Daniel  A.  Creed _ 

Hoyden  J.  Keith _ 

Griffith  P.  Ellis _ 

William  C.  Griffith _ 1 _ 

Arthur  D.  Geissler,  Trustee _ 

Walter  J.  Staats _ 


7,  500 
625 
625 
250 
250 
749 
1 


1919 


Arthur  D.  Geissler _ 

Daniel  A.  Creed  until  May,  1919,  thereafter  1,000 _ 

Hoyden  J.  Keith _ 

Griffith  P.  Ellis _ ~ _ " 

William  C.  Griffith _ 

Arthur  D.  Geissler,  Trustee,  until  May,  1919,  thereafter,  374 
Walter  J.  Staats _ 


7,  500 
625 
625 
250 
250 
749 
1 


Stock  held  in  the  name  of  Arthur  D.  Geissler,  Trustee,  was  voted 
by  him  and  dividends  were  paid  thereon  to  him  as  “  Trustee.” 

Upon  the  purchase  of  the  petitioner’s  stock  in  1917,  A.  D.  Geissler 
became  president,  general  manager,  and  treasurer  of  both  the  Chi¬ 
cago  Talking  Machine  Co.  and  the  New  York  Talking  Machine  Co. 
Thereafter  he  divided  his  time  equally  between  the  two  companies. 

D.  A.  Creed  first  became  connected  with  the  Chicago  company  in 
1902.  In  1912  he  was  office  manager  and  credit  manager  of  the  Chi¬ 
cago  company.  In  1913  he  was  made  comanager  with  R.  J.  Keith 
of  the  Chicago  company.  During  the  years  1917  and  1918  he  was 
general  manager  of  the  Chicago  company,  and  in  1919  was  also 
general  manager  of  the  New  York  company. 

R.  J.  Keith  became  connected  with  the  Chicago  company  in  1907 
ns  a  salesman.  He  later  became  sales  manager.  After  1913  he  served 
is  comanager  with  D.  A.  Creed. 

Each  of  the  officers  devoted  all  of  his  time  to  the  petitioners’  busi¬ 
ness.  Creed  received  a  salary  of  $6,000  in  1916. 

About  the  time  of  the  purchase  of  the  petitioners’  stock  in  1917  it 
was  agreed  informally  that  each  of  the  above-named  officers  would 
receive  a  fixed  salary  from  each  of  the  companies,  and  if  the  earn¬ 
ings  should  be  sufficient  each  would  receive  additional  compensation 
m  the  nature  of  a  bonus  sufficient  to  make  the  total  compensation  for 
the  year  1917  as  follows : 


Geissler 
Creed  __ 
Keith__. 
Ellis  ___ 
Griffith . 


$120,  000 
15,  000 
15,000 
6,  000 
4,000 
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On  December  14,  1917,  the  following  resolution  was  adopted  by  the 
directors  of  the  New  York  company: 

After  consideration,  on  motion,  duly  made  and  seconded,  the  following  resolu¬ 
tions  were  adopted,  by  the  vote  of  all  the  directors  present  except  that  no 
director  voted  in  respect  of  his  own  compensation : 

Resolved  that  the  agreement  which  has  been  made  between  this  Company 
and  Arthur  D.  Geissler,  whereby  this  company -agreed  to  pay  him  as  compensa 
tion  for  services  rendered  and  to  be  rendered  by  him  to  this  Company  during 
the  year  1917  a  fixed  sum  of  $12,500  and  twenty-five  per  cent,  of  the  net  profits 
of  this  Company  before  deducting  Federal  taxes  and  any  sums  paid  as  com¬ 
pensation  to  employees  of  the  Company  which  is  based  upon  a  percentage  of 
the  profits  hut  after  deducting  all  amounts  paid  to  employees  as  compensation 
for  services  which  are  not  based  upon  a  percentage  of  profits  be,  and  it  hereby 
is,  formally  in  all  things  approved. 

Resolved  that  the  agreement  which  has  been  made  between  this  company’  and 
Daniel  A.  Creed,  whereby  this  Company  agreed  to  pay  h  m  as  compensation 
for  services  rendered  and  to  be  rendered  by  him  to  this  Company  during  the 
year  1917  a  fixed  sum  of  $3,000  and  two  and  four-tenths  per  cent  of  the  net  i 
profits  of  this  Company  before  deducting  Federal  taxes  and  any  sums  paid  as 
compensation  to  employees  of  the  Company’  which  arc  based  upon  a  percentage 
of  the  profits  but  after  deducting  all  amounts  paid  to  employees  as  compensa¬ 
tion  for  services  which  are  not  based  upon  a  percentage  of  profits  be,  and  i) 
hereby’  is,  formally  in  all  things  approved. 

Resolved  that  the  agreement  w  Inch  has  been  made  between  this  Company 
and  Roy’den  .T.  Keith,  whereby  this  Company  agreed  to  pay  him  as  compensa¬ 
tion  for  services  rendered  and  to  be  rendered  b.v  him  to  this  Company  during 
the  y’ear  1917  a  fixed  sum  of  $3  000.  and  two  and  four-tenths  per  cent  of  the 
net  profits  of  this  Company  before  deducting  Federal  taxes  and  any  sums  paid 
as  compensation  ro  employees  of  the  Company’  which  are  based  upon  a  percent¬ 
age  of  the  profits  but  after  deducting  all  amounts  paid  to  employees  as  com¬ 
pensation  for  services  which  are  not  based  upon  a  percentage  of  profits  be, 
and  it  hereby  is,  formally  in  all  things  approved. 

Resolved  that  the  agreemi  nt  which  has  been  made  between  this  company  and 
Griffith  P.  Ellis,  whereby  th  s  Company  has  agreed  to  pay  him  as  compensation 
for  services  rendered  and  to  be  rendered  by’  him  to  this  Company  during  the 
year  1917,  six-tenths  of  one  per  cent  of  the  net  profits  of  this  Company  before 
deducting  Federal  taxes  and  any  sums  paid  as  compensation  to  employees  of 
the  Company  which  are  based  upon  a  percentage  of  the  profits  but  after 
deducting  all  amounts  paid  to  employees  as  compensation  for  services  which 
are  not  based  upon  a  percentage  of  profits  be,  and  it  hereby  is,  formally  in  all 
things  approved. 

Resolved  that  the  agreement  which  has  been  made  between  this  Company 
and  William  C.  Griffith,  whereby’  this  Company  agreed  to  pay  him  as  compensa¬ 
tion  for  services  rendered  and  to  be  rendered  by  him  to  this  Company  during 
the  year  1917,  six-tenths  of  one  per  cent  of  the  net  profits  of  this  Company 
before  deducting  Federal  taxes  and  any  sums  paid  as  compensation  to  employees 
of  the  Company  which  are  based  upon  a  percentage  of  the  profits  but  after 
deducting  all  amounts  paid  to  employees  as  compensation  for  services  which 
are  not  based  upon  a  percentage  of  profits  be,  and  it  hereby  is,  formally  in  all 
things  approved. 

On  the  same  day  a  resolution  was  passed  by  the  board  of  directors 
of  the  Chicago  company  similar  in  all  respects  except  that  in  addition 
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to  the  stated  percentage  of  the  profits  fixed  salaries  of  $4,200  and 
$2,400  for  Ellis  and  Griffith  were  approved. 

For  1918  it  was  agreed  informally  by  the  directors  of  the  compa¬ 
nies  that  the  compensation  to  be  paid  to  each  of  the  officers  would 
be  the  same  as  had  been  agreed  upon  for  1917  and  that  the  com¬ 
pensation  in  addition  to  fixed  salaries  would  be  apportioned  between 
the  two  companies  on  the  basis  of  the  earnings  of  each.  The  com¬ 
pensation  actually  paid  to  the  officers  for  1918  was  not  exactly  in 
accordance  with  the  percentage  of  profits  agreed  upon  for  1917  in 
the  above  resolution.  Of  the  total  compensation  of  $143,286.72 
for  the  year  1918  the  Commissioner  allowed  a  deduction  of  $30,216.72, 
the  same  amount  which  he  had  allowed  for  1917.  All  of  such  disal¬ 
lowance  was  in  respect  of  the  salaries  and  bonuses  of  Geissler,  Creed, 
and  Keith. 


For  the  year  1919  it  was  agreed  b}^  the  directors  informally  that 
substantially  the  same  compensation  would  be  paid  as  was  paid  for 

the  year  1918. 

The  compensation  paid  to  the  above-named  officers  for  the  years 
1917,  1918,  and  1919  was  as  follows: 


A..  D.  Geissler _ 

D.  A.  Creed _ 

R.  J.  Keith _ 

Griffith  P.  Ellis.... 
William  C.  Griffith 


V.  D.  Geissler . 

I.  A.  Creed _ 

I.  J.  Keith _ 

Griffith  P.  Ellis.... 
William  C.  Griffith 


1017 


Company 

Fixed  com¬ 
pensation 

Additional 

compensa¬ 

tion 

Total 

fNew  York  Co _ 

/Chicago  Co.  _ 

fNew  York  Co _ 

$12,  500.  01 
12,  499.  95 

$38, 980.  00 
55,  226.  80 
3,  742.  08 
5.  301.  77 
3,  742.  08 
5,  301.  77 
935.  52 
1,  325.  44 
935.  52 
1,  325.  44 

$51, 480.  01 
67,  726.  75 
3,  742.  08 
11,  301.  77 
9.  742.  08 
5,  301.  77 
935.  52 
5,  075.  44 
935.  52 
3,  575.  44 

/ Chicago  Co _ 

fNew  York  Co.. . 

\Chicago  Co... _ _ 

6,  COO.  00 
6,  000.  00 

fNew  York  Co _ 

/Chicago  Co. . . 

fNew  York  Co . 

3,  750.  00 

/Chicago  Co _ _ 

2,  250.  00 

1918 

fNew  York  Co_. _ 

/Chicago  Co _ 

fNe'v^  York  Co  ..  .  . 

(.Chicago  Co . 

fNew  York  Co..  ..  . 

\ Chicago  Co _ _ 

fNew  York  Co. . 

$12,  500.  03 
12,499.92 
3,  000.  00 

3,  000.  00 

3,  000.  00 

3,  000.  00 

$37,  250. 14 
49,  959.  51 

4,  074.  23 

5,  464.  32 

4,  074.  23 

5,  464.  32 
814.  85 

1,  092.  88 
814.  85 

1, 092.  88 

$49,  750.  17 
62, *459.  43 

7,  074.  23 

8,  464.  32 

7,  074.  23 

8,  464.  32 
814.  85 

5,  559.  56 
814.  85 
2,  292.  88 

\Chicago  Co _ _ 

/New  York  Co _ 

4,  46G.  08 

(.Griffith  Co_ . 

1,  200.  00 

3919 


k-.  D.  Geissler . 

1.  A.  Creed. 

fNew  York  Co . 

/Chicago  Co.  _ 

fNew  York  Co _  . 

$12,500.04 
12, 499.  89 
3,  749.  97 
3,  750.  00 
3,  000.  00 
3,  000.  00 

$21,  226.  15 
61,  224.  99 

4,  088.  00 
11,791.53 

3, 183.  92 

9,  183.  79 

1,  297.  15 
3,741.54 
849.  05 

2, 449.  00 

i.  J.  Keith . 

Iriffith  P.  Ellis 

/Chicago  Co . . 

fNew  York  Co . 

/Chicago  Co . 

fNew  York  Co.. . 

Villiam  C.  Griffith 

/Chicago  Co . . 

/New  York  Co _ 

5,  500.  02 

I 

(.Chicago  Co . . 

3, 150.  00 

$33, 

73, 

7. 

15, 

6, 

12, 

1, 

9, 

5, 


726.  19 
724.  88 
837.  97 
541.  53 
183.  92 
183.  79 
297.  15 
241.  56 
849.  05 
599.  00 


160 


13  IT.  S.  BO  Alii)  OF  TAX  APPEALS  REPORTS. 


(154) 


The  sales  manager  of  New  York  Talking  Machine  Co.,  H.  C.  Ernst, 
who  was  not  a  stockholder  in  either  company,  was  also  given  an 
increase  in  salary  for  1919  by  a  lump-sum  payment  of  $1,500  made 
to  him  near  the  end  of  the  year. 

Under  the  direction  of  the  above-named  officers  the  business  of 
both  the  petitioners  grew  rapidly.  The  gross  sales  of  the  Chicago 
company  increased  from  $551,347.56  in  1912  to  $1,623,648.78  in  1916 
and  those  of  the  New  York  company  from  $641,804.07  in  1912  to 
$1,693,868.72  in  1916.  During  this  period  the  business  of  both  com¬ 
panies  was  under  the  general  supervision  and  direction  of  executives 
of  the  Victor  Talking  Machine  Co.,  who  gave  their  services  without 


cost  to  the  petitioners. 

For  the  year  1918  the  gross  sales  of  the  New  York  company  were 
$1,507,035.53  and  of  the  Chicago  company  $1,760,908.58.  For  1919 
the  gross  sales  of  the  New  York  company  were  $1,971,682.46  and  of 
the  Chicago  company  $2,330,838.38.  The  net  profits  for  the  years 
1918  and  1919  were  $41,087.15  and  $61,366.61  for  the  New  York  com¬ 
pany,  and  $117,949.52  and  $167,997.08  for  the  Chicago  company. 
Both  of  the  companies  paid  a  dividend  of  10  per  cent  in  each  of  the 
years  1918  and  1919  and  added  large  amounts  to  their  surplus. 

Under  date  of  January  4,  1926,  the  respondent  mailed  to  the  New 
York  Talking  Machine  Co.  a  deficiency  notice  stating  in  part : 


An  examination  of  income  tax  returns  and  of  books  of  account  and  records 
discloses  an  additional  tax  for  the  year  1919  amounting  to  $53,620.13,  and  an 
overassessment  for  the  year  1918  amounting  to  $5,909.23.  as  shown  in  t h«* 
attached  statement  and  accompanying  schedules. 


In  the  attached  statement  reference  was  made  to  the  affiliated  com¬ 
pany,  the  Chicago  Talking  Machine  Co.,  in  connection  with  con¬ 
solidated  invested  capital,  consolidated  net  income  and  other  matters 
pertinent  to  the  computation  of  the  tax  liability  of  an  affiliated  corj 
poration,  but  the  deficiency  notice  does  not  state  or  show  that  any 
tax  liability  on  behalf  of  the  Chicago  Talking  Machine  Co.  was  ever 
determined  for  the  taxable  years.  No^copy  of  this  deficienc}  letter 
or  other  notice  of  a  deficiency  in  tax  for  the  years  1918  and  1919  was 
ever  mailed  to  the  Chicago  lalkmg  Machine  Co.  Fiom  the  defi¬ 
ciency  letter  of  January  4,  1926,  the  New  Tork  I  alking  Machine  Co. 
and  the  Chicago  Talking  Machine  Co.  have  filed  a  joint  petition 

with  the  Board. 


OPINION. 


Smith:  With  the  invested  capital  question  contained  in  the  second 
assignment  of  error  settled  by  stipulation,  the  only  remaining  issue 
on  the  merits  is  that  of  the  salary  deductions  for  the  years  1918  and 
1919.  The  respondent  contends  that  the  salary  deductions  taken  in 
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the  petitioners’  returns  for  those  years  and  now  claimed  as  an  ex¬ 
pense  deduction  are  unreasonably  large  and  represent  a  distribution 
of  dividends  in  the  guise  of  compensation  for  services  rendered.  It 
is  not  questioned  that  the  compensation  in  dispute  was  actually  paid 
to  the  officers  during  the  taxable  years  and  that  the  payment  of  the 
same  was  duly  authorized  by  the  petitioners’  directors. 

We  do  not  believe  that  the  facts  which  we  have  set  out  above  at 
considerable  length  bear  out  the  respondent’s  contention.  It  is  true 
that  the  amounts  of  additional  compensation  paid  to  the  officers  in 
both  the  years  1918  and  1919  bear  a  somewhat  close  relationship  to 
their  stock  holdings,  but  this  fact  alone  does  not  establish  that  such 
amounts  were  paid  as  a  distribution  of  profits  rather  than  as  com¬ 
pensation  for  services.  Woodcliff  Silk  Mills ,  1  B.  T.  A.  715 ;  E.  J. 
Stilwell  Paper  Co .,  6  B.  T.  A.  531.  Wherever  it  appears  that  com¬ 
pensation  has  been  paid  by  a  corporation  to  its  stockholders  in  the 
proportion  of  their  stock  holdings  it  is  incumbent  on  the  taxpayer 
satisfactorily  to  snow  that  the  compensation  was  in  pavment  for 
personal  services  actually  rendered  and  was  reasonable  in  amount. 
Neiv  York  Theatre  Program  Corporation,  4  B.  T.  A.  431.  The  fact 
that  the  compensation  is  large  in  amount  is  no  bar  to  the  deduction 
of  the  amount  as  an  ordinary  and  necessary  expense  provided  that 
it  is  paid  in  pursuance  of  an  agreement  to  pay  the  compensation,  is 
f°i  personal  sei vices  actually  rendered,  and  constituted  only  reason¬ 
able  compensation  for  such  services.  II.  V.  Greene  Co..  5  B.  T.  A. 
442.  In  that  case  the  Board  allowed  the  deduction  from  gross  income 
of  compensation  paid  to  Greene  in  1919  of  $235,138.75.  * 

The  evidence  before  us  leaves  no  doubt  that  the  amounts  paid  to 
the  officers  for  both  the  years  1918  and  1919  in  the  form  of  fixed 
salaries  and  bonuses  were  in  payment  for  personal  services  actually 
rendered.  Each  of  the  officers  devoted  all  of  his  time  to  the  business 
and  apparently  rendered  highly  efficient  and  valuable  services.  Other 
than  the  relationship  of  the  compensation  to  stock  holdings  there  is 
nothing  in  the  record  to  indicate  that  any  of  the  payments  made  to 
the  officer-stockholders  as  compensation  were  in  fact  a  return  on 
their  capital  investments. 


The  question  of  the  reasonableness  of  the  salaries  must  be  deter¬ 
mined  with  reference  to  the  volume  of  business,  the  profits  made, 
t  e  character  of  the  services  for  which  the  compensation  was  paid 
and  all  other  pertinent  facts  shown. 


The  petitioners’  combined  gross  sales  for  1918  were  $3,267,944.11 
and  for  1919,  $4,302,521.04.  Their  net  profits  were  $159,036  67  for 
1918  and  $229,363.69  for  1919.  The  total  administrative  salaries 
In  anises,  commissions  and  salesmen’s  salaries  and  expenses  amounted 
to  $190,438.11  in  1918  and  $219,473.24  in  1919,  or  approximately  5 
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per  cent  of  gross  sales  for  each  year.  Considering  the  comparatively 
small  amount  of  capital  employed  in  the  business  and  the  fact  that 
its  earnings  depended  almost  entirely  upon  the  personal  efforts  of 
its  officers  and  employees,  we  find  no  disproportion  between  salaries 
and  gross  business  or  net  profits. 

The  evidence  in  the  case  is  convincing  that  the  officers  were  all 
men  of  ability  and  possessed  qualifications  for  their  respective  duties 
and  that  they  rendered  services  to  the  petitioners  commensurate  in 
value  with  their  compensation.*  The  evidence  is  specially  convinc¬ 
ing  in  regard  to  A.  13.  Geissler,  who  received  considerably  larger 
compensation  than  any  of  the  other  officers.  A  former  officer  of 
the  Victor  Talking  Machine  Co.,  who  was  treasurer  of  that  com¬ 
pany  during  the  years  1918,  1919,  and  1920,  testified  that  A.  D. 
Geissler  was  really  the  outstanding  man  in  the  jobbing  business, 
in  introducing  salesmanship  methods  or  in  building  up  the  com¬ 
panies’  business  and  that  he  gave  other  jobbers  objectives  to*obtain. 
“  He  was  what  we  then  called  the  wheel  horse  of  the  jobbing  field. 
When  New  York  did  not  show  the  results  that  we  thought  it  ought  to 
show  we  thought  we  ought  to  have  him  there  and  Geissler’s  activi¬ 
ties  were  divided  between  New  York  and  Chicago.”  It  was  testi¬ 
fied  that  if  A.  D.  Geissler  and  his  associates  had  not  been  permitted 


to  acquire  the  shares  of  stock  of  the  Chicago  and  New  York  com¬ 
panies  the  Victor  Company  would  have  increased  his  compensation 
to  somewhere  between  $50,000  and  $100,000  per  year.  The  testimony 
of  officers  of  the  Victor  Talking  Machine  Co.  is  convincing  that 


the  amounts  received  by  Geissler  during  the  years  1918  and  1919  as 
compensation  for  personal  services  rendered  to  the  two  petitioners 
was  only  reasonable  compensation  for  services  rendered  the  com¬ 
panies  by  him.  It  was  also  testified  that  large  salaries  were  paid  by 
the  Victor  Talking  Machine  Co.  to  their  own  salesman  and  that 
total  compensation  to  important  officers  and  salesman  was  regularly 
in  the  form  of  salaries  plus  a  bonus  or  commissions.  The  general 
manager  of  the  Victor  Talking  Machine  Co.  for  the  year  1910 
received  as  compensation  for  his  services  for  that  year  $45,000  plus 
commissions  of  $83,858.39,  making  a  total  compensation  for  the  year 
of  $128,858.39.  By  reason  of  the  ability  of  Geissler  and  his  associ¬ 
ates  the  business  of  the  two  petitioners  had  been  built  up  to  a  point 
where  they  were  taking  about  20  per  cent  of  the  product  of  the 
Victor  Company. 

Creed  and  Keith  were  both  experienced  men  in  the  business.  Creed 
had  been  with  the  Chicago  company  since  1902  and  Keith  since 
1907.  They  had  served  as  comanagers  of  the  Chicago  company  since 
1913.  In  1919  Creed  was  offered  the  position  of  general  sales  man- 
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ager  for  the  Victor  Company  at  a  fixed  salary  of  $25,000  a  year  and 
a  bonus  that  would  probably  have  amounted  to  an  equal  amount. 

It  should  be  noted  too  that  during  the  period  here  under  consid¬ 
eration  there  was  a  general  increase  in  salaries  in  practically  all  lines 
of  business,  due  in  part  to  the  stimulation  of  war-time  trade  and 
the  decreased  purchasing  power  of  the  dollar.  It  was  not  an  un¬ 
common  custom  for  corporations  during  those  years  to  pay  compen¬ 
sation  to  their  officers  and  employees  upon  the  basis  of  a  percentage 
of  net  earnings.  According  to  the  testimony  of  reliable  and  compe¬ 
tent  witnesses  the  compensation  paid  by  the  petitioners  to  their 
officers  and  employees  compared  favorably  with  that  paid  by  other 
corporations  similarly  engaged  and  was  reasonable  in  amount. 

We  are  of  the  opinion  that  the  amounts  in  controversy  are  within 
the  deductions  authorized  by  section  234(a)  (1)  of  the  Revenue  Act 
of  1918. 

In  regard  to  the  jurisdictional  question  raised  by  counsel  for  the 
petitioners  at  the  hearing  of  this  proceeding,  it  appears  that  the 
respondent  on  January  4,  1926,  mailed  a  deficiency  notice  to  the 
New  York  Talking  Machine  Co.  in  respect  of  its  tax  liability  for 
both  the  years  1918  and  1919.  The  compensation  shown  therein  was 
made  upon  the  consolidated  returns  for  those  years  filed  by  the  New 
York  Talking  Machine  Co.  and  the  Chicago  Talking  Machine  Co. 
This  deficiency  letter  does  not  propose  any  additional  assessment  or 
state  that  any  additional  tax  liability  exists  against  the  Chicago  Talk¬ 
ing  Machine  Co.  for  the  taxable  years.  No  copy  of  such  notice  or 
other  notice  of  any  deficiency  for  either  of  the  years  1918  or  1919  was 
ever  mailed  to  the  Chicago  Talking  Machine  Co.  Under  such  circum¬ 
stances  the  Chicago  Talking  Machine  Co.  was  without  right  of  appeal 
to  the  Board.  Gang  hey -Jossman  Co .,  8  B.  T.  A.  201 ;  American 
Creosoting  Co .,  et  al .,  12  B.  T.  A.  247.  An  order  will  issue  dismiss¬ 
ing  the  proceeding  in  so  far  as  it  relates  to  the  Chicago  Talkino- 
Machine  Co. 

Since  there  is  no  showing  that  the  New  York  company  and  the 
Chicago  company  ever  entered  into  any  agreement  authorizing  the 
assessment  and  collection  of  the  taxes  found  to  be  due  upon  their 
consolidated  returns  or  consented  in  any  way  to  the  assessment  and 
collection  of  such  taxes  upon  any  basis  other  than  that  prescribed  in 
section  240(a)  of  the  Revenue  Act  of  1918,  the  New  York  Talking 
Machine  Co.  is  liable  only  for  so  much  of  the  above-stated  deficiencies 
for  1918  and  1919  computed  in  accordance  with  the  decision  herein 
as  may  be  determined  upon  the  basis  of  the  net  income  properly 
assignable  to  it.  American  Creosoting  Co .,  et  al .,  supra. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  SO. 
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United  States  Merchants  &  Shippers  Insurance  Co.,  Petitioner, 
v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  10439.  Promulgated  August  1,  192S. 

A  marine  insurance  company  incorporated  under  the  laws  of  the 
State  of  New  York  and  doing  business  in  that  State  reinsured  a 
portion  of  its  risks  in  companies  not  authorized  or  qualified  to  do 
business  in  that  State.  In  making  the  annual  report  of  its  condi¬ 
tion  and  affairs  to  the  Superintendent  of  Insurance  for  the  State 
of  New  York  it  was  not  permitted  to  take  credit  for  such  rein¬ 
surance  in  computing  its  reserves  for  unearned  premiums  and  its 
liability  for  unpaid  losses.  Held ,  that  irrespective  of  the  require¬ 
ments  of  the  superintendent  of  insurance  the  premiums  earned 
during  the  year  and  the  actual  losses  sustained  which  were  not 
compensated  for  by  insurance  or  otherwise  should  be  used  in  com¬ 
puting  Federal  income-tax  liability. 

Dean  Acheson ,  Esq .,  for  the  petitioner. 

John  D.  Foley ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  income  tax  for  the 
calendar  year  1921.  The  respondent  asserts  that  for  that  year  there 
is  a  deficiency  of  $1,413.94.  The  petitioner  alleges  that  the  respond¬ 
ent  erred  in  that  he  (1)  added  the  sum  of  $23,789.86  to  earned 
premium  income;  and  (2)  failed  to  deduct  the  sum  of  $5,110.16  on 
account  of  losses  sustained  and  not  compensated  for  by  insurance  or 
otherwise. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  the 
State  of  New  York,  with  its  principal  office  in  New  York  City.  It 
was  formed  in  1923  by  the  merger  or  consolidation  of  the  Merchants 
&  Shippers  Insurance  Co.  and  the  United  States  Lloyds,  Inc.,  both 
of  which  were  corporations  organized  under  the  laws  of  the  State 
of  New  York. 

The  merger  or  consolidation  took  place  pursuant  to  the  provisions 
of  section  129  of  the  Insurance  Law  of  the  State  of  New  York,  as 
amended  by  chapter  564  of  the  Laws  of  1920.  As  a  result  of  the 
merger  or  consolidation  under  the  authorit}'  of  those  laws  the  peti¬ 
tioner  succeeded  to  all  the  rights  and  became  liable  for  all  the  obli¬ 
gations  of  the  Merchants  &  Shippers  Insurance  Co. 

The  Merchants  &  Shippers  Insurance  Co.  carried  on  the  business 
of  marine  insurance  during  the  years  1920  and  1921  and  filed  an 
annual  statement  of  its  condition  and  affairs  with  the  Superintendent 
of  Insurance  of  the  State  of  New  York.  It  kept  its  books  and  made 
its  Federal  income-tax  return  for  1921  and  its  reports  to  the  Superin- 
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tendent  of  Insurance  for  New  York  on  an  accrual  basis.  The  net 
premiums  received  during  the  year  1921  upon  insurance  written  in 
that  year  amounted  to  $176,577.17.  On  December  31,  1920,  net 
premiums  received  but  not  earned  amounted  to  $12,999.77.  On 
December  31,  1921,  net  premiums  received  but  not  earned  amounted 
to  $25,691.40. 

Liability  for  unearned  premium  reserve  as  at  December  31,  1920, 
computed  in  accordance  with  the  regulations  of  the  Superintendent 
of  Insurance  for  the  State  of  New  York  and  reported  to  him 
amounted  to  $36,789.63.  The  corresponding  liability  as  at  Decem¬ 
ber  31,  1921,  was  $25,691.40.  The  amount  of  $36,789.63  reported 
as  unearned  premium  liability  to  the  Superintendent  of  Insurance 
as  at  December  31,  1920,  did  not  represent  the  amount  which  might 
be  earned  after  that  date  from  premiums  received  in  the  past;  but 
it  did  include  reinsurance  premiums  on  unexpired  reinsurance  there¬ 
tofore  placed  with  insurance  companies  not  authorized  or  qualified 
to  do  business  in  the  State  of  New  York.  The  unearned  premium 
liability  as  at  December  31,  1921,  reported  to  the  Superintendent  of 
Insurance  in  the  amount  of  $25,691.40  represented  the  amount  which 
might  be  earned  after  that  date  from  premiums  received  in  the  past, 
as  no  unexpired  reinsurance  in  insurance  companies  not  authorized 
or  qualified  to  do  business  in  the  State  of  New  York  was  outstanding 
on  that  date. 

During  the  year  1921  the  Merchants  &  Shippers  Insurance  Co. 
paid  to  policyholders  on  account  of  losses,  for  which  the  company 
was  not  compensated  by  insurance  or  otherwise,  the  sum  of  $85,- 
520.65.  As  at  December  31,  1920,  the  unpaid  amount  of  losses  which 
had  been  sustained  theretofore  on  insurance  policies  and  which  were 
not  compensated  for  or  to  be  compensated  for  by  insurance  or  other¬ 
wise  was  $61,079.96.  The  similar  figure  as  at  December  31,  1921, 
was  $79,576.49.  Neither  the  amount  of  $61,079.96  nor  the  amount  of 
$79,576.49  included  anything  on  account  of  unreported  losses. 

Liability  for  reserve  for  unpaid  losses  as  at  December  31,  1920, 
computed  in  accordance  with  the  regulations  of  the  Superintendent 
of  Insurance  and  reported  to  him  was  $172,107.62.  The  correspond¬ 
ing  liability  as  at  December  31,  1921,  was  $186,584.  These  amounts 
included  $10,000  and  $11,090.01,  respectively,  as  reserves  for  unre¬ 
ported  losses.  They  also  included,  as  required  by  the  regulations 
of  the  Superintendent  of  Insurance,  the  amounts  of  all  reinsurance 
recoverable  from  insurance  companies  unauthorized  or  unqualified 
to  do  business  in  the  State  of  New  York  upon  unpaid  losses  thereto¬ 
fore  sustained. 

During  the  year  1921  it  was  permissible  for  an  insurance  com¬ 
pany  authorized  or  qualified  to  do  business  in  the  State  of  New 
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York  to  reinsure  its  risks  in  insurance  companies  not  so  authorized 
or  qualified.  Reinsurance  so  placed,  however,  could  not  be  taken 
into  account  in  computing  the  reserves  or  liabilities  for  unearned 
premiums  and  for  unpaid  losses  to  be  reported  to  the  Superintendent 
of  Insurance. 

In  making  its  income-tax  return  for  1921,  the  petitioner  determined 
its  premium  income  in  the  following  manner: 


Net  premiums  received  in  1921 - $176,577.17 

Add:  Unearned  premiums  Dee.  31,  1920 -  12,999.77 


189,  57G.  94 

Deduct :  UnearnecJ  premiums  Dec.  31,  1921 -  25,  691.  40 


Premium  income. 


163,  885.  54 


The  respondent  determined  the  petitioner’s  premium  income  for 
1921  in  the  following  manner: 


Net  premiums  rece  ved  in  1921 - 

Add :  Unearned  premiums  Dec.  31,  1920 


$176.  577. 17 
36,  789.  63 


Total _ 

Deduct :  Unearned  premiums  Dec.  31,  1921 


213.  366.  80 
25,  691.  40 


Premium  income _  1M,  did. 

The  deduction  claimed  by  petitioner  in  its  income-tax  return  for 
1921  on  account  of  losses  sustained  within  the  taxable  year  and  not 
compensated  for  by  insurance  or  otherwise  was  determined  as  follows: 


Losses  paid - 

Add :  Unpaid  losses  at  Dec.  31,  1921 


Deduct:  Unpaid  losses  at  Dec.  31,  1920 


$85,  520.  65 
79,  576.  49 

165,  097. 14 
61.  079.  96 


Losses  sustained  in  1921 


104,  017. 18 


The  above  deduction  was  computed  by  the  respondent  as  follows: 


Losses  paid - 

Add : 

Increase  in  unpaid  losses — 

as  of  Dec.  31,  1921 - 

as  of  Dec.  31,  1920 - 


$S5,  520.  65 


$186,  584.  00 
172, 107.  62 

-  14,  476.  38 


Add:  Reserve  for  unreported  losses  as  of  Dec.  31.  1920 —  $10,  OCX).  00 
Deduct:  Reserve  for  unreported  losses  as  of  Dec.  31, 

-j  Q21 _  1 1,  090.  01 


99,  997.  03 


1,  090.  01 


# 


Losses  sustained  in  1921 


98,  907.  02 
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OPINION. 

Smith:  This  proceeding  presents  for  determination  which  of  the 
methods  employed  by  the  petitioner  and  the  respondent  in  computing 
earned  premium  income  and  losses  sustained  during  the  taxable  year 
and  not  compensated  for  by  insurance  or  otherwise  should  be  used 
in  determining  income-tax  liability  for  the  year  1921. 

For  the  calendar  year  1921,  all  insurance  companies,  other  than  life, 
were  subject  to  the  corporation  income  tax  imposed  by  section  230 
of  the  Revenue  Act  of  1921  and  they  were  entitled  to  the  deductions 
allowed  by  section  234  of  the  same  Act.  In  our  determination  of  this 
proceeding  it  will  not  be  necessary  to  consider  any  deductions  other 
than  those  authorized  by  section  234(a),  paragraphs  (4)  and  (10) 
as  follows: 

: 

(4)  Losses  sustained  during  the  taxable  year  and  not  compensated  for  by 
insurance  or  otherwise;  *  *  * 

(10)  In  the  case  of  insurance  companies  (other  than  life  insurance  com¬ 
panies),  in  addition  to  the  above  (unless  otherwise  allowed)  :  (A)  The  net 

addition  required  by  law  to  be  made  within  the  taxable  year  to  reserve  funds 
(including  in  the  ease  of  assessment  insurance  companies  the  actual  deposit 
of  sums  with  State  or  Territorial  officers  pursuant  to  la  Was  additions  to  guaran¬ 
tee  or  reserve  funds)  ;  and  (B)  the  sums  other  than  dividends  paid  within  the 
taxable  year  on  policy  and  annuity  contracts.  *  *  * 


In  addition  to  the  foregoing  sections  the  petitioner  was  subject  to 
the  provisions  of  sections  21  and  22  of  the  New  York  Insurance 
Law,  which,  so  far  as  are  here  relevant,  provide : 


21.  When  corporation  to  I)e  deemed  insolvent. — Every  insurance  corporation 
specified  in  articles  two,  three,  four  and  five  of  this  chapter,  whose  assets  and 
credits  are  not  sufficient  to  reinsure  its  outstanding  risks  in  a  solvent  insurance 
corporation,  shall  be  deemed  insolvent  and  may  be  proceeded  against  as  an 
insolvent  corporation. 

22.  Reinsurance. — Every  insurer  authorized  to  issue  policies  in  this  state 
may  reinsure  in  any  other  insurer  any  part  or  all  of  any  risk  or  risks,  other 


than  life,  assumed  by  it;  but  such  reinsurance,  unless  effected  (a)  with  an 
insurer  authorized  to  issue  policies  in  this  state,  or  (b)  with  an  insurer  similarly 
authorized  in  another  state,  territory  or  district  of  the  Unted  States  and  show¬ 
ing  the  same  standards  of  solvency  and  meeting  the  same  statutory  and  depart¬ 
mental  regulations  which  would  be  required  or  prescribed  of  such  insurer  were 
it  at  the  time  of  such  reinsurance  authorized  in  this  state  to  issue  policies 
covering  risks  of  the  same  kind  or  kinds  as  those  reinsured,  shall  not  reduce 
the  taxes  to  be  paid  by  or  the  reserve  or  other  liability  to  be  charged  to  the 
ceding  insurer;  provided  that  nothing  in  this  section  shall  be  construed  to 
IMTmit  to  a  ceding  insurer  any  reduction  of  taxes  through  reinsurance  effected 
with  an  insurer  not  authorized  to  issue  policies  in  this  state.  In  case  such 
reinsurance  is  effected  with  an  insurer  so  authorized  or  so  recognized  for  rein¬ 
surance  in  this  state,  the  ceding  insurer  shall  thereafter  be  charged  on  the 
gross  premium  basis  with  an  unearned  premium  liability  representing  the  pro¬ 
portion  of  such  obligation  retained  by  it,  and  the  insurer  to  which  the  business 
is  ceded  shall  be  charged  with  an  unearned  premium  liability  representing  the 
proportion  of  such  obligation  ceded  to  it  calculated  in  the  same  way. 
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The  Superintendent  of  Insurance  for  the  State  of  New  York  dur¬ 
ing  the  years  1920  and  1921  required  stock,  fire  and  marine  insurance 
companies  as  a  condition  precedent  to  the  transaction  of  business 
in  the  State  of  New  York  to  maintain  reserves  to  cover  the  following 
liabilities : 

A.  Loss  reserve,  including  all  unpaid  and  estimated  expense  of  investigations 
and  adjustment  thereof,  less  admitted  reinsurance. 

B.  Reserve  for  unearned  premiums  as  required  by  statute  and  departmental 
regulation ;  i.  e.,  (a)  on  fire  insurance  risks  a  sum  equal  to  the  actual  unearned 
premium  on  the  policies  in  force  calculated  on  the  gross  sum  without  any  deduc¬ 
tion  except  for  admitted  reinsurance,  and  (b)  on  marine  hull  risks  calculated 
in  the  same  manner  and  on  marine  cargo  risks  100  per  cent  of  the  last  month’s 
gross  premium  writings. 

C.  Reserve  for  all  other  outstanding  liabilities  due  or  accrued. 

The  words  u  admitted  reinsurance  ”  in  the  above  regulations  refer 
to  reinsurance  in  corporations  admitted  or  qualified  to  do  business 
in  the  State  of  New  York  within  the  provisions  of  section  22  of  the 
New  York  Insurance  Law. 

The  Superintendent  of  Insurance  placed  upon  the  inside  of  the 
covers  of  the  annual  statements  required  by  him  for  the  years  1920 
and  1921  the  following  instruction: 

(16)  Reinsurance:  Premium  reserves  on  Reinsurance  in  force  in  companies 
Not  Authorized  to  transact  business  in  New  York  State  must  Not  be  taken 
credit  for  in  computing  the  unearned  premium  liability  of  the  company  as  car¬ 
ried  in  this  statement,  nor  should  credit  be  taken  for  amounts  due  from  Unau¬ 
thorized  companies  for  reinsurance  on  outstanding  losses,  except  that  credit 
may  be  taken  for  reinsurance  in  those  companies  which  qualify  under  subdi¬ 
vision  (b)  of  section  22  of  New  York  Insurance  Law. 

The  petitioner  contends  that  under  the  Revenue  Act  of  1921  net 
earned  premiums  should  be  computed  by  adding  to  net  premiums 
received  in  1921  the  amount  of  unearned  premiums  disclosed  by  its 
books  as  at  December  31,  1920,  which  the  company  would  earn  in  the 
future,  and  deducting  from  the  figure  thus  ascertained  the  amount 
of  unearned  premiums  disclosed  by  its  books  as  at  December  31,  1921. 
In  computing  the  deduction  on  account  of  losses  sustained  and  not 
compensated  for  by  insurance  or  otherwise  it  claims  that  the  amount 
of  unpaid  losses  disclosed  by  its  books  as  at  December  31,  1921,  for 
which  the  company  was  liable  and  for  which  it  would  not  be  com¬ 
pensated  by  insurance  or  otherwise,  should  be  added  to  the  amount 
of  losses  paid  during  the  year,  and  that  from  this  figure  there  should 
be  deducted  the  amount  of  unpaid  losses  disclosed  by  its  books  as 
at  December  31,  1920,  for  which  it  was  liable  and  for  which  it  would 
not  be  compensated  bv  insurance  or  otherwise. 

Counsel  for  the  petitioner  points  out  that  the  books  were  kept  in 
accordance  with  the  accrual  method  of  accounting  and  argues  that 
the  above  methods  of  computing  earned  premium  income  and  deduc- 
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tible  losses  are  the  only  permissible  ones  where  the  books  are  kept 
on  such  basis.  It  is  further  contended  in  behalf  of  the  petitioner 
that  it  is  immaterial  that  the  regulations  of  the  Superintendent  of 
Insurance  required  the  setting  up  in  the  books  and  the  reporting  to 
such  superintendent  of  reserves  that  could  not  be  credited  with  any 
deduction  on  account  of  reinsurance  placed  with  an  unauthorized  or 
unqualified  company. 

The  respondent  in  computing  net  income  employed  the  unearned 
premium  reserves  and  the  reserves  for  unpaid  losses  reported  to  the 
Superintendent  of  Insurance  as  at  December  31,  1920,  and  December 
31,  1921.  Counsel  for  the  respondent  argued  in  his  brief  that  the 
disposition  of  this  proceeding  will  hinge  upon  the  effect  to  be  at¬ 
tributed  to  released  reserves  in  determining  the  tax  liability.  He 
points  out  that  at  December  31,  1920,  the  unearned  premium  reserve 
computed  in  accordance  with  the  regulations  of  the  Superintendent 
of  Insurance  for  the  State  of  New  York  amounted  to  $36,789.63; 
that  this  was  the  net  amount  of  the  reserve  arrived  at  by  deducting 
from  unearned  premiums  the  reinsurance  in  companies  authorized 
to  do  business  in  the  State  of  New  York  but  ignoring  reinsurance 
placed  with  companies  not  so  authorized;  that  this  reinsurance  in 
unauthorized  companies  amounted,  on  December  31,  1920,  to  $23,- 
789.86;  that  at  December  31,  1921,  the  unearned  premium  reserve 
computed  in  accordance  with  the  regulations  of  the  Superintendent 
of  Insurance  for  the  State  of  New  York  amounted  to  $25,691.40;  that 
at  December  31,  1921,  the  petitioner  had  no  reinsurance  placed  with 
companies  not  authorized  to  do  business  in  the  State  of  New  York, 
and  that  by  reason  of  this  fact  when  the  risks  reinsured  in  unau¬ 
thorized  companies  terminated  during  the  year  1921  the  premiums 
which  the  petitioner  had  received  for  accepting  these  risks  became  in 
a  real  sense  earned  for  the  first  time  and  were  released  to  its  free  and 
general  use  in  that  year  and  increased  its  free  assets  in  that  year 
In  support  of  this  position  the  respondent  relies  upon  certain  lan¬ 
guage  employed  by  the  Supreme  Court  in  Maryland  Casualty  Co. 
v.  United  States ,  251  U.  S.  342. 

The  United  States  Supreme  Court  in  McCoach  v.  Insurance  Co.  of 
North  America,  244  U.  S.  585,  had  for  its  consideration  a  question 
involving  the  construction  of  the  second  paragraph  of  section  38 
>f  the  Federal  Corporation  Excise  Tax  Act  of  August  5,  1909,  which 
provided  that  the  net  income  of  every  insurance  company  should: 

*  *  *  Be  ascertained  by  deducting  from  the  gross  amount  of  the  income 

)f  such  *  *  *  insurance  company  *  *  *  (second)  all  losses  actually 

sustained  within  the  year  and  not  compensated  by  insurance  or  otherwise, 
ncluding  a  reasonable  allowance  for  depreciation  of  property,  if  any,  and  in 
he  case  of  insurance  companies  the  sums  other  than  dividends  paid  within 
he  year  on  policy  and  annuity  contracts  and  the  net  addition,  if  any,  re¬ 
tired  by  law  to  be  made  within  the  year  to  reserve  funds. 
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In  its  construction  of  the  section  of  the  act  under  consideration 
the  court  said: 


The  act  of  Congress,  on  the  other  hand,  deals  with  reserves  not  particularly 
in  their  bearing  upon  the  solvency  of  the  company,  but  as  they  aid  in  deter¬ 
mining  what  part  of  the  gross  income  ought  to  be  treated  as  net  income  for 
purposes  of  taxation.  There  is  a  specific  provision  for  deducting  “  all  losses 
actually  sustained  within  the  year  and  not  compensated  by  insurance  or  other¬ 
wise.”  And  this  is  a  sufficient  indication  that  losses  in  immediate  contempla- 
t  on,  but  not  as  yet  actually  sustained,  were  not  intended  to  be  treated  as  part 
of  the  reserve  funds;  that  term  rather  having  reference  to  the  funds  ordinarily 
held  as  against  the  contingent  liability  on  outstanding  policies. 

In  Maryland  Casualty  Co.  v.  United  States ,  supra,  the  Supreme 
Court  had  for  determination  the  question  should,  in  the  case  of  an 
insurance  company,  the  decrease  in  the  amount  of  reserve  funds  re¬ 
quired  by  law  for  the  year  1913  from  the  amount  required  for  1912 
be  treated  as  u  released  reserve  ”  and  char-ged  to  the  company  as  in¬ 
come  for  1913  under  the  Income  Tax  Act  of  1913,  which  allowed  the 
deduction  from  gross  income  of  the  ”  net  addition,  if  any,  tequiied 
by  law  to  be  made  within  the  year  to  reserve  funds.”  It  appears  that 
in  1913  there  was  a  decrease  in  the  “  unpaid  liability  loss  reserve  ” 
which  exceeded  an  increase  in  the  “unearned  premium  reserve  by 
over  $270,000,  and  this  amount  the  Government  added  to  the  gross 
income  of  the  claimant  for  that  year,  calling  it  xeleased  ieser\e 
on  the  theory  that  the  difference  in  the  amount  of  the  reserves  foi 
the  two  years  released  the  decrease  to  the  claimant  so  that  it  could 
use  it  for  its  general  purposes,  and,  therefore,  constituted  free  income 
for  the  year  1913,  in  which  the  decrease  occurred. 

In  answering  the  question  before  it  the  court,  after  holding  con¬ 
trary  to  McCoach  v.  Insurance  Co.  of  iS  orth  America,  sup/ a,  thatj 
such  rules  and  regulations  of  State  insurance  departments  as  are 
promulgated  in  the  exercise  of  an  appropriate  power  conferred  by 
statute,  and  which  do  not  conflict  with  express  statutory  prov  isions. 
have  the  force  and  effect  of  law,  said : 


Reserves,  as  we  have  seen  are  funds  set  apart  as  a  liability  in  the  accounts 
of  a  company  to  provide  for  the  payment  of  reinsurance  of  specific,  contingent 
liabilities.  They  are  held  not  only  as  security  for  the  payment  of  claims  but 
also  as  funds  from  which  payments  are  to  be  made.  The  amount  “reserved" 
in  any  given  year  may  be  greater  than  is  necessary  for  the  required  purposes, 
or  it  may  be  less  than  is  necessary,  but  the  fact  that  it  is  less  in  one  year  than 
in  the  preceding  year  does  not  necessarily  show  either  that  too  much  or  toe 
little  was  reserved  for  the  former  year, — it  simply  shows  that  the  aggregate 
reserve  requirement  for  the  second  year  is  less  than  for  the  first,  and  this  may 
be  due  to  various  causes.  If.  in  this  case,  it  were  due  to  an  over-estimate  of 
reserves  for  1012  with  a  resulting  excessive  deduction  for  that  year  from  j~ros* 
income  and  if  such  excess  was  released  to  the  general  uses  of  the  company  and 
increased  its  free  assets  in  1013.  to  that  extent  it  should  very  properly  he 
treated  as  income  in  the  year  in  which  it  became  so  available,  for  the  reason 
that  in  that  year,  for  the  first  time,  it  became  free  income,  under  the  system 


(164)  UNITED  STATES  MERCHANTS  &  SHIPPERS  INSURANCE  CO.  171 


for  determining  net  income  provided  by  the  statute,  and  the  fact  that  it  came 
into  the  possession  of  the  company  in  an  earlier  year  in  which  it  could  be 
used  only  in  a  special  manner,  which  permitted  it  to  become  nontaxable 
would  not  prevent  its  being  considered  as  received  in  1913  for  the  purposes  of 
taxation,  within  the  meaning  of  the  act. 

The  findings  of  fact  in  this  case,  however,  do  not  show  that  the  diminution 
in  the  amount  of  required  reserves  was  due  to  excessive  reserves  in  prior  years 
or  to  any  other  cause  by  which  the  free  assets  of  the  company  were  increased 
in  the  year  1913,  and  the  following  finding  of  fact  makes  strongly  against  such 
a  conclusion : 

“The  decrease  in  employers’  liability  loss  reserve  for  1913,  designated  as 

leleased  reserve  did  not  in  any  respect  affect  or  change  claimant’s  gross 
income  or  disbursements,  as  shown  by  the  State  Insurance  Reports.” 

It  would  not  be  difficult  to  suggest  conditions  under  which  the  statutory  per¬ 
mit  to  deduct  net  additions  to  reserve  funds  would  result  in  double  deduction 
in  favor  of  an  insurance  company,  but  such  deductions  can  be  restored  to  in¬ 
come  again  only  where  it  is  clearly  shown  that  subsequent  business  conditions 
released  the  amount  of  them  to  the  free  beneficial  use  of  the  company  in 
a  real,  and  not  in  a  mere  bookkeeping  sense.  If  this  seemingly  favorable  treat¬ 
ment  of  insurance  companies  is  to  be  otherwise  corrected  or  changed,  it  is  for 
Congress,  and  not  for  the  courts,  tO'  amend  the  law. 

Since  the  findings  of  fact  before  us  do  not  make  the  clear  showing,  which 
must  be  required,  that  the  statutory  deduction  of  net  reserves  in  prior  years 
u  as  restored  to  the  free  use  of  the  claimant  in  1913,  it  should  not  have  been 
charged  as  income  with  the  decrease  in  that  year,  and,  on  the  record  before  us, 
the  holding  of  the  Court  of  Claims  must  he  reversed. 

In  United  States  v.  Boston  Insurance  Co .,  269  U.  S.  197,  the  Su¬ 
preme  Court  had  before  it  the  question  whether,  within  the  meaning 
and  intent  of  the  Eevenue  Act  of  1916,  the  net  additions  made  by  an 
insurance  company  to  its  reserve  funds  in  pursuance  of  the  require¬ 
ments  of  the  Insurance  Law  of  the  State  of  New  York  and  of  the 
same  regulations  of  the  Superintendent  of  Insurance  for  the  State  of 
New  York  as  are  before  us  in  the  instant  case  to  cover  accrued  but 
unsettled  loss  claims,  may  be  said  to  be  such  a  fund  as  comes  within 
the  meaning  of  the  term  “reserve  funds”  as  such  term  appears  in 
that  act,  which  provided  for  the  deduction  from  gross  income,  in 
determining  net  income  subject  to  tax,  of — 

All  losses  actually  sustained  and  charged  off  within  the  year  and  not  compen¬ 
sated  by  insurance  or  otherwise,  *  *  *  and  (c)  in  the  case  of  insurance 

companies,  the  net  addition,  if  any,  required  by  law  to  be  made  within  the  year 
to  reserve  funds  and  the  sums  other  than  dividends  paid  within  the  year  on 
policy  and  annuity  contracts.  *  *  * 

The  court  held  that  the  term  “  reserve  funds  ”  does  not  embrace 
funds  held  by  a  fire  and  marine  insurance  company,  as  required  by 
the  Superintendent  of  Insurance  for  the  State  of  New  York,  to  cover 
accrued  but  unsettled  claims  for  losses.  In  the  course  of  its  opinion 

the  court  said : 

It  follows  from  McCoach  v.  Insurance  Co.  that  the  permitted  deductions  speci¬ 
fied  by  §  12,  Act  1916,  do  not  necessarily  include  anything  which  may  be  denomi- 
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nated  “  reserve  fund  ”  by  state  statute  or  officer.  We  there  distinctly  ruled  that 
the  “  reserve  fund  ”  of  the  Federal  Act  did  not  include  something  held  by  a  tire 
and  marine  insurance  company  to  cover  accrued  hut  unsettled  claims  for  losses. 

We  adhere  to  and  reaffirm  that  doctrine.  *  *  * 

******* 

The  Maryland  Casualty  Company's  Case  involved  many  items  of  complicated 
returns  and  reassessments.  The  record  is  confused,  hut  the  findings  supply  no 
adequate  ground  for  any  holding  contrary  to  the  general  doctrine  which  we  had 
theretofore  approved.  *  *  * 

While  the  respondent  contends  that,  because  there  was  no  reinsur¬ 
ance  in  force  with  unauthorized  or  unqualified  companies  at  the  close 
of  the  year  1921,  there  was  a  release  to  the  free  use  and  benefit  of  the 
company  of  the  difference  between  the  amount  ot  unearned  premiums 
disclosed  by  its  books  as  at  December  111,  1920,  which  the  company 
might  earn  in  the  future  and  the  amount  of  unearned  premiums  re- 
ported  to  the  Superintendent  of  Insurance  as  at  December  31,  1920, 
it  does  not  appear  that  the  Superintendent  of  Insurance  directed 
that  funds  to  meet  such  liability  should  be  kept  separate  and  distinct 
from  other  assets.  On  the  contrary  such  liability  was  one  of  the 
liabilities  which  were  specified  by  book  entries  as,  (1)  reserve  to  meet 
liabilities  for  unearned  premiums;  (2)  unpaid  loss  claims;  and  (3) 
all  other  outstanding  liabilities,  due  or  accrued.  In  our  opinion  any 
release  of  reserves  occasioned  by  a  discontinuance  of  the  previous 
practice  of  reinsuring  in  unauthorized  companies  was  a  release  in  a 
bookkeeping,  but  not  in  a  real,  sense. 

Section  212(b)  of  the  lievenue  Act  of  1921  provides  in  part  as 
follows : 

(b)  The  net  income  shall  he  computed  upon  the  basis  of  the  taxpayer’s 
annual  accounting  period  (fiscal  year  or  calendar  year,  as  the  case  may  he) 
in  accordance  with  the  method  of  accounting  regularly  employed  in  keeping 
the  hooks  of  such  taxpayer;  hut  if  no  such  method  of  accounting  has  been  so 
employed,  or  if  the  method  employed  does  not  clearly  reflect  the  income,  the 
computation  shall  he  made  upon  such  basis  and  in  such  manner  as  in  the 
opinion  of  the  Commissioner  does  clearly  reflect  the  income. 

In  view  of  the  fact  that  the  petitioner  kept  its  books  in  accord¬ 
ance  with  the  accrual  method  of  accounting,  and  in  view  of  the 
requirements  of  the  Superintendent  of  Insurance  for  the  State  of 
New  York,  the  question  arises  as  to  whether  the  petitioner’s  books 
of  account  correctly  reflect  net  income  or  whether  the  reports  made 
to  the  Insurance  Department  of  the  State  of  New  York  more  clearly 
reflect  income.  Nothing  was  brought  out  in  the  evidence  to  the 
effect  that  the  books  of  account  of  the  petitioner  for  the  year  1921 
did  not  clearly  reflect  its  net  income  for  that  year. 

The  brief  of  the  respondent  proceeds  upon  the  theory  that  in  some 
prior  years  the  petitioner  may  have  been  permitted  under  the  law 
and  the  regulations  in  force  to  have  deducted  from  gross  income  as  a 
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net  addition  to  reserve  funds  some  part  of  the  difference  between  the 
unearned  premiums  shown  by  the  petitioner’s  books  of  account  at 
December  31,  1920,  and  the  unearned  premium  reserve  shown  in  the 
published  reports  of  the  New  York  State  Insurance  Department  on  the 
same  date.  We  think,  however,  that  this  argument  has  no  material 
bearing  upon  the  question  in  issue  before  us.  We  have  no  proof  that 
in  years  prior  to  1921,  the  petitioner  derived  any  benefit  from  the 
deduction  from  gross  income  of  a  net  addition  to  reserve  funds. 
Any  assumption  that  it  did  might  be  contrary  to  fact,  and  in  any 
event  we  can  not  be  concerned  with  the  method  employed  in  com¬ 
puting  taxable  net  income  for  the  year  1920,  inasmuch  as  that  year 
is  not  before  us.  According  to  the  petitioner’s  books  of  account  the 
unearned  premiums  at  December  31,  1921,  namely,  $25,691.40,  were 
in  excess  of  the  unearned  premiums  at  January  1,  1921,  namely, 
$12,999.77.  Nevertheless,  the  petitioner  is  not  claiming  the  right 
to  deduct  from  gross  income  any  amount  as  a  net  addition  to  reserve 
funds.  We  are  of  the  opinion  that  the  petitioner’s  books  of  account 
and  its  return  for  1921  made  in  accordance  therewith,  clearly  reflect 
net  income. 

The  second  question  relates  to  the  losses  sustained  during  the  year 
1921.  The  respondent,  following  the  report  made  by  the  petitioner 
to  the  Insurance  Department  of  the  State  of  New  York,  has  reached 
the  amount  of  sustained  losses  upon  the  basis  of  that  report  rather 
than  upon  the  basis  of  the  petitioner’s  books  of  account.  In  our 
opinion  the  respondent  clearly  erred  in  taking  into  account  in  the 
determination  of  losses  sustained  any  amount  set  up  by  the  Insurance 
Department  of  the  State  of  New  York  as  a  liability  for  unreported 
losses.  The  evidence  also  shows  that  the  Superintendent  of  Insurance 
of  New  York  required  that  marine  insurance  companies  in  New 
York  State  should  set  up  as  a  liability  in  their  annual  statements  a 
reserve  for  unpaid  losses  less  admitted  reinsurance.  Thus  the 
reserve  for  unpaid  losses  required  in  the  annual  statement  made  to 
the  superintendent  was  (lie  amount  of  any  such  loss  less  the  amount 
which  would  be  paid  through  reinsurance  by  a  corporation  meeting 
the  requirements  which  would  enable  it  to  engage  in  business  in  New 
York  State.  If  part  of  the  loss  was  reinsured  with  and  would  be 
paid  by  a  corporation  which  would  not  meet  these  requirements,  the 
company  reporting  had  to  charge  itself  with  the  entire  loss.  There 
was  thus  this  vital  difference  between  the  unpaid  loss  liability  set  up 
under  the  requirement  of  the  New  York  Superintendent  and  the  un¬ 
paid  losses  appearing  on  petitioner’s  books.  The  latter  represented 
losses  not  compensated  for  by  insurance  or  otherwise.  The  unpaid 
loss  liability  required  by  the  New  York  Superintendent  represented 
not  only  losses  which  the  petitioner  had  sustained  and  must  pay 
but  also  the  amount  of  reinsurance  recoverable  by  petitioner  from 
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companies  of  which  the  New  York  Superintendent  did  not  approve. 
The  amount  of  the  losses  sustained  by  the  petitioner  during  the 
year  1921  was  $104,017.18,  the  amount  reported  by  petitioner  in  its 
income-tax  return  for  1921. 

The  correction  of  the  above  errors  cancels  the  net  income  deter¬ 
mined  by  the  respondent  in  the  amount  of  $14,139.36. 

Reviewed  by  the  Board. 

Judgment  of  no  deftcieiicy  will  be  entered 
for  the  'petitioner. 


Estate  of  Helen  M.  W.  Grant,  Brooklyn  Trust  Co.,  Executor, 
Petitioner,  v.  Commissioner  of  Internal  Revenue,  Respond¬ 
ent. 

Docket  No.  13792.  Promulgated  August  1,  1928. 


Where  decedent  by  will  creates  a  life  estate  in  her  daughter,  with 
remainder  over  to  the  issue  of  her  daughter,  and  at  the  same  time 
provides  for  a  power  of  appointment  in  the  daughter,  and  there¬ 
after  the  daughter  dies  leaving  issue  surviving  her  but  devising  to 
her  issue  by  her  will  whatever  property  she  has  under  the  pro¬ 
visions  of  her  mother’s  will,  the  issue  takes  under  and  by  virtue  of 
their  grandmother's  will  and  not  because  of  a  power  of  appointment 
attempted  to  be  exercised  by  their  mother,  and  the  value  of  such 
property  should  not  be  included  in  t lie  gross  estate  of  the  daughter. 


Edwin  L.  Snedeker ,  Esq.,  for  the  petitioner. 

F.  T.  Homier ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  of  $2,- 
435.15  in  estate  taxes.  The  deficiency  results  from  the  inclusion  in  the 
gross  estate  of  the  decedent  of  property  valued  at  $37,293  which  in¬ 
clusion  petitioner  alleges  was  erroneous. 


FINDINGS  OF  FACT. 

The  petitioner  is  a  New  York  corporation  and  is  the  duly  qualified 
executor  of  the  last  will  and  testament  of  Helen  M.  W.  Grant,  who 
died  a  resident  of  Kings  County,  New  York,  and  whose  will  was 
duly  admitted  to  probate  by  the  Surrogate’s  Court  of  the  said  County. 

On  October  11,  1899,  Mary  E.  Wolcott,  the  mother  of  the  decedent 
died,  leaving  a  last  will  and  testament  which  was  duly  admitted  to 
probate.  The  provisions  of  the  will  of  Mary  E.  Wolcott,  which  was 
dated  September  7,  1888,  pertinent  hereto,  are  as  follows: 

Third:  I  give  all  my  personal  other  property  arul  estate  that  may  remain 
after  the  payment  of  my  debts,  funeral  and  testamentary  expenses,  to  the 
Brooklyn  Trust  Company  in  Trust,  to  pay  all  the  net  interest  or  income  to  be 
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derived  from  my  said  personal  property  and  estate  to  my  said  daughter  during 
her  life  time,  and  on  her  death  to  pay  or  deliver  over  all  the  principal  and 
any  unexpended  income  arising  therefrom  to  the  issue  of  my  said  daughter, 
by  representation,  or  to  such  person  or  persons  or  institution,  as  my  said 
daughter  may  by  her  last  Will  and  Testament  direct  give  or  appoint  to  receive 
or  take  the  same. 

Sixth  :  If  my  daughter  shall  die  without  issue  and  without  leaving  any 
last  Will  and  Testament  disposing  of  said  personal  property,  I  will  and 
direct  the  same  be  divided  in  equal  proportions  between  my  own  next  of  kin, 
and  the  next  of  kin  of  my  deceased  husband.  1  constitute  and  appoint  my 
daughter  Helen  M.  Wolcott  Grant,  sole  Executrix  of  this  my  Will  during  her 
life  time,  but  if  she  shall  die  leaving  any  of  its  provisions  unexecuted,  I  con¬ 
stitute  and  appoint  the  said  Trust  Company  Executor  to  finish  such  unexecuted 
provisions. 

On  July  20,  1924,  Helen  M.  W.  Grant  died,  and  left  her  surviving 
two  daughters,  viz,  Helen  Wolcott  Grant  and  Marion  Burton  Grant, 
ihe  provisions  of  her  will  pertinent  hereto  are  as  follows: 

Second:  All  the  rest,  residue  and  remainder  of  my  property  and  estate,  real 
and  personal,  and  all  property  which,  by  the  will  of  my  mother.  Mary  E.  Wol¬ 
cott,  I  am  authorized  to  dispose  of  by  my  will,  I  give,  devise,  and  bequeath  to 
my  daughters,  Helen  Wolcott  Grant*  and  Marion  Burton  Grant,  in  equal 
shares,  or  the  whole  thereof  to  that  one  of  my  daughters  who  survives  me,  ex¬ 
cept  that  the  child  or  children,  me  surviving,  of  either  of  my  said  daughters 
who  may  die  before  me,  shall  take  the  share  of  my  said  residuary  estate  and  of 
my  said  mother’s  estate  to  which  the  parent  of  such  child  or  children  would  have 
been  hereunder  entitled  if  living. 

The  respondent  included  in  the  decedent’s  gross  estate  all  of  the 
property  left  in  trust  under  the  provisions  of  the  will  of  Mary  E. 
Wolcott,  which  had  a  value  of  $37,293. 


OPINION. 

Morris  :  The  only  question  to  be  determined  is  whether  the  corpus 
of  the  testamentary  trust  created  by  Mary  E.  Wolcott  should  be  in¬ 
cluded  in  the  gross  estate  of  her  daughter,  Helen  M.  W.  Grant.  The 
answer  to  the  question  lies  in  the  interpretation  of  the  provisions  of 
the  wills  left  by  the  mother  and  daughter.  The  respondent  contends 
that  this  property  should  be  included  in  the  gross  estate  of  Mrs.  Grant 
as  passing  under  a  power  of  appointment  given  to  her  by  the  will  of 
her  mother.  The  petitioner  claims  that  it  did  not  and  could  not  so 
pass  as  under  Mrs.  Wolcott’s  will  the  power  of  appointment  became 
operative  only  if  Mrs.  Grant  left  no  issue. 

The  applicable  provisions  of  the  Revenue  Act  of  1924  read  as 

follows : 


Sec.  802.  The  value  of  the  gross  estate  of  the  decedent  shall  be  determined 
by  including  the  value  at  the  time  of  his  death  of  all  property,  real  or  personal, 
tangible  or  intangible,  wherever  situated — 
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(f)  To  the  extent  of  any  property  passing  under  a  general  power  of  appoint¬ 
ment  exercised  by  the  decedent  (1)  by  will,  or  (2)  by  deed  executed  in  con¬ 
templation  of,  or  intended  to  take  effect  in  possession  or  enjoyment  at  or  after, 
his  death,  except  in  case  of  a  bona  fide  sale  for  a  fair  consideration  in  money 
or  money’s  worth ;  *  *  * 

******* 


Mary  E.  Wolcott’s  will  provides  “I  give  *  *  *  to  the  Brooklyn 

Trust  Company  in  trust,  to  pay  all  the  net  interest  or  income  *  *  * 

to  my  said  daughter  during  her  life  time  *  *  If  we  pause 

at  this  point,  Mary  E.  Wolcott  by  this  provision  made  her  daughter  a 
beneficiary  for  life  in  the  income  and  interest  to  be  derived  from  the 
testamentary  trust.  The  next  clause  provides  for  disposition  of  the 
corpus  and  any  accumulated  portion  of  the  income  arising  therefrom 
by  stating  “  and  on  her  death  to  pay  or  deliver  over  all  the  principal 
and  any  unexpended  income  arising  therefrom  to  the  issue  of  my 
said  daughter,  by  representation,  or  to  such  person  or  persons  or  in¬ 
stitution  as  my  said  daughter  may  by  her  last  Will  and  Testament 
direct,  give  or  appoint  to  receive  or  take  the  same.”  Examining  this 
provision  of  the  will  it  is  our  opinion  that,  if  the  daughter  had  issue, 
such  issue  was  to  receive  the  property  in  question,  unless  other  persons 
were  appointed  by  her  to  receive  the  same.  The  power  of  appoint¬ 
ment  was  operative  only  to  the  extent  of  permitting  the  daughter  to 
designate  some  person  (or  institution)  other  Ilian  her  issue  to  receive 
the  remainder.  It  is  clear  that  if  no  such  designation  or  appointment 
were  made,  said  issue  was  to  receive  the  property  under  the  will  of 
Mary  E.  Wolcott.  This  would  be  true  whether  the  failure  to  exercise 
the  power  of  appointment  were  due  to  the  daughter’s  dying  intestate 
or  the  designating  of  her  issue  as  the  persons  to  receive  the  remainder. 
The  attempted  exercise  of  the  power  did  not  effect  the  passing  of  the 
property  in  question  under  a  general  power  of  appointment. 

Helen  M.  W.  Grant,  possessed  no  doubt  with  some  of  the  fore¬ 


sight  of  her  mother  and  desirous  for  the  welfare  of  her  children,  pro¬ 
vided  that  “  all  property  which,  by  the  will  of  my  mother,  Mary  E. 
Wolcott,  I  am  authorized  to  dispose  of  by  my  will,  I  give,  devise,  and 
bequeath  to  my  daughters,  *  *  *  in  equal  shares,  *  *  *” 

This  disposition  is  the  same  as  that  contained  in  the  will  of  Mary 
Wolcott,  and  it  is  this  provision  which  respondent  asserts  is  an 
exercise  of  the  power  of  appointment.  The  New  I  ork  courts  have 
had  occasion  to  pass  on  questions  similar  to  the  present  in  several 
cases.  In  Matter  of  Lansing ,  182  N.  Y.  238;  74  N.  E.  882,  the  court 
had  to  consider  whether  a  granddaughter  took  under  the  will  of  her 
grandfather  or  by  virtue  of  the  power  of  appointment  attempted  to 
be  exercised  by  her  mother.  The  court  in  its  decision,  said: 


*  *  *  Her  rights  were  fixed  by  the  will  of  her  grandfather,  and, 

unless  changed  pursuant  to  its  provisions,  her  estate  in  expectancy  would  be¬ 
come  an  estate  in  possession  upon  the  death  of  her  mother.  While  the  situation 
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was  subject  to  change  under  the  power  of  appointment,  no  change  was  made. 
Although  the  power  was  exercised  in  form,  her  title  was  perfect  without  it, 
and  she  derived  no  benefit  from  it.  The  power  was  to  “dispose  of  the  re¬ 
mainder,”  and  the  remainder  was  not  disposed  of,  but  continued  where  it  was. 
The  attempt  to  execute  the  power  was  not  effective,  because  it  did  nothing.  The 
exercise  of  a  power  which  leaves  everything  as  it  was  before  is  a  mere  form, 
with  no  substance. 

Accord  :  In  re  Haggerty ,  128  App.  Div.  478;  112  N.  Y.  Supp.  1017; 
Matter  of  Hoffman, ,  161  App.  Div.  836;  146  N.  Y.  Supp.  898. 

It  follows  in  accordance  with  the  foregoing  that  the  trust  corpus 
passed  under  and  by  virtue  of  the  will  of  Mary  E.  Wolcott  and,  there¬ 
fore,  should  not  be  included  in  the  gross  estate  of  Helen  M.  W. 
Grant. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  'petitioner 
under  Rule  50. 


Arthur  H.  Lamborn,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

George  H.  Logan,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Henry  B.  Hutchings,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Gerard  P.  1  ameling.  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Charles  C.  Riggs,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Nelson  N.  Keen,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

B.  Wheeler  Dyer,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  9346,  9082,  10691,  11633-11636.  Promulgated  August  2,  1928. 

1.  A  corporation  dissolved  in  1918  and  distributed  to  its  stock¬ 
holders  in  that  year  profits  earned  during  1917.  Held  that  the 
amount  of  the  distribution  received  by  each  stockholder  constituted 
taxable  income  of  such  stockholder  for  1918. 

2.  In  1918  the  petitioners  received  a  ruling  from  the  then  Com¬ 
missioner  that  “where  a  corporation  dissolves  and  distributes  its 
assets  in  kind,  and  not  in  cash,  no  taxable  income  is  received  from 
the  transaction  by  its  stockholders.”  Held  that  such  a  ruling  is 
not  binding  upon  a  subsequent  Commissioner  and  that  Ire  may  de¬ 
termine  that  the  distribution  received  by  each  stockholder  in  1918 
constitutes  taxable  income  to  such  stockholder. 

7334—28 - 3 
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3.  The  distributions  received  by  the  petitioners  in  1918  were 
subject  to  normal  tax. 

4.  Since  more  than  six  years  elapsed  from  the  date  of  the  assess¬ 
ment  of  the  tax  claimed  to  be  due  from  A.  H.  Lamborn  to  the  date 
of  the  notice  of  deficiency  and  no  agreement  in  writing  was  entered 
into  by  the  Commissioner  and  the  taxpayer  for  the  extension  of 
such  period  and  no  attempt  was  made  to  collect  the  tax  by  distraint 
or  by  a  proceeding  in  court  within  the  six-year  period,  the  collec¬ 
tion  of  the  tax  is  barred  by  the  statute  of  limitations. 

5.  Since  additional  assessments  of  tax  were  made  against  the 
other  six  petitioners  within  the  period  prescribed  by  the  statute  of 
limitations  as  extended  by  legal  consents  the  collect  on  of  the 
deficiencies  determined  against  such  petitioners  is  not  barred  by 
the  statute  of  limitations. 


Wm.  R.  Conklin ,  Esq.,  and  Edward  S.  Bentley,  Esq.,  for  the 
petitioners. 

J.  W.  Fisher ,  Esq.,  for  the  respondent. 


These  proceedings  are  for  the  redetermination  of  deficiencies  in 
income  tax  for  1918  as  follows: 


Arthur  II.  Lamborn. 

George  II.  Logan - 

Henry  B.  Hutchings 
Gerard  P.  Tameling- 

Charles  C.  Biggs - 

N.  Nelson  Keen - 

B.  Wheeler  Dyer - 


$S3,  713.  58 
3,  938.  24 
9,  989.  70 
6,  541.  64 
10.  004. 14 

3,  S81 . 81 

4.  093.  85 


The  principal  points  in  issue  are: 

(1)  Whether  the  petitioners  derived  taxable  income  from  the  dis¬ 
solution  of  a  corporation  in  1918  of  which  they  were  stockholders, 
the  assets  of  such  corporation  passing  to  trustees  in  dissolution,  and 
then,  by  agreement  of  the  stockholders  of  the  corporation,  being  paid 
into  a  partnership  for  the  continuation  of  the  business  carried  on  by 
(he  dissolved  corporation. 

(2)  Whether  the  respondent  is  precluded  from  holding  that  the 
petitioners  derived  taxable  income  from  the  distribution  of  the 
assets  of  a  corporation  dissolved  in  1918  in  the  light  of  the  faci  that 
counsel  for  the  petitioners  received  a  ruling  from  the  then  Commis¬ 
sioner  in  1918  that  “  where  a  corporation  dissolves  and  distributes 
its  assets  in  kind  and  not  in  cash  no  taxable  income  is  received  from 

the  transaction  by  its  stockholders.” 

(3)  Whether  the  distributions  received  by  the  petitioners  in  191t 

are  subject  to  normal  tax.  [ 

(4)  Whether  the  collection  of  the  deficiencies  determined  by  th( 

respondent  is  barred  by  the  statute  of  limitations. 
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FINDINGS  OF  FACT. 

1.  During  the  calendar  year  1917,  The  A.  H.  Lamborn  Co.  was  a 
New  Jersey  corporation.  The  stock  of  the  company  was  held  by 
11  persons,  including  the  7  petitioners. 

2.  The  corporation  was  taxed  for  the  year  1917  under  section  209 
of  the  Revenue  Act  of  1917. 

3.  The  A.  H.  Lamborn  Co.  ceased  doing  business  on  or  about 
December  31,  1917.  At  that  time  it  held  surplus  and  undivided 
profits  earned  during  the  year  1917  amounting  to  $326,135.17  over 
and  above  all  liabilities.  Between  January  1  and  March  30,  1918, 
the  corporation  did  no  business  except  that  incidental  to  liquidation 
and  during  that  period  suffered  a  loss  of  $800.22  so  that  the  amount 
of  surplus  and  undivided  profits  on  March  30,  1918,  was  $325,334.95. 
all  representing  profits  earned  during  the  calendar  year  1917. 

4.  On  March  11,  1918,  The  A.  H.  Lamborn  Co.  was  dissolved  and 
its  assets  passed  to  trustees  in  dissolution. 

5.  On  March  30,  1918,  the  11  stockholders  of  The  A.  H.  Lamborn 
Co.,  including  the  7  petitioners  herein,  formed  a  partnership  known 
as  Lamborn  &  Co.  On  that  day  all  the  assets  and  undivided  profits 
of  The  A.  H.  Lamborn  Co.,  amounting  to  $325,334.95,  were  trans¬ 
ferred,  conveyed  and  set  over  by  the  trustees  in  dissolution  of  The 
A.  H.  Lamborn  Co.  to  the  partnership  of  Lamborn  &  Co.  and  the 
amount  thereof  then  and  thereafter  was  deemed  capital  contributed 
by  the  respective  stockholders  in  proportion  to  the  number  of  shares 
of  stock  held  by  them  respectively  in  The  A.  H.  Lamborn  Co. 

6.  The  business  of  The  A.  H.  Lamborn  Co.  was  that  of  brokers 
and  dealers  in  raw  and  refined  sugar.  The  identical  business  was 
ontinued  by  the  partnership  of  Lamborn  &  Co.,  who  used  the  same 
offices,  the  same  corresponding  brokers,  and  the  same  employees. 
No  change  was  made  in  the  conduct  of  the  business  except  that 
necessarily  resulting  from  the  change  from  the  corporate  to  the 
partnership  form. 

(.  On  March  15,  1919,  each  of  the  seven  petitioners  herein  filed  a 
.entative  leturn  on  4  orm  10404  of  their  income  for  the  calendar 
Pear  1918  and  paid  one-fourth  of  the  amount  of  income  tax  esti¬ 
mated  on  such  returns. 

8.  The  amounts  of  estimated  tax  and  the  amounts  paid  upon  the 
iling  of  the  returns  were  as  follows: 


Date 

Name 

Estimated 

tax 

Amount 

paid 

ept.  19 

Arthur  H.  Lamborn.  .  . 

$100,  000 

7  BOO 

<540  non 

ept.  19 

Charles  C.  Riggs . . 

i  7sn 

ept.  19 

Gerard  P.  Tameling . 

7,  000 

7,  000 

i 

ept.  19 

Henry  P.  Hutchings . . 

i  7^n 

ept.  27 

B.  Wheeler  Dyer..  . 

If  t  ou 

ept.  27 

N.  Nelson  Keen.  . 

3  000 

onn 

ept.  27 

George  H.  Logan . . 

3  000 

onn 

-  ■  ■ 
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The  amounts  of  tax  shown  to  be  clue  by  the  tentative  returns  were 
assessed  against  Arthur  H.  Lamborn,  C  harles  C  .  Higgs,  Geiaid  I. 
Tameling,  and  Henry  P.  Hutchings  on  September  19,  1919,  and 
against  B.  Wheeler  Dyer,  N.  Nelson  Keen,  and  George  H.  Logan  on 
September  27,  1919,  and  the  amounts  paid  upon  the  filing  of  such 
tentative  returns  were  shown  as  a  credit  against  the  estimated  tax. 

9.  On  May  31,  1919,  The  A.  H.  Lamborn  &  Co.’s  tax  counsel  ad¬ 
dressed  a  letter  to  the  Commissioner  reading  as  follows: 


A  corporation  which  we  represent  was  formally  dissolved  in  conformity  with 
the  laws  of  the  State  of  New  Jersey  in  which  State  the  corporation  had  been 
organized,  on  March  11,  1918,  and  on  March  JO,  1918,  all  of  the  stockholders 
of  the  said  corporation  formed  a  co-partnership  under  the  same  name  as  the 
corporation,  in  fact  the  partnership  is  simply  the  successor  to  the  corporation. 
On  the  same  day  that  the  partnership  was  formed,  the  trustees  in  dissolution 
of  the  corporation  transferred  to  the  new  partnership  all  the  assets  of  the 
corporation,  which  assets  were  received  by  the  i)artnership  as  a  capital  conti  ibu- 
tion  by  the  stockholders  of  the  corporation.  These  assets  consisted  almost 
entirely  of  the  income  which  had  been  earned  by  the  corporation  in  1917,  as ; 
the  corporation  had  no  surplus  of  assets  over  liabilities  on  Jan.  1,  191  i,  and 
had  earned  but  a  few  thousand  dollars  during  the  time  it  was  carrying  ou 
business  in  1918.  In  August,  1918,  the  corporation  filed  its  corporation  undis¬ 
tributed  net  income  returns  showing  that  all  of  its  assets,  including  earnings 
and  remaining  income  of  the  year  1917,  were  finally  distributed  and  transferred 
to  the  stockholders  within  the  six  months  following  the  end  of  the  year  1917. 

The  question  upon  which  the  members  of  the  new  partnership  wish  to  obtain 
your  ruling  is,  whether  in  preparing  their  individual  income  tax  leturns  for  the 
year  1918,  each  of  them  must  return  as  a  part  of  his  income  his  proportionate 
share  of  the  corporation’s  assets  transferred  to  the  new  co-partnership  as  a 
capital  contribution  and  to  what  extent. 

Your  early  response  will  be  very  much  appreciated. 

10.  Under  date  of  June  9,  1919,  the  Commissioner’s  office  answered 
such  letter  over  the  signature  of  the  assistant  to  the  Commissioner  by 
P.  S.  Talbert,  head  of  division,  saying  in  part  as  follows: 

In  this  connection  you  are  advised  that  under  Sections  201  and  202  of  the 
Revenue  Act  of  1918  this  office  holds  that  where  a  corporation  dissolves  and  dis¬ 
tributes  its  assets  in  kind  and  not  in  cash  no  taxable  income  is  received  from 
the  transaction  by  its  stockholders,  because  they  merely  exchanged  an  indirect 
interest  for  a  direct  interest  in  the  same  property.  However,  where  such  assets 
are  distributed  in  cash,  the  amounts  so  distributed  whether  or  not  including 
any  surplus  earned  since  February  28,  1913,  are  to  be  regarded  as  payments  for 
the  stock  of  the  dissolved  corporation.  Any  excess  so  received  over  the  cost  of 
this  stock  to  the  stockholders,  or  over  its  fair  market  value  as  of  March  1,  1913. 
if  acquired  prior  thereto,  is  a  taxable  profit  (Regulations  45,  Articles  1548  and 

1566) .  .  J 

Therefore  whether  any  portion  of  the  assets  of  the  corporation  transferred 

t<>  the  partnership  is  taxable  to  the  individual  members  of  the  partnership 
depends  upon  whether  such  assets  were  distributed  in  cash  or  in  assets  in  kind. 
If  such  assets  were  distributed  in  cash  they  are  taxable  to  the  stockholders 
to  the  extent  provided  in  Article  1548  of  the  regulations.  It  is  to  be  understood, 
of  course,  that  the  fact  that  the  assets  of  the  corporation  distributed  to  the 
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stockholders  were  in  turn  contributed  to  the  partnership  as  capital  does  not 
affect  the  taxability  of  such  assets  in  the  hands  of  the  stockholders  if  the  assets 
were  distributed  to  them  in  cash. 

11.  Following  the  receipt  of  this  letter  the  petitioners  prepared 
their  completed  returns  and  filed  them  on  June  16,  1919,  with  the 
collector  for  the  second  district  of  New  York  and  on  the  same  date 
paid  to  the  collector  the  difference  between  the  amount  shown  by  their 
respective  returns  and  the  amounts  theretofore  paid  upon  filing  their 
tentative  returns.  The  amounts  shown  by  the  completed  returns 
and  the  amounts  paid  upon  the  filing  thereof  on  June  16,  1919,  were 
as  follows: 


Name  of  taxpayer 

Amount 
shown  by 
completed 
returns 

Amount 
paid  on 
filing  final 
returns 

Arthur  H.  Lamborn . 

$64,  750.  39 
3,  406.  04 

3,  397.  74 

3,  483.  44 
1,716.  49 

1,  079.  79 

1, 173.  02 

$24,  750.  39 
1,  656.  04 
1,  647.  74 
1,  733.  44 
866.  49 
179.  79 
273.  02 

Charles  C.  Riggs. . . . . 

Gerard  P.  Tameling . . 

Henry  P.  Hutchings . . 

B.  Wheeler  Dyer . . . 

N.  Nelson  Keen . . . 

George  H.  Logan . . . . 

After  the  petitioners  filed  their  completed  returns  the  collector 
recommended  to  the  Commissioner  that  the  excess  amounts  of  tax 
shown  to  be  due  by  the  tentative  return  over  the  amounts  shown  to 
be  due  by  the  completed  returns  be  abated.  The  Commissioner 
accepted  the  recommendation  of  the  collector  with  respect  to  all  of 
the  appellants  except  Lamborn.  The  unpaid  balance  of  $95,249.61 
standing  against  Lamborn  was  not  abated. 

12.  In  the  returns  so  filed  no  statement  was  made  with  respect  to 
the  distribution  of  the  capital  assets  of  the  The  A.  H.  Lamborn  Co., 
nor  were  any  facts  or  figures  furnished  which  could  form  the  basis 
for  any  calculation  or  approximation  of  the  amount  of  such  distri¬ 
bution  or  of  any  possible  tax  thereon. 

13.  The  alleged  additional  taxes  for  the  year  1918  sought  to  be 
imposed  upon  the  petitioners  by  reason  of  the  distribution  of  the 
capital  assets  of  The  A.  H.  Lamborn  Co.  have  never  been  paid  or 
collected  by  distraint  or  otherwise  and  no  suit  or  proceeding  has 
been  at  any  time  commenced  for  the  collection  thereof. 

14.  On  January  3,  1921,  the  collector  sent  A.  H.  Lamborn  a  claim 
in  abatement  on  Form  47  in  the  sum  of  $95,249.61  and  requested  him 
to  execute  and  return  the  same  to  him  “  in  order  to  adjust  the 
accounts  in  this  office  and  to  eliminate  the  excess  assessment  from 
your  account  for  the  taxable  year  1918.”  Lamborn  did  not  at  that 
time  execute  such  claim  in  abatement. 
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15.  On  November  20,  1022,  the  collector  wrote  to  A.  H.  Lamborn 
stating  that  his  office  held  a  warrant  of  distraint  against  him  in  the 
sum  of  $95,249.01  and  requesting  payment  at  as  early  a  date  as  possible. 

10.  Upon  receipt  of  this  letter  the  comptroller  of  Lamborn  £  Co. 
called  on  the  collector  personally.  The  collector  sent  for  the  tiles 
in  the  case  and,  after  an  examination  of  them,  told  the  comptroller 
that  Lamborn  need  give  the  matter  no  further  consideration. 

17.  On  or  about  January  29,  1924,  Lamborn  received  a  tax  bill  for 
an  alleged  balance  due  of  $95,249.01  for  income  tax  for  1918. 

18.  On  or  about  February  2,  1924,  the  respondent  sent  Lamborn  a 
30-day  letter  proposing  an  additional  tax  liability  of  $83,713.58. 

19.  Lamborn  then  filed  a  claim  in  abatement  in  respect  of  the 
alleged  tax  shown  in  the  tax  bill  ($95,249.01)  and  filed  an  appeal  to 
the  Commissioner  from  the  alleged  additional  tax  liability  referred 
to  in  the  30-day  letter. 

This  claim  in  abatement  was  acted  upon  by  the  Commissioner  in 
1925  and  the  claim  was  allowed  for  $11,530.03.  A  certificate  of  over¬ 
assessment  against  Lamborn  of  this  amount  was  received  in  the 
collector’s  office  on  November  14,  1925. 

20.  On  or  about  February  19,  1924,  Lamborn  filed  with  the  Com¬ 
missioner  a  paper  dated  February  9,  1924,  entitled  “  Income  and 
Profits  Tax  Waiver,”  reading  as  follows : 

In  pursuance  of  the  provisions  of  subdivision  (cl)  of  Section  250  of  the 
Revenue  Act  of  1921  Arthur  H.  Lamborn  of  Upper  Montclair,  N.  J.,  and  the 
Commissioner  of  Internal  Revenue,  hereby  consent  to  a  determination,  assess¬ 
ment,  and  collection  of  the  amount  of  income,  excess  profits,  or  war-profiis 
taxes  due  under  any  return  made  by  or  on  behalf  of  the  said  taxpayer,  for  the 
years  1918  under  the  Revenue  Act  of  1921,  or  under  prior  income,  excess-profits, 
or  war-profits'  tax  Acts,  or  under  Section  3S  of  the  Act  entitled  “An  Act  to 
provide  revenue,  equalize  duties,  and  encourage  the  industries  of  the  United 
States,  and  for  other  purposes,”  approved  August  5,  1909.  This  waiver  is  in 
effect  from  the  date  it  is  signed  by  the  taxpayer  and  will  remain  in  effect  for  a 
period  of  one  year  after  the  expiration  of  the  statutory  period  of  limitation, 
or  the  statutory  period  of  limitation  as  extended  by  any  waivers  already  on 
file  with  the  Bureau,  within  which  assessments  of  taxes  may  be  made  for  the 
year  or  years  mentioned. 

Arthur  H.  Lamborn,  Taxpayer. 

Approved  Feb.  21,  1924. 

D.  II.  Blair,  Commissioner. 

Examined  and  found  acceptance. 

F.  A.  G. 

Commissioner  of  Internal  Revenue. 

S.  H. 

If  this  waiver  is  executed  on  behalf  of  a  corporation,  it  must  be  signed  by 
such  officer  or  officers  of  the  corporation  as  are  empowered  under  the  laws  of 
the  State  in  which  the  corporation  is  located  to  sign  for  the  corporation,  in 
addition  to  which,  the  seal,  if  any,  of  the  corporation  may  be  affixed. 
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21.  On  or  about  June  19,  1924,  Lamborn’s  appeal  was  transmitted 
to  the  Committee  on  Appeals  and  Review,  a  committee  of  the  re¬ 
spondent’s  office. 

22.  On  or  about  February  19,  1925,  the  Solicitor  of  Internal  Reve¬ 
nue  recommended  an  affirmance  of  the  findings  of  the  Income  Tax 
Unit  but  Lamborn  was  never  notified  of  this  decision.  Pursuant 
thereto  a  jeopardy  assessment  was  made  by  the  Commissioner 
against  Lamborn  on  March  10,  1925,  of  $83,713.58. 

23.  On  or  about  March  13,  1925,  Lamborn  received  another  tax  bid 
for  $83,713.58  containing  the  following  notation: 

MAR  15  P  SPL  NO  7—1925  List  SEC  274  D  1918  WAIVER 

301821  RAR  83713  58 

24.  On  March  31,  1925,  the  respondent  canceled  and  eliminated 
the  jeopardy  assessment  which  formed  the  basis  of  the  last-men¬ 
tioned  tax  bill  and  signed  and  filed  a  so-called  certificate  to  such 
effect.  This  abatement  was  made  as  a  result  of  a  protest  against  the 
assessment  filed  by  Lamborn. 

25.  Lamborn  was  never  notified  of  this  circumstance  and  in 
ignorance  thereof  filed  on  or  about  May  7,  1925,  a  claim  in  abatement 
of  the  sum  of  $83,713.58,  with  a  surety  bond  in  the  sum  of  $100,- 
456.30.  This  bond  was  returned  by  the  collector  to  Lamborn  under 
date  of  August  26,  1925,  together  with  a  letter  authorizing  the  surety 
company  to  release  the  same. 

26.  On  October  19,  1925,  the  respondent  wrote  to  Lamborn  that 
the  determination  of  the  former  Commissioner  made  on  June  9, 
1919,  had  been  reversed  and  averred  that  Lamborn’s  correct  tax 
liability  for  1918  was  $148,463.97.  He  added  that  since  $160,000  had 
been  assessed,  Lamborn  was  entitled  to  an  abatement  to  the  extent 
of  $11,536.03. 

27.  From  this  letter  of  October  19,  1925,  Lamborn  appealed  to 
this  Board. 

28.  On  or  about  December  2,  1925,  Lamborn,  in  the  belief  that 
a  valid  assessment  stood  against  him  in  the  amount  of  $83,713.58, 
filed  with  the  collector  an  “Agreement  for  security  for  payment  of 
tax,  etc.”  This  agreement  evidenced  as  follows : 

The  Bank  of  the  Manhattan  Company,  by  John  S.  Baker,  one  of  ts  Vice- 
Presidents  and  W.  A.  Rush,  one  of  its  Cashiers,  its  duly  authorized  officers, 
does  hereby  certify  that  there  has  been  deposited  with  it  by  Arthur  II.  Lamborn, 
One  Hundred  Thousand  ($100,000)  Dollars  par  value  of  Liberty  Loan  Bonds, 
which  bonds  the  said  Bank  of  the  Manhattan  Company  undertakes  and  agrees 
to  hold  for  the  benefit  of  the  Collector  of  Internal  Revenue  of  the  Second 
District  of  New  York,  to  assure  him  of  the  payment  by  the  said  Arthur  II. 
Lamborn,  of  such  taxes,  interest  and  penalt  es  as  may  be  demanded  from  the 
said  Arthur  II.  Lamborn,  should  the  appeal  of  the  said  taxpayer,  Arthur  IT. 
Lamborn  to  the  United  States  Board  of  Tax  Appeals  from  the  deficiency  of 
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$83,713. 5S  determined  by  the  Bureau  to  be  due  for  tlie  year  1918,  be  denied 
in  whole  or  in  part,  or  further  should  the  United  States  Board  of  Tax  Ap¬ 
peals  decide  that  it  has  no  jurisdiction  in  the  premises.  In  the  event  that 
the  Board  of  Tax  Appeals  dec  Ties  that  it  has  no  jurisdiction  in  the  premises, 
or  in  llie  further  event  that  it  decides  adversely  to  the  taxpayer,  and  the 
said  Arthur  H.  Lamborn  neglects  or  refuses  to  make  such  payment  when 
demanded  by  the  Collector  of  Internal  Revenue,  the  said  Bank  of  the  Man¬ 
hattan  Company  undertakes  and  agrees  to  deliver  to  the  Collector  of  Internal 
Revenue  at  the  Custom  House,  New  York  City,  the  above  mentioned  bonds 
upon  demand  therefor  by  the  said  Collector  of  Internal  Revenue  of  the  Second 
District  of  New  York,  which  the  said  Arthur  H.  Lamborn  authorizes  and 
directs  said  Bank  so  to  deliver.  All,  however,  without  prejudice  to  the  right 
of  the  taxpayer,  Arthur  H.  Lamborn,  to  bring  suit  to  recover  the  said  tax, 
interest  and  penalties  so  paid  by  the  delivery  of  said  bonds  or  by  the  tax¬ 
payer  as  the  case  may  be,  or  any  part  thereof,  in  the  event  that  said  Board 
of  Tax  Appeals  decides  it  has  no  jurisdiction  in  the  premises  or  decides  ad¬ 
versely  to  the  said  taxpayer  in  whole  or  in  part,  it  being  understood  and 
agreed,  however,  that  all  interest  on  said  bonds  accrued  or  accruing  thereon 
during  the  time  of  their  deposit  shall  be  paid  over  to  and  received  by  the 
said  taxpayer. 

29.  On  or  about  February  19,  1924,  the  other  six  petitioners  filed 
consents  extending  the  time  for  the  making  of  additional  assess¬ 
ments  against  them  identical  or  substantially  identical  to  the  con¬ 
sent  filed  by  Arthur  H.  Lamborn.  These  consents  extended  the 
time  within  which  the  Commissioner  might  make  assessments  against 
the  petitioners  to  June  15,  1925. 

30.  On  March  G,  1925,  the  Commissioner  made  additional  assess¬ 
ments  as  follows : 


George  II.  Logan - $3,  938.  24 

Henry  B.  Hutchings _  9,  989.  70 

George  I\  Tameling -  9,  541,  64 

Charles  C.  Riggs _ 19,  004. 14 

N.  Nelson  Keen -  3,  881. 81 

B.  Wheeler  Dyer _  T  993.  85 


31.  Under  date  of  March  10,  1925,  the  Collector  for  the  Second  Dis¬ 
trict  of  New  York  sent  notices  to  the  above-named  six  petitioners 
of  assessments  against  them  in  the  amounts  indicated  above. 

32.  On  or  about  March  20,  1925,  Hutchings,  Tameling,  and  Riggs 
filed  claims  in  abatement  against  the  assessments  and  thereafter  filed 
with  the  collector  surety  bonds  in  an  amount  exceeding  the  amount 
of  the  assessments  for  the  purpose  of  protecting  the  collector  in  case 
the  abatement  claims  were  rejected  by  the  Commissioner.  Ihe  surety 
bonds  were  in  the  following  amounts: 


Hutchings 
Tameling  - 
Riggs - 


$11,987.  64 
7,  741.  97 
12,  004.  97 


33.  The  petitioners, 
ment  claims  for  the  al 


Lomin,  Keen  and  Dyer,  likewise  filed  abate- 
mtement  of  the  assessments  and  on  or  about 
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May  19,  1925,  filed  with  the  collector  an  indemnity  bond  with  the 
Globe  Indemnity  Co.,  as  surety  thereon,  these  bonds  being  jn  the 
following  amounts : 

Logan - $4,725.89 

^veen -  4>  658.  1? 

Dyer -  4)  912.  62 


34.  Under  dates  of  September  14,  1925  and  November  11,  1925, 
the  respondent  sent  to  Logan  and  Hutchings  60-day  letters,  inform¬ 
ing  them  of  the  rejection  of  their  abatement  claims  and  advising  them 
of  their  right  to  appeal  to  the  Board  of  Tax  Appeals  from  such  denial 
of  abatement  claims  and  on  December  10,  1925,  the  respondent  sent 
to  Tameling,  Biggs,  Keen  and  Dyer  similar  letters. 

35.  Appeals  to  this  Board  were  duly  taken  from  such  deficiency 

letters.  J 


opinion. 


♦ 

Smith  :  1.  At  the  hearing  of  these  appeals,  counsel  for  the  re¬ 
spondent  denied  that  the  Board  had  jurisdiction  of  these  proceedings 
upon  the  ground  that  the  respondent  was  not  proposing  to  make 
assessments  against  the  petitioners  but  that  he  had  only  made  adjudi¬ 
cations  of  claims  in  abatement  filed  by  him.  In  his  brief  subsequently 

hied  the  respondent  did  not  raise  the  question  of  the  jurisdiction  of 
the  Board. 

Section  283(f)  of  the  Revenue  Act  of  1926  clearly  gives  the  Board 
jurisdiction. 

2;  Tt  Wl11  be  unnecessary  to  consider  the  specific  amounts  of  income 
derived  by  the  petitioners  from  the  dissolution  of  The  A.  H.  Lam- 
born  &  Co.  as  a  result  of  the  vesting  in  the  petitioners  of  pro  rata 
portions  of  the  net  assets  of  the  dissolved  corporation  for  the  reason 
that  it  was  stipulated  at  the  hearing  that  if  the  Board  should  hold 
that  the  transfer  of  the  assets  from  the  corporation  to  the  partner¬ 
ship  which  occurred  on  or  about  March  30,  1918,  resulted  in  taxable 
mcome  to  the  petitioners,  the  amount  of  such  income  was  correctly 
computed  by  the  Commissioner.  It  is  necessary  to  consider,  there- 

ore,  only  whether  the  transaction  in  question  gave  rise  to  taxable 
income. 


On  this  point  the  respondent  relies  on  the  following  Board  deci- 
sions  :  A.  C.  Huffman,  1  B.  T.  A.  52;  Estate  of  D.  F.  BuchmiUer, 
1 '  A'  380  i  George  Shapiro,  2  B.  T.  A.  G20 ;  F.  T).  Keim,  4  B.  T.  A 
1240;  G.  D.  Rigsby,  6  B.  T.  A.  194;  T.  T.  Rudolph,  6  B.  T.  A.  2G5. 

In  all  of  these  cases  the  Board  held  that  where  a  corporation  was 
(.issolved  and  the  assets  were  transferred  to  the  stockholders,  the 
stockholders  derived  income  to  the  extent  of  the  fair  value  of  the 
assets  received  in  excess  of  cost  if  acquired  subsequent  to  February  28, 
-to,  and  if  before  in  excess  of  cost  or  March  1,  1913,  value,  of  the 
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shares  of  stock  owned  by  such  stockholders,  whichever  was  hig  lei . 
In  line  with  those  decisions  it  must  be  held  that  the  petitioners  de¬ 
rived  taxable  income  from  the  distribution  to  them  of  the  profit  to 
The  V  H  Lamborn  Co.  earned  during  1917  and  received  by  them 
during  1918.  It  is  immaterial  that  for  1917  the  corporation  was 
as  essed  under  section  209  of  the  Revenue  Act  of  1917. 

3  It  is  contended  bv  the  petitioners  that  a  former  Commissioner, 
in  1918,  made  a  decision  to  the  effect  that  the  petitioners  derived  no 
taxable  income  from  the  transaction  here  in  question  and  that  the 
present  Commissioner  has  no  authority  to  change  that  decision. 
Upon  this  point  it  is  to  be  noted  that  the  then  Commissioner  made  a 
ruling  in  a  hypothetical  case.  Counsel  for  the  petitioners  did  not 
inform  (lie  then  Commissioner  of  the  name  of  the  company  which  ic 
had  in  mind.  It  was  represented  that  the  assets  were  distributed 
“in  kind.”  The  evidence  indicates,  however,  that  what  was  dis¬ 
tributed  to  the  stockholders  in  1918  was  the  profits  which  were  earned 
during  1917.  The  extent  to  which  the  profits  had  been  reduced  to 
cash  bv  March  30,  1918,  is  not  disclosed  by  the  evidence.  M  e  are  not 
persuaded  that  the  ruling  made  by  the  former  Commissioner  covered 
the  precise  facts  in  the  instant  case.  But  if  the  ruling  did  precise y 
cover  the  case  we  are  of  the  opinion  that  the  present  Commissioner  is 
not  bound  by  such  a  decision  in  the  determination  of  deficiencies 
against  the  petitioners.  The  facts  herein  stated  are  substantially  the 
same  as  those  which  obtained  in  Yokoharmi-Ki-Ito  Kicaisha,  Ltd., 
5  B.  T.  A.  1248,  in  which  we  held  that  a  letter  sent  by  the  t  ommis- 
sioner  in  1916  to  an  attorney,  advising  him  that  a  foreign  corporation 
was  in  his  opinion,  entitled  to  deduct  from  gross  income  in  a  tax 
return  made  under  tile  Revenue  Act  of  1910,  such  portion  ot  the  in¬ 
come  received  from  sources  within  the  United  States  as  represents 
“the  actual  commission  for  buying  silk  in  Japan”  is  not  such  an 
interpretation  of  the  statute  as  has  any  binding  effect  upon  a  successor 
Commissioner  in  determining  true  tax  liability  for  the  fiscal  year 
ended  June  30,  1917.  See  also  United  States  v.  Updike ,  1  Fed.  (2d) 
550;  Estate  of  IF.  &  Tyler,  9  B.  T.  A.  255;  James  Couzens, 

B.  T.  A.  1040.  ,  .  J 

4.  The  petitioners  contend  that  in  any  event  the  respondent  erred 

in  holding  the  petitioners  liable  to  normal  tax  in  respect  of  the  dis¬ 
tribution  7f  the  earnings  of  The  A.  II.  Lamborn  &  Co.  for  1917  re¬ 
ceived  by  them  in  1918.  In  support  of  their  contention  they  cite  the 
case  of  HeUmich  v.  Heilman,  18  Fed.  (2d)  239,  decided  by  the  Cir¬ 
cuit  Court  of  Appeals,  Eighth  Circuit,  on  May  18,  192(.  This  dec. 
sion  was,  however,  reversed  by  the  United  States  Supreme  Court  o 
February  20,  1928,  in  Heilman  v.  Tlellmich , U.  b. 


contention  of  the  respondent  is  accordingly  sustained. 
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5.  The  main  contention  of  the  petitioners  is  that  there  are  no  valid 
assessments  against  the  petitioners  for  the  year  1918  and  that  the 
statute  of  limitations  has  operated  to  bar  the  respondent  from  mak¬ 
ing  such  assessments.  The  evidence  upon  this  point  is  voluminous. 
The  petitioners  contend  that  the  records  of  the  Commissioner’s  office 
do  not  show  valid  assessments  for  the  reason  that  as  to  one  of  the 
petitioners,  A.  H.  Lamborn,  the  only  assessment  outstanding  was 
made  upon  the  basis  of  a  tentative  return  and  as  to  the  others  that 
the  signature  of  the  Commissioner  has  not  been  proven.  We  will 
first  consider  the  case  of  A.  TI.  Lamborn. 

The  lecoids  of  the  Commissioner’s  office  show  an  assessment 
against  Lamborn  of  $160,000  less  $40,000  paid  upon  the  filing  of  the 
return,  which  assessment  was  made  on  September  19,  1919.  In  the 
first  place,  it  is  contended  that  an  assessment  can  not  be  made  on  the 
basis  of  a  tentative  return  for  the  reason  that  a  tentative  return  is 
not  a  return  required  by  the  statute.  Dallas  Brass  &  Copper  Co ., 
3  B.  T.  A.  856;  Matteawan  Mfg.  Co .,  4  B.  T.  A.  953;  Boston  Hide  & 
Leather  Co .,  5  B.  T.  A.  617.  In  Matteawan  Mfg.  Go .,  supra  we 
said : 

We  express  no  opinion  as  to  whether  or  not  the  assessment  made  against  the 

petitioner,  in  the  amount  of  $40,000,  on  the  basis  of  its  tentative  return,  and 

the  assessment  of  the  entire  consolidated  tax  liability  against  the  Henderson 

Estate  Co.,  were  proper  assessments;  *  *  * 

*  • 

In  the  instant  proceedings  we  also  think  it  is  unnecessary  to  express 
an  opinion  upon  this  point.  After  Lamborn  filed  a  completed  return 
for  1918  on  June  16,  1919.  the  collector  recommended  to  the  Commis¬ 
sioner  that  $95,249.61  of  the  tax  assessed  against  Lamborn  be  abated, 
inasmuch  as  it  appeared  that  the  tax  legally  due  from  him  was  only 
$64,750.39,  all  of  which  had  been  paid.  The  records  introduced  in 
avidence  were  explained  by  a  witness  for  the  respondent  as  meaning 
that  the  respondent  had  rejected  the  recommendation  of  the  collector 
and  had  allowed  the  unpaid  balance  of  $95,249.61  to  stand  against 
Lamborn  until  his  claim  for  the  abatement  of  the  assessment  of 
$95,249.61  had  been  acted  upon  by  the  respondent ;  that  when  action 
was  taken  upon  that  claim  a  certificate  for  an  overassessment  (No. 
>96,375)  was  allowed  in  the  amount  of  $11,536.03.  This  certificate 
k  overassessment  was  received  in  the  collector’s  office  on  November 
14,  1925.  The  records  further  show  that  an  assessment  of  $83,713.58, 
he  amount  of  tax  claimed  to  be  due  from  Arthur  H.  Lamborn  in 
'xcess  of  the  amount  of  tax  already  paid  by  him  for  1918,  was  made 
mdei  date  of  March  10,  1925;  that  as  a  result  of  a  protest  made  by 
urn  this  assessment  was  canceled  on  March  31,  1925.  This  leaves  the 
>nly  assessment  outstanding  against  Lamborn  as  the  unpaid  and 
mabated  balance  of  the  assessment  made  on  the  basis  of  the  tentative 
eturn  which  was  made  under  date  of  September  19,  1919. 
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Arthur  H.  Lamborn’s  final  return  for  1918  was  filed  on  June  16, 
1919.  Under  section  277(a)  (2)  of  the  Revenue  Act  of  1921,  the  re¬ 
spondent  was  required  to  assess  any  tax  due  from  him  in  respect  of 
the  year  1918  “  within  5  years  after  the  return  was  filed,  and  no  pro¬ 
ceeding  in  court  for  the  collection  of  such  taxes  shall  be  begun  after 
the  expiration  of  such  period.”  On  or  about  February  19, 1924,  Lam- 
born  filed  a  consent  with  the  respondent  extending  for  one  year  the 
period  within  which  an  assessment  could  be  made.  Under  this  con¬ 
sent  an  additional  assessment  could  have  been  made  against  Lamborn 

up  to  June  15,  1925. 

Section  278(d)  of  the  Revenue  Act  of  1926  provides. 

Where  the  assessment  of  any  income,  excess-profits,  or  war-profits  tax  im¬ 
posed  by  this  title  or  by  prior  Act  of  Congress  has  been  made  (whether  before 
or  after  the  enactment  of  this  Act)  within  the  statutory  period  of  limitation 
properly  applicable  thereto,  such  tax  may  be  collected  by  distraint  or  by  a 
proceeding  in  court  (begun  before  or  after  the  enactment  of  this  Act),  but 
only  if  begun  (1)  within  six  years  after  the  assessment  of  the  tax,  or  (2)  prioi 
to  the  expiration  of  any  period  for  collection  agreed  upon  in  writing  by  the 
Commissioner  and  the  taxpayer. 

The  only  consent  filed  by  Lamborn  was  that  set  out  in  the  findings 
of  fact  which  did  not  extend  the  period  for  the  assessment  or  col¬ 
lection  of  the  tax  except  “  for  a  period  of  one  year  after  the  expira¬ 
tion  of  the  statutory  period  of  limitation,  or  the  statutory  period  of 
limitation  as  extended  by  any  waivers  already  on  file  with  the  Bureau, 
within  which  assessments  of  taxes  may  be  made  for  the  year  or 
years  mentioned.”  The  completed  return  of  Lamborn  was  filed  on 
June  16,  1919.  The  consent  did  not  extend  the  period  for  the  assess¬ 
ment  or  collection  of  the  tax  beyond  June  16,  1925.  The  respondent 
contends,  however,  that  the  action  of  Lamborn  in  filing  a  bond  on 
or  about  May  7,  1925,  with  the  collector  in  connection  with  his 
abatement  claim  for  the  abatement  of  an  assessment,  and  his  filing 
with  the  collector  of  an  agreement  with  the  Bank  of  the  Manhattan 
Co.  on  or  about  December  2,  1925,  or  this  series  of  transactions 
amounted  to  a  consent  on  the  part  of  Lamborn  for  the  collection  of 
the  assessment  after  the  statute  of  limitations  had  operated  to  bar 
collection.  We  think  this  position  is  untenable.  The  bond  which 
was  filed  in  connection  with  the  abatement  claim  was  immediately 
returned  to  the  petitioner  and  the  surety  company  was  released  from 
its  obligation  on  the  bond.  The  period  of  the  statute  of  limitations 
operated  prior  to  the  filing  with  the  collector  of  an  agreement  with 
the  Bank  of  the  Manhattan  Co.  on  December  2,  1925.  A  perusal  of 
this  agreement  shows  that  it  was  in  the  nature  of  an  appeal  bond.  It 
was  merely  for  the  purpose  of  protecting  the  collector  in  case  the 
Board  of  Tax  Appeals  should  decide  the  issue  against  Lamborn  and 
find  that  the  tax  was  legally  due.  1  his  was  not  a  consent  to  a  later 
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determination  of  the  tax.  United  States  v.  John  Barth  Co.,  C.  C.  A., 
7th  Cir.,  June  7,  1928;  C.  B.  Shaffer ,  12  B.  T.  A.  298.  The  statute  of 
limitations  tolled  in  the  case  of  Lamborn  on  September  18,  1925,  six 
years  having  elapsed  from  the  date  of  any  outstanding  assessment. 
No  suit  was  ever  instituted  upon  the  basis  of  the  bond  which  was 
filed  and  later  canceled  or  upon  the  basis  of  the  agreement  with  the 
Bank  of  the  Manhattan  Co.  In  view  of  these  facts  it  must  be  held 
that  there  is  no  deficiency  due  from  Lamborn. 

The  situation  with  respect  to  the  other  six  petitioners  is  entirely 
different.  They  all  filed  on  or  about  February  19,  1924,  consents 
similar  to  that  filed  by  Lamborn.  Acting  upon  such  consents  the 
respondent  on  March  6,  1925,  made  assessments  against  them  for  the 
amounts  of  tax  due  from  them  for  the  year  1918  in  excess  of  the 
amounts  paid  upon  their  returns  filed  on  June  16,  1919.  There  is 
nothing  in  the  record  that  proves  or  tends  to  prove  that  the  assess¬ 
ments  were  not  made  by  the  Commissioner,  the  official  charged  with 
the  duty  of  making  the  assessments.  The  respondent  had  six  years 
from  the  date  of  the  making  of  the  assessments  within  which  to 
collect  the  same.  Section  278(d)  of  the  Revenue  Act  of  1926. 

Reviewed  by  the  Board. 

Judgment  of  no  deficiency  will  be  entered 
in  the  case  of  Lamborn ,  and  judgment  for  the 
respondent  will  be  entered  in  the  cases  of  the 
other  petitioners. 


Spring  Canyon  Coal  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  23902,  25743.  Promulgated  August  2,  1928. 

The  amounts  reserved  by  the  petitioner  for  self-insurance  pur¬ 
suant  to  resolution  of  the  Industrial  Commission  of  Utah  are  not 
deductible  in  computing  net  taxable  income. 

Charles  D.  Hamel ,  Esq.,  and  Benjamin  H.  Saumders,  Esq.,  for  the 
petitioner. 

Arthur  H.  Murray,  Esq.,  for  the  respondent. 

These  proceedings  are  for  the  redetermination  of  deficiencies  of 
£31,675.47,  $35,766.61,  and  $15,246.50,  for  the  calendar  years  1920, 
1921,  and  1922,  respectively. 

Upon  motion  of  counsel  at  the  hearing  of  these  proceedings,  Docket 
NTo.  23902,  embracing  the  years  1920  and  1921,  and  Docket  No.  25743, 
covering  the  calendar  year  1922,  were  consolidated  for  joint  hearing 
tnd  consideration. 
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The  sole  question  for  consideration  is  whether  the  petitioner  is 
entitled  to  deduct  the  amounts  paid  by  it  into  a  welfare  or  compensa¬ 
tion  insurance  fund  in  the  computation  of  net  income  for  the  years 
1920,  1921,  and  1922. 

FINDINGS  OF  FACT. 

The  petitioner  was  organized  under  the  laws  of  the  State  of  Utah, 
July  27,  1912,  and  has  been  at  all  times  engaged  in  the  business  of 
mining  coal  in  the  so-called  Carbon  County  field. 

The  State  of  Utah  in  1917  enacted  the  Workmen’s  Compensation 
Law,  and  at  the  same  time  and  by  the  said  Act  created  the  Indus¬ 
trial  Commission  of  Utah  to  administer  and  enforce  the  provisions 
of ‘the  said  Act.  Under  the  provisions  of  section  3114,  Compiled 
Laws  of  Utah,  1917,  all  employers  were  required  to  secure  compen¬ 
sation  to  their  emplo}7es  in  one  of  the  following  ways : 

(1)  By  insuring  anti  keeping  insured  the  payment  of  such  compensation 
with  the  state  insurance  fund. 

(2)  By  insuring  and  keeping  insured  the  payment  of  such  compensation, 
with  any  stock  corporation  or  mutual  association  authorized  to  transact  the 
business  of  workmen’s  compensation  insurance  in  the  state ;  provided,  that  any 
such  stock  corporation  or  mutual  association  must  write  and  carry  all  r  sks 
or  insurance  for  which  application  may  he  made  to  it,  which  are  not  prohibited 
by  the  provisions  of  Sect  on  1148,  Compiled  Laws  of  Utah,  1917,  and  anj  car¬ 
rier  assuming  a  risk  shall  carry  it  to  the  conclusion  of  the  policy  period  unless 
cancellation  is  agreed  to  by  the  Industrial  Commission  and  the  cmployci  ,  and. 
provided,  that  any  policy  written  shall  be  subject  to  cancellation  at  any  time 
by  the  legislature. 

(3)  By  furnishing  annually  to  the  commission  satisfactory  proof  of  financ  al 
ability  to  pay  direct  the  compensation  in  the  amount  and  manner  and  when 
due  as  provided  for  in  this  Act.  In  the  latter  case,  the  commission  may  in  its 
discretion  require  the  deposit  of  acceptable  security,  indemnity  or  bond  to 
secure  the  payment  of  compensation  liabilities  as  they  are  incurred,  provided, 
the  Industrial  Commission  of  Utah  may  at  any  time  change  or  modify  its 
findings  of  fact  herein  provided  for,  if  in  its  judgment  such  action  is  necessary 
or  desirable  to  secure  or  assure  a  strict  compliance  with  all  the  provisions  of 
the  law  in  reference  to  the  payment  of  compensation  and  the  furnishing  of 
medical,  nurse,  and  hospital  services,  medicines  and  burial  expenses  to  injured 
and  the  dependents  of  killed  employes. 

By  virtue  of  its  hazardous  undertaking  petitioner  is  required  bv 
the  Act  above  cited  to  carry  compensation  insurance  for  all  of  its 
employes.  Prior  to  July  1,  1919,  petitioner  was  insured  in  the  State 

Insurance  Fund. 

On  or  about  July  1,  1919,  petitioner  elected,  pursuant  to  the  pro¬ 
visions  of  sections  3114  and  3124,  Compiled  Laws  of  Utah,  19L,  to 
become  a  self-insurer  and  made  application  to  the  Industrial  Com¬ 
missioner  for  permission  to  carry  its  compensation  on  such  basis. 
Said  application  was  formally  approved  b}7  the  Commission  and  a 
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certificate  of  authority  issued  to  the  petitioner  under  date  and  as  of 
July  1,  1919,  which  reads  as  follows: 

This  certifies  that  The  Spring  Canyon  Coal  Company  lu;s  furnished  to  The 
Industrial  Commission  of  Utah  satisfactory  proof  of  financial  ability  to  pay 
direct  the  compensation,  in  the  amount  and  manner  and  when  due,  as  pro¬ 
vided  for  in  Chapter  100,  Laws  of  Utah,  1917,  known  as  the  Workmen’s  Com¬ 
pensation  Act,  by  filing  with  this  Commiss  on  Surety  Bond  in  the  sum  of 
$50,000.00,  and  the  Industrial  Commission  of  Utah  hereby  grants  the  application 
of  the  said  Spring  Canyon  Coal  Company  for  the  self-insuring  privilege,  subject 
to  the  proper  posting  of  notices  and  a  full  compliance  with  the  rules  of  the 
Commission. 

This  privilege  is  subject  to  revocation  at  any  time. 

The  Industrial  Commission  of  Utah, 

P.  A.  Thatcher,  Chairman. 

The  petitioner  thereupon  established  a  welfare  or  compensation 
insurance  fund  and  together  with  two  other  coal-mining  companies 
operating  in  the  aforesaid  field,  employed  one  F.  D.  Brown,  who  had 
then  recently  resigned  from  the  office  of  Secretary  of  the  Utah  In¬ 
dustrial  Commission,  to  assume  charge  of  all  administrative  duties 
in  connection  with  the  handling  of  said  fund  established  by  the 
petitioner  and  the  funds  established  by  the  two  other  coal-mining 
companies  aforesaid.  The  said  Brown  organized  and  set  up  a  com¬ 
plete  organization  and  system  for  the  purpose  of  carrying  out  the 
objects  for  which  the  fund  was  established.  The  funds  paid  the 
said  Brown  by  the  petitioner  and  the  two  other  coal  companies  re¬ 
ferred  to  were  not  comingled  but  were  administered  by  the  said 
Brown  as  separate  and  distinct  funds. 

Brown  immediately  set  up  a  separate  office  of  his  own  for  such 
purpose  and  since  then  the  welfare  or  compensation  insurance  funds 
and  affairs  in  connection  with  personal  compensation  and  industrial 
injury  cases  of  the  said  three  companies  have  been  personally  admin¬ 
istered  by  him.  At  the  close  of  each  month,  beginning  with  the 
month  of  July,  1919,  the  said  Brown  examined  the  pay  rolls  of  the 
petitioner  and  determined  the  amount  of  the  premium  which  peti¬ 
tioner  would  have  been  required  to  pay  were  it  carrying  its  insurance 
vith  the  State  Insurance  Fund,  and  rendered  a  statement  of  the 
xmount  due.  Petitioner  thereupon  paid  to  the  said  Brown  by  check 
he  amount  of  such  premium,  which  check  was  endorsed  by  the  said 
brown  and  deposited  to  the  credit  of  the  Spring  Canyon  Welfare 
i^und  in  the  Knight  Trust  &  Savings  Bank  at  Provo,  Utah.  Th< 
und  thus  established  by  petitioner  was  at  all  times  conserved  and 
:ept  intact  by  the  said  Brown,  and  used  only  for  the  purpose  of  satis- 
ying  allowable  compensation  and  personal  injury  claims  arising 
against  the  petitioner,  and  the  payment  of  necessary  expenses  in  con- 
lection  with  the  administration  thereof. 
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On  November  19,  1920,  the  said  Commission  issued  a  special  order 
to  the  petitioner  designated  “  Resolution  No.  84,”  which  reads  as 
follows : 

Whereas,  this  Commission  1ms  previously  authorized  the  Spring  Canyon 
Coal  Company  to  pay  compensation  in  the  amount  and  manner  and  when  due, 
as  provided  for  in  the  Workmen’s  Compensation  Act  of  this  State,  direct  to 
its  employes  and  become  what  is  known  as  a  self  insurer ;  and 

Whereas,  at  the  time  such  permission  was  granted,  informal  instructions 
were  given  to  said  company  to  set  up  reserves  for  the  purpose  of  such  payments 
in  an  amount  equal  to  the  premiums  that  would  be  paid  if  said  company  were 
insured  in  The  State  Insurance  Fund;  and 

Whereas,  the  nature  of  the  business  engaged  in  by  said  Spring  Canyon  Coal 
Company,  being  that  of  mining  coal,  is  generally  regarded  as  an  extremely 
hazardous  occupation;  and 

Whereas,  it  is  the  des're  of  this  Commission,  in  every  reasonable  respect,  to 
protect  injured  employes  who  might  be  entitled  to  the  benefits  of  the  Compensa¬ 
tion  Act :  Now,  Therefore, 

Be  It  Resolved,  that  the  Spring  Canyon  Coal  Company  be  and  it  is  hereby 
ordered  to  set  aside  an  amount  of  money  equal  to  that  which  would  be  required 
as  prem'ums  from  said  Company  were  it  insured  with  The  State  Insurance 
Fund,  said  amount  to  be  used  for  the  payment  of  compensation  medical  and 
other  benefits  of  the  Workmen’s  Compensation  Act  and  for  such  incidental 
expenses  as  may  be  necessary  for  the  proper  administration  and  carrying  out 
of  such  requirements ;  and  be  it 

Further  Resolved,  that  the  Spring  Canyon  Coal  Company  be  and  it  is  hereby 
ordered  to  continue  to  set  up  such  reserves  until  the  further  action  of  this 
Commission  either  modifying  or  annuling  this  Order ;  and  be  it 

Further  Resolved  that  the  Secretary  of  this  Commission  be  and  she  is 
hereby  ordered  to  transmit  copies  of  this  Resolution  to  the  parties  interested. 

The  foregoing  Resolution  No.  84  as  thus  promulgated  by  the  Com¬ 
mission  was  not  thereafter  modified  or  changed  and  has  ever  since 
stood  in  full  force  and  effect. 

The  petitioner  has  at  all  times  since  July  1,  1919,  continued  to 
make  payments,  computed  as  aforesaid,  to  the  said  Welfare  or 
Compensation  Insurance  Fund.  No  part  of  the  said  fund  has  ever 
been  used  or  appropriated  for  any  purpose  except  as  contemplated 
and  expressly  provided  for  in  the  Utah  Workmen’s  Compensation 
Act.  Payments  of  all  compensation  and  personal  injury  claims 
properly  arising  against  the  petitioner  were  made  from  said  fund 
b}^  the  said  Brown,  and,  pursuant  to  the  requirements  of  the  Com¬ 
mission,  a  detailed  report  of  all  such  transactions  was  promptly 
furnished  to  the  Commission.  Whatever  earnings  accrued  to  the 
fund  were  added  thereto  and  became  a  part  thereof. 

In  the  balance  sheets  of  the  petitioner  for  the  year  1921  and  sub¬ 
sequent  years,  the  balance  remaining  in  the  fund  has  been  reflected 
as  an  asset  and  a  corresponding  amount  reflected  as  a  reserve  for 
Workmen’s  Compensation  Insurance,  and  was  therefore  not  included 
in  the  surplus  on  the  books  of  the  petitioner  in  any  amount  for  the 
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taxable  years  in  controversy.  Nor  has  the  said  fund  been  claimed  in 
any  part  b}^  the  petitioner  as  invested  capital  for  any  of  the  taxable 
years  in  question. 

The  said  Welfare  or  Compensation  Insurance  Fund,  together  with 
all  additions  thereto,  lias  been  included  by  the  respondent  as  a  part 
of  petitioner’s  invested  capital  for  the  taxable  years  1920  and  1921, 
the  only  years  for  which  invested  capital  was  a  factor  in  computing 
income  and  profits  taxes  after  the  said  fund  was  established. 

Pursuant  to  the  provisions  of  sections  3125  and  1135,  Compiled 
Laws  of  Utah,  1917,  the  said  Brown  as  manager  and  custodian  of 
the  aforesaid  fund  paid  into  the  State  Treasury  of  the  State  of 
Utah  a  tax  equivalent  to  one  and  one-half  per  cent  of  all  amounts 
thus  paid  into  the  said  Welfare  or  Compensation  Insurance  Fund 
by  the  petitioner. 

After  making  payment  of  all  compensation  and  other  allowable 
claims  properly  determined  and  falling  due  within  the  year,  pursuant 
to  and  in  conformity  with  the  provisions  of  the  Utah  Workmen’s 
Compensation  Act  and  the  orders  of  the  Industrial  Commission,  to¬ 
gether  Avith  the  necessary  expense  of  administering  said  Welfare  or 
Compensation  Insurance  Fund,  the  net  addition  thereto  made  by 
petitioner  amounted  to  $30,407.97  for  the  year  1920,  $28,365.67  for  the 
year  1921,  and  $12,130.26  for  the  year  1922. 

In  determining  the  amount  of  net  income  subject  to  taxation  for 
the  years  1920, 1921,  and  1922,  petitioner  deducted  as  an  ordinary  and 
necessary  expense  the  sum  of  $30,407.97  for  the  year  1920,  $28,365.67 
for  the  year  1921,  and  $12,130.26  for  the  year  1922,  respectively, 
referred  to  in  the  preceding  paragraph. 

In  determining  the  deficiency  tax  in  controversy  the  respondent  re¬ 
fused  to  allow  as  a  deduction  the  amounts  specified  in  the  preceding 
paragraph,  to  wit:  $30,407.97  for  the  year  1920,  $28,365.67  for  the 
year  1921,  and  $12,130.26  for  the  year  1922. 

opinion. 

Morris  :  Before  passing  to  the  specific  question  raised  it  might  be 
well  to  consider  briefly  the  Workmen’s  Compensation  Act.  The 
compensation  provided  for  in  the  act  is  not  to  be  considered  in  the 
sense  of  damages  for  injuries  sustained.  It  is  precisely  what  the 
term  implies ;  namely,  compensation,  pure  and  simple.  Woodcock  v. 
Board  of  Education  (Utah  Supreme  Court),  187  Pac.  181.  In  Utah 
Copper  Co.  v.  Industrial  Commission  (Utah  Supreme  Court),  193 
Pac.  24,  the  court  clearly  sets  out  the  purposes  of  the  Act. 

The  recent  history  of  the  enactment  of  the  law  in  question  justifies  the 
court  in  sayingThat  the  recognized  and  known  intent  of  the  legislature  was  to 
secure  compensation  to  injured  employees,  or  to  their  dependents  in  case  of 
7334—28 - 4 
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death,  whether  such  injury  or  death  resulted  from  the  negligence  of  the  employer 
or  was  purely  accidental.  Also  it  was  the  intent  to  secure  such  compensation 
without  delay,  and  without  the  expense  and  annoyance  of  a  suit  at  law.  An 
administrative  body,  to  wit,  the  commission,  was  created  primarily  to  enable 
injured  employees,  or  dependents  of  such  employees  when  death  ensues,  to 
obtain  such  relief  without  delay,  and  without  having  to  resort  to  the  uncer¬ 
tainties  and  expense  of  litigation. 

In  order  to  secure  the  payment  of  such  compensation  the  statute 
provides  for  three  methods,  insurance  in  the  state  insurance  fund, 
insurance  in  a  stock  or  mutual  association  and  self  insurance,  the 
last  named  method  being  the  one  selected  by  the  petitioner. 

An  employer  selecting  the  self  insurance  method  is  relieved  of  the 
payment  of  premiums  to  an  insurance  carrier  and  is  only  subjected 
to  the  payment  of  such  compensation  as  may  become  due  its  em¬ 
ployees  under  the  terms  of  the  Act.  If  no  accident  occurs,  no  pay¬ 
ment  is  required.  Salt  Lake  City  v.  Industrial  Commission  (Utah 
Supreme  Court),  199  Pac.  152.  In  order,  however,  to  protect  in¬ 
jured  employees  which  might  be  entitled  to  the  benefits  of  the  Act, 
the  Industrial  Commission  ordered  the  petitioner  to  set  aside  a 
reserve  equal  to  the  premiums  it  would  have  to  pay  if  it  insured  in  the 
State  Insurance  Fund.  It  is  the  net  addition  to  this  reserve  that 
occasions  the  present  controversy. 

The  petitioner  contends  that  the  amounts  set  aside  constituted  a 
trust  fund  and  that  payments  thereto  represent  ordinary  and  neces¬ 
sary  expenses  incurred  in  its  business;  that  the  continuing  payments 
to  said  fund,  being  required  by  law,  are  deductible  as  ordinary  and 
necessary  expenses  in  the  computation  of  net  taxable  income,  and 
that  it  is  an  insurance  company  for  the  purpose  of  paying  workmen's 
compensation  insurance  and  is  entitled  to  deduct  additions  to  the 
fund,  as  a  reserve  required  by  law,  in  the  computation  of  its  net 
taxable  income.  The  respondent,  on  the  other  hand,  contends  that 
there  is  no  authority  under  the  revenue  acts  for  such  deductions  as 
are  contended  for  by  the  petitioner;  that  the  amounts  set  aside  by  the 
petitioner  are  not  “  required  by  law  to  be  made  within  the  taxable 
year  to  reserve  funds’*;  that  the  amounts  sought  to  be  deducted  are 
not  allowable  as  ordinary  and  necessary  expenses  under  the  provi¬ 
sions  of  section  234  (a)  (1)  of  the  Revenue  Acts  of  1918  and  1921; 
and,  furthermore,  that  (he  fund  so  set  aside,  as  required  by  resolution 
of  the  Industrial  Commission  of  Utah,  is  not  a  trust  fund  and  the  net 
additions  thereto  are  not  deductible  as  ordinary  and  necessary  ex¬ 
penses  in  the  computation  of  net  taxable  income. 

If  the  amounts  sought  to  be  deducted  by  the  petitioner  are  de¬ 
ductible  at  all,  authority  therefor  must  be  found  in  subdivisions  (a) 
(1)  or  (10)  of  section  234  of  the  Revenue  Acts  of  1918  and  1921, 
which  provide  (except  for  slight  modifications  found  in  the  Act  of 
1921  not  applicable  here),  as  follows: 
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(a)  That  in  computing  tlie  net  income  of  a  corporation  subject  to  the  tax 
imposed  by  section  230  there  shall  be  allowed  as  deductions : 

(1)  All  the  ordinary  and  necessary  expenses  paid  or  incurred  during  the 
taxable  year  in  carrying  on  any  trade  or  business,  including  a  reasonable  allow¬ 
ance  for  salaries  or  other  compensation  for  personal  services  actually 
rendered,  *  *  * 

******* 

(10)  In  the  case  of  insurance  companies,  in  addition  to  the  above:  (a)  The 
net  addition  required  by  law  to  be  made  within  the  taxable  year  to  reserve 
funds  (including  in  the  case  of  assessment  insurance  companies  the  actual  de¬ 
posit  of  sums  with  State  or  Territorial  officers  pursuant  to  law  as  additions  to 
guarantee  or  reserve  funds)  ;  and  (b)  the  sums  other  than  dividends  paid  within 
the  taxable  year  on  policy  and  annuity  contracts. 

We  have,  .on  several  occasions,  considered  the  deductibility  of 
amounts  reserved  for  self  insurance,  and  have  uniformly  held  that 
said  amounts  are  not  deductible.  I nm  Pari- American  Hide  Co .,  1  B 
T.  A.  1249,  the  taxpayer  assumed  certain  insurance  risks  itself  and 
charged  to  its  profits  for  the  year  1918  amounts  equal  to  the  premiums 
that  would  ordinarily  be  paid  to  insurance  companies  on  the  basis  of 
quoted  rates,  and  it  deducted  those  amounts  in  the  computation  of  its 
net  taxable  income  for  that  vear.  The  Board  there,  following  the 
reasoning  in  William  J.  Ostheimer ,  1  B.  T.  A.  18;  Consolidated 
Asphalt  Co .,  1  B.  T.  A.  79 ;  and  TJvalde  Company ,  1  B.  T.  A.  932,  said : 

The  taxpayer  also  urges  that  if  is  improper  to  discriminate  between  one  who 
pays  premiums  to  an  insurer  and  one  who  bears  his  own  risk.  The  difference 
is  one  of  fact ;  in  the  one  case  the  expense  of  premiums  is  paid  or  incurred  and 
in  the  other  it  is  not.  The  discrimination,  if  such  it  be,  is  self-imposed.  Since 
the  statute  dees  not  permit  a  taxpayer  to  deduct  as  an  expense  an  amount  which 
he  fears  he  may  some  day  be  called  upon  to  spend,  there  can  be  no  sanction  for 
such  a  deduction. 

In  L.  A.  Thompson  Scenic  Railway ,  2  B.  T.  A.  664;  also  L.  A. 
Thompson  Scenic  Railway  Co .,  9  B.  T.  A.  1203,  owing  to  fire  hazard 
and  the  extraordinary  risk  involved  in  the  petitioner's  business,  no 
insurance  company  would  accept  insurance  liability  on  its  properties, 
and  during  1919  the  taxpayer  set  aside,  out  of  its  income,  amounts 
representing  the  minimum  premium  which  it  would  have  been  obliged 
to  pay  if  an  insurance  company  would  have  assumed  the  risk.  #  The 
Board,  following  Pan-American  Hide  Co .,  supra ,  said : 

It  may  be  conservative  accounting  to  set  aside  a  portion  of  the  income  to 
a  fund  out  of  which  a  fire  may  be  provided  against  in  advance,  but  deductions 
permitted  by  the  law  in  determining  the  taxable  net  income  present  a  quite 
different  question.  The  amount  of  the  reserve  does  not  constitute  an  ordinary 
and  necessary  business  expense  and  is  therefore  not  deductible. 

In  Greenville  C oal  C o .,  3  B.  T.  A.  1323,  petitioner,  prior  to  1916, 
carried  liability  insurance,  but,  by  reason  of  a  controversy  which  it 
had  with  the  insurance  company  it  ceased  to  do  so  and  in  lieu  thereof, 
deposited  certain  amounts  with  a  trustee  as  a  reserve  for  liabilities 
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growing  out  of  accidents  to  employees.  In  1918  it  deposited  in  said 
reserve  $15,838.91,  and  during  that  year  paid  out  to  injured  em¬ 
ployees  $6,248.67.  The  taxpayer  there  deducted  the  entire  amount 
so  deposited  in  the  computation  of  net  income  subject  to  tax,  and 
the  respondent  disallowed  all  except  the  amount  actually  paid  during 
the  year,  or  $6,248.67,  and  the  Board  said  in  upholding  his  action, 
“  Such  a  reserve  is  not  authorized  bv  the  Revenue  Act  of  1918.” 
In  Richmond  Light  <&  Railroad  Co .,  et  al .,  4  B.  T.  A.  91,  the  peti¬ 
tioner  claimed  a  deduction  for  reserves  set  aside  for  casualties  and 
damages  during  the  fiscal  years  ended  June  30,  1920,  and  1921,  and 
the  Board  upheld  the  respondent’s  disallowance  of  those  deductions. 

The  attitude  of  this  Board  with  respect  to  deductions  claimed  on 
account  of  self-insurance  is  well  settled  by  the  foregoing  decisions. 
The  petitioner  contends,  however,  that  its  case  is  not  controlled  by 
the  above  cases  but  is  on  all  fours  with,  and  controlled  entirely  by  the 
decision  in  Hibbard ,  Sjjencer,  Bartlett  <&  Co.,  5  B.  T.  A.  464.  In  that 
case  the  taxpayer  submitted  to  its  employees  a  proposition  for  the 
establishment  of  a  pension  fund,  which  was  accepted  by  the  employees 
and  the  taxpayer,  and  a  fund  known  as  “  Hibbard,  Spencer,  Bartlett 
&  Co.  Pension  Fund”  was  created.  Rules  and  regulations  were 
promulgated,  governing  the  operation  and  conduct  of  said  pension 
fund,  in  which  it  was  provided  that  a  pension  committee  of  seven 
should  be  created,  consisting  of  the  president  and  vice  president  of 
the  taxpayer,  three  directors  thereof,  and  two  employes;  that  each 
employee  specified  in  those  regulations  should  contribute  to  the 
said  fund  a  sum  equal  to  2  per  cent  of  his  annual  salary,  not 
exceeding  $60  per  annum,  to  be  deducted  quarterly  from  the  payment 
of  such  salary,  and  that  t lie  taxpayer  should  contribute  each  quarter 
a  sum  equal  to  the  aggregate  payments  by  the  emplo}Tees  during  the 
same  period.  The  rules  and  regulations  vested  in  the  appointed 
committee  full  power  and  authority  to  do  all  acts  necessary  to  carry 
out  the  objects  of  the  fund  and  the  question  of  capacity  or  incapacity 
of  any  employee  was  entirely  within  the  discretion  of  the  pension 
committee.  The  pension  fund  committee  established  and  maintained 
a  deposit  account  in  the  name  of  “  Hibbard,  Spencer,  Bartlett  &  Co. 
Pension  Fund,”  and  funds  were  withdrawn  from  that  account  only 
upon  checks  signed  with  the  name  of  that  fund.  Separate  books  of 
account  were  kept  for  the  pension  fund  and  the  general  books  of  the 
taxpayer  in  no  manner  reflected  any  interest  in  the  fund.  The  tax¬ 
payer  there  contended  that  there  was  a  valid  trust  relationship  created 
between  itself  and  its  employees,  and  that  it  was  thereafter  a  separate 
taxable  entity,  and  payments  made  to  it  were  deductible  in  the  com¬ 
putation  of  net  income  as  ordinary  and  necessary  expenses  of  carry¬ 
ing  on  its  business.  The  Board  there,  after  having  concluded  from 


(189) 


SPRING  CANYON  COAL  CO. 


197 


the  facts  and  circumstances  that  there  was  a  valid  trust,  held  that 
the  payments  made  by  the  taxpayer  to  the  fund  were  ordinary  and 
necessary  expenses  of  conducting  its  business. 

While  the  instant  case  and  the  Hibbard,  Spencer,  Bartlett  <&  Co 
case  have  many  points  of  similarity,  we  are  constrained  to  believe 
that  the  major  points  of  distinction  preclude  the  adoption  of  the 
doctrine  laid  down  therein.  There  is  no  evidence  in  the  instant  case, 
as  there  was  in  that  case,  of  an  agreement,  either  written  or  oral, 
between  the  petitioner  and  its  employees,  looking  forward  to  the 
establishment  of  a  trust  fund,  nor  can  we  find  from  the  act  of  the 
petitioner  in  establishing  the  said  fund  that  there  was  any  intent 
to  create  a  trust  of  the  amount  set  aside  pursuant  to  the  order  of  the 
Industrial  Commission  of  Utah.  If  a  trust  was  established  it  must 
have  been  by  the  voluntary  action  of  the  petitioner.  The  only  thing 
required  by  the  Industrial  Commission  was  that  a  reserve  be  set  aside. 
The  petitioner  attaches  great  importance  to  that  order  as  proving 
the  creation  of  a  trust  and  distinguishing  this  case  from  the  preced¬ 
ing  cases  of  self  insurance  which  have  come  before  us.  We  can  not 
agree  with  such  a  conclusion.  The  employer  is  the  one  against  whom 
jurisdiction  must  be  obtained.  The  right  to  compensation  arises  out 
of  the  relation  existing  between  employer  and  employee  and  the 
employer  is  primarily  liable  for  it.  American  Fuel  Co.  v.  Industrial 
Commission  (Utah  Supreme  Court),  187  Pac.  633.  The  fact  that 
the  Industrial  Commission,  as  a  protective  measure,  directs  the  estab¬ 
lishment  of  a  reserve  does  not  make  that  fund  a  trust  fund,  thus 
divesting  the  employer  of  legal  title  thereto,  nor  place  it  under  the 
control  of  said  commission. 

It  is  true  that  the  amount  so  reserved  was  set  aside  for  the  exclu¬ 
sive  benefit  of  the  employees,  if,  as,  and  when  casualties  in  their  ranks 
may  occur,  and  wTe  do  not  doubt  but  that  the  Commission  guarded 
this  fund  jealously  and  would  have  pounced  upon  the  petitioner 
upon  the  slightest  indication  of  insolvency  or  attempt  to  deplete  the 
fund;  but  that  in  our  opinion  amounts  to  nothing  more  than  a  pro¬ 
tective  measure  and  does  not  establish  a  trust.  It  is  well  settled 
that  before  a  trust  relationship  can  be  created  there  must  have  been 
an  intention  to  create  a  trust  and  the  donor  or  settlor  must  have 
expressly  or  impliedly  placed  in  the  trustee  absolute  legal  title  to  the 
fund  beyond  all  control,  and  it  is  essential  that  there  be  a  separation 
of  the  legal  and  equitable  estates  therein.  Had  the  petitioner  itself, 
or  the  custodian  of  the  fund,  violated  the  provisions  of  the  statute 
or  the  resolution  of  the  Industrial  Commission,  the  said  Commis¬ 
sion  would  no  doubt  have  compelled  it  to  insure  its  employees  either 
with  the  State  Insurance  Fund  or  through  some  stock  corporation 
or  mutual  association  authorized  by  law  to  transact  such  business. 
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^  e  do  not  believe  that  the  said  commission  would  have  sought  t< 
impound  the  fund  and  have  it  declared  a  trust,  nor  that  it  would 
have  succeeded  in  such  an  attempt,  except  to  the  extent  that  em¬ 
ployees  who  were  already  injured  and  whose  rights  had  already 
arisen  under  the  statute  might  have  been  affected. 

bile  the  petitioner  established  a  compensation  fund  and,  togethei 
with  two  other  coal-mining  companies,  employed  a  man  in  connec¬ 
tion  with  the  handling  of  said  fund,  and  while  he  organized  and  set 
up  a  complete  organization  and  a  system  for  the  carrying  out  of  the 
objects  of  the  fund,  and  deposited  the  sums  paid  to  him  in  a  separate 
bank  account,  we  find  no  satisfactory  evidence  of  a  separation  of 
the  legal  and  equitable  estates  in  the  amounts  set  aside.  Nor  are  we 
satisfied  that  Brown  was  any  more  than  a  mere  employee  of  the 
petitioner  and,  therefore,  subject  to  their  orders  in  all  matters 
appertaining  to  the  fund. 

In  the  Hibbard ,  Spencer,  Bartlett  cb  Co.  case  the  amount  of  the 
pension  fund  was  in  no  manner  reflected  in  the  books  of  the  taxpayer. 
In  the  instant  case  the  amount  was  carried  in  the  balance  sheet  of 
the  petitioner  as  an  asset,  which  was  offset  by  a  corresponding  reserve 
for  workmen’s  compensation  insurance.  While  we  realize  that  this 
factor  is  not  in  and  of  itself  determinative  of  the  question  under 
consideration,  it  is  one  of  the  circumstances  to  be  considered  in 
i  caching  a  conclusion  as  to  the  intention  of  the  parties  and  the  status 
of  their  relationship. 

While  the  funds  created  in  both  Hibbard ,  Spencer ,  Bartlett  <&,  Co. 
and  the  instant  case  are  for  the  benefit  of  a  class,  it  is  important 
to  note  that  here  the  cestui  who  is  to  benefit  by  the  fun'd  is  unknown, 
and  unidentified,  and  can  assert  no  claim  until  he  has  been  injured  in 
some  manner  provided  for  in  the  Workmen’s  Compensation  Act.  In 
the  Hibbard ,  Spencer ,  Bartlett  &  Co.  case,  however,  the  cestui  is 
definitely  ascertained  and  identified  as  and  when  contributions  are 
jointly  made  to  the  fund  by  the  emplo3Ter  and  employee.  The  obli¬ 
gation  in  one  case  arises  upon  the  employee  depositing  a  certain 
amount  in  the  fund  within  a  given  year,  whereas  the  obligation  of 
the  petitioner  in  the  instant  case  to  pay  sums  to  its  emoloyees  may 
never  arise. 

While  revocability,  as  was  pointed  out  in  Hibbard ,  Spencer ,  Bart¬ 
lett  &  Co.,  supra ,  is  not  inconsistent  with  the  creation  of  a  valid 
trust,  the  power  to  revoke,  vested  entirely  within  the  petitioner, 
which  may  be  exercised  by  it.  should  it  elect  to  insure  in  some  other 
manner,  is  an  important  consideration  in  determining  the  nature  of 
the  fund  in  question. 

Considering  all  the  facts  and  circumstances,  we  are  of  the  opinion 
that  the  amounts  in  controversy  were  not  paid  to  a  trust  fund  and 
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that  the  instant  case  is  not  controlled  by  the  doctrine  of  Hibbard , 
Spencer ,  Bartlett  &  Co .,  supra. 

A  somewhat  similar  question  arose  in  the  case  of  Cleveland  Rail¬ 
way  Co.,  10  B.  T.  A.  3  10,  in  which  the  petitioner  contended  that  the 
amounts  which  went  into  the  “  interest  fund  ”  provided  for  in  a 
city  ordinance  and  which  could  not  be  used  for  the  payment  of  divi¬ 
dends,  but  only  to  reduce  fares  in  succeeding  years,  were  ordinary 
and  necessary  expenses.  We  did  not  agree  with  that  argument 
and  in  the  course  of  the  opinion  used  the  following  language : 

*  *  *  The  payment  that  would  constitute  an  expense  and,  therefore,  he 

deductible,  occurs  when  the  fund  is  used  for  operating  and  maintenance  costs, 
and  interest  charges.  There  is  no  return  of  the  fund  to  the  car  riders  who 
paid  excessive  fares,  nor  is  it  held  in  trust  to  be  paid  to  any  one.  The  most 
that  can  be  said  is  that  the  fares  in  the  succeeding  period  will  be  less  and  a 
part  of  the  expenses  incident  to  the  collection  of  these  fares  will  be  paid  out 
<;f  this  interest  fund,  but  until  such  payments  are  made  or  incurred,  there  has 
been  nothing  expensed  that  would  constitute  a  deduction  from  gross  income. 
To  say  that  it  would  be  a  violation  of  the  ordinance  not  to  raise  or  lower  fares 
as  the  amounts  which  are  accumulated  in  the  “interest  fund”  indicate  that 
such  action  should  be  taken,  and  that  therefore  the  doing  of  what  the  ordinance 
says  is  an  ordinary  and  necessary  expense,  would  in  effect  be  saying  that  what¬ 
ever  a  taxpayer  is  required  to  do  in  fulfillment  of  a  contract  is  an  ordinary 
and  necessary  expense.  Admittedly,  it  was  necessary  for  the  petitioner  to 
comply  with  the  ordinance  as  a  condition  to  its  continuing  in  business  under 
the  franchise,  but  this  does  not  make  amounts  required  to  be  retained  by  it  for 
use  in  a  subsequent  year  or  period  an  expense  item  and,  therefore,  a  deduction 
when  it  has  not  in  fact  been  expended.  Each  year  must  be  dealt  with  as  a 
unit.  We  can  no  more  say  that  the  amounts  retained  in  this  fund  for  use 
in  a  subsequent  year’s  operation  are  expenses  in  the  year  when  retained  than 
we  can  say  that  the  income  of  the  subsequent  year  should  be  increased  because 
a  part  of  the  expenses  were  paid  from  funds  which  had  been  accumulated 
for  this  purpose  in  the  prior  year.  *  *  * 

Petitioner  further  contends  that  it  is  an  insurance  company  for 
the  purpose  of  paying  workmen’s  compensation  insurance  to  its 
employees  and  that  it  is,  therefore,  entitled  to  deduct  additions  to 
the  fund  as  a  reserve  required  by  law  as  provided  for  in  section  234 
(a)  (10),  supra.  In  order  for  the  petitioner  to  succeed  in  this  con¬ 
tention  we  must  be  able  to  say  that  it  is  an  insurance  company  in  the 
intended  sense  and,  secondly,  that  the  net  additions  made  to  the 
reserve  are  “  required  by  law.”  We  are  convinced  by  reading  the 
articles  of  incorporation  under  which  the  petitioner  exists  that  it 
can  not  by  any  interpretation  be  regarded  as  an  insurance  company 
within  the  meaning  of  section  234  (a)  (10),  supra.  It  was  organized 
under  the  laws  of  the  State  of  Utah  in  1912,  and,  according  to  its 
charter,  it  was  empowered  to  acquire  by  purchase,  lease,  exchange 
or  otherwise,  coal  lands,  coal  mines,  and  coal  properties,  and  to 
develop,  operate,  manage  and  control  the  same.  The  fact  that  the 
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state  statute  permits  it  to  insure  its  own  workmen,  in  lieu  of  placing 
the  risk  with  insurance  companies  regularly  engaged  in  that  business, 
does  not  convert  a  coal-mining  business  into  an  insurance  business. 
Nor  does  the  fact  that  it  was  compelled  by  section  3125  of  the  Com¬ 
piled  Laws  of  Utah  to  pay  a  tax  **  of  the  same  per  cent  as  required 
by  law  to  be  paid  by  insurance  companies  upon  their  premiums  ” 
change  the  character  of  the  petitioner’s  business  from  coal  mining  to 
insurance. 

Lven  assuming  that  the  petitioner  should  be  regarded  as  an  insur¬ 
ance  company  for  our  purposes,  we  still  feel  that  the  deduction  can 
not  be  allowed  as  a  “  net  addition  required  by  law  to  be  made  within 
the  taxable  year  to  reserve  funds.” 

In  McCoach  v.  Insurance  Company  of  North  America,  244  U.  S. 
585,  the  question  considered  was  whether  the  reserve  funds  set 
aside  by  the  taxpayer  were  the  funds  “  required  by  law  ”  within  the 
meaning  of  the  statute.  The  court,  after  considering  the  duties  and 
powers  of  the  State  Insurance  Commissioner  under  the  laws  of  the 
State  of  Pennsylvania,  said  : 

It  appears  that  under  this  legislation,  and  under  previous  statutes  in  force 
since  1873,  the  insurance  commissioner  has  required  plaintiff  and  similar  com¬ 
panies  to  return  each  year,  as  an  item  among  their  liabilities,  the  net  amount 
of  unpaid  losses  and  claims,  whether  actually  adjusted,  in  process  of  adjust¬ 
ment,  or  resisted.  And,  although  this  pract  ee  has  not  been  sanctioned  by  any 
decision  of  the  Supreme  Court  of  the  State,  it  is  relied  upon  as  an  administra¬ 
tive  interpretation  of  the  law. 

Conceding  full  effect  to  this,  it  still  does  not  answer  the  question  whether 
the  amounts  required  to  be  held  aga  nst  unpaid  losses,  in  the  case  of  fire 
and  marine  insurance  companies,  are  held  as  “  reserves  ”,  within  the  meaning 
of  the  Pennsylvania  law  or  of  the  act  of  Congress,  however  they  may  be  desig¬ 
nated  upon  the  official  forms.  As  already  appears,  the  Pennsylvania  act  spe¬ 
cifically  required  debts  and  claims  of  all  kinds  to  be  included,  in  the  state¬ 
ment  of  liab  lilies,  and  treats  them  as  something  distinct  from  reserves.  The 
object  is  to  exercise  abundant  caution  to  maintain  the  companies  in  a  secure 
financial  position. 

The  act  of  Congress,  on  the  other  hand,  deals  with  reserves  not  particu¬ 
larly  in  their  bearing  upon  the  solvency  of  the  company,  but  as  they  aid 
in  determining  what  part  of  the  gross  income  ought  to  be  treated  as  net 
income  for  purposes  of  taxation.  There  is  a  specific  provision  for  deducting 
“all  losses  actually  sustained  within  the  year  and  not  compensated  by  insur¬ 
ance  or  otherwise.”  And  this  is  a  sufficient  indication  that  losses  in  immediate 
contemplation,  but  not  as  yet  actually  sustained,  were  not  intended  to  be  treated 
as  part  of  the  reserve  funds ;  that  term  rather  having  reference  to  the  funds 
ordinarily  held  as  against  the  contingent  liability  on  outstanding  policies. 

In  our  opinion  the  reserve  against  unpaid  losses  is  not  “required  by  law”, 
in  Pennsylvania,  within  the  meaning  of  the  act  of  Congress. 

See  also  United  States  v.  Boston  Insurance  Co .,  2G9  IT.  S.  197,  in 
which  the  court  said: 
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We  think  McCoach  v.  Insurance  Co.  of  North  America,  244  U.  S.  585,  589, 
jis  conclusive  of  the  issue  here  presented ;  and  appellee’s  claim  must  be 
lenied.  *  *  * 

It  follows  from  McCoach  v.  Insurance  Co.  that  the  permitted  deductions 
specified  by  section  12,  Act  1916,  do  not  necessarily  include  any  thing  which  may 
>e  denominated  “ reserve  fund”  by  state  statute  or  officer.  We  there  distinctly 
uled  that  the  “  reserve  fund  ”  of  the  Federal  Act  did  not  include  something 
leld  by  a  fire  and  marine  insurance  company  to  cover  accrued  but  unsettled 
claims  for  losses.  We  adhere  to  and  reaffirm  that  doctrine.  *  *  *  (Italic 

supplied.) 

See  also  the  language  contained  in  United  States  v.  Boston  Insur- 
mce  Co .,  supra ,  with  respect  to  Maryland  Casualty  Co.  v.  United 
States,  251  U.  S.  342. 

The  statute  of  Utah  under  which  the  petitioner  chose  to  insure  its 
employees  provided  for  the  annual  rendition  to  the  Commission  of 
satisfactory  proof  of  financial  ability  to  pay  compensation,  and  it 
‘urther  provided  that  the  Commission  may  require  the  deposit  of 
tcceptable  security  to  secure  the  payment  of  said  compensation. 
There  is  no  requirement  in  the  Utah  statute  for  the  setting  aside  of  a 
•eserve  such  as  was  required  by  resolution  of  the  Industrial  Commis- 
;ion  of  Utah,  nor  do  we  find  anywhere  in  the  statute  creating  the 
;aid  Commission  authority  to  require  corporations  to  establish  such 
■eserves.  Therefore,  considering  the  state  statute  in  the  light  of 
McCoach  v.  Insurance  Company  of  North  America ,  supra ,  and 
Jnited  States  v.  Boston  Insurance  Company ,  supra ,  we  are  of  the 
>pinion  that  the  amounts  sought  to  be  deducted  by  the  petitioner  are 
lot  reserve  funds  “  required  by  law  ”  within  the  meaning  of  the 
axing  statute. 

Reviewed  by  the  Board. 

Judgment  mill  be  entered,  for  the  respondent. 


Estate  of  John  F.  Dodge,  Deceased,  Petitioner,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  4640.  Promulgated  August  3,  192S. 

1.  A  valuation  of  stock  as  of  March  1,  1913,  made  by  the  Commis¬ 
sioner’s  predecessor  in  office  at  the  request  of  a  taxpayer  before 
any  sale  had  been  consummated,  does  not  preclude  the  Commis¬ 
sioner  from  placing  a  different  valuation  on  the  stock  as  of  that 
date  in  determining  tax  liability  resulting  from  the  sale  thereof. 
James  Couzcns,  11  B.  T.  A.  1040;  Rosetta  V.  Hauss,  12  B.  T.  A. 

755. 

2.  Upon  the  authority  of  the  cases  cited  above,  held  that  shares 
of  stock  of  the  Ford  Motor  Co.  sold  by  the  taxpayer  had  a  fair 
market  value  on  March  1,  1913,  of  $10,000  per  share, 
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3.  A  waiver  of  tlie  time  prescribed  by  law  for  the  assessment  of 
Federal  income  and  profits  taxes  executed  by  an  administrator  pur¬ 
suant  to  the  provisions  of  the  Federal  revenue  laws,  is  not  rendered 
invalid  by  provisions  of  state  law  or  the  decision  of  state  courts 
prohibiting  executors  or  administrators  from  waiving  the  running 
of  the  statute  of  limitations  as  to  claims  against  the  estate. 

4.  Where  the  Commissioner,  after  the  enactment  of  the  Revenue 
Act  of  1024,  determines  a  deficiency  in  taxes  imposed  by  prior  reve¬ 
nue  acts,  section  2S0  of  the  Act  of  1024  requires  that  the  taxes  be 
assessed  and  collected  in  the  same  manner  as  taxes  imposed  by  the 
Act  of  1024,  and  the  mailing  of  a  notice  of  a  deficiency  pursuant 
to  section  274  (a)  of  that  Act,  prior  to  the  expiration  of  the  statute 
of  limitations  against  assessment,  operates  under  section  277  (b) 
to  extend  the  period  within  which  assessment  and  collection  might 
be  made. 

5.  In  determining  whether  a  contribution  by  a  taxpayer  was 
made  within  the  taxable  year  the  facts,  rather  than  the  manner  in 
which  the  transaction  was  treated  on  the  taxpayer’s  books,  are 
controlling. 

0.  The  act  of  drawing  a  check  to  the  order  of  a  charitable  organi¬ 
zation  is  nothing  more  than  an  attempt  to  make  a  gift,  and  the  gift 
is  not  completed  until  the  check  is  paid,  accepted,  or  certified  by  the 
bank. 

7.  A  check  does  not  operate  as  an  assignment  of  any  part  of  the 
fund  against  which  it  is  drawn,  and  is  subject  to  revocation,  either 
by  the  act  of  the  drawer,  or  by  operation  of  law  in  the  event  of  the 
death  of  the  drawer,  prior  to  acceptance  or  certification  by  the 
bank ;  and,  where  checks  were  drawn  to  the  order  of  charitable 
organizations  during  the  taxable  year,  and  some  were  presented  in 
the  following  year  before  the  death  of  the  drawer,  and  some  were 
presented  in  that  year  after  the  death  of  the  drawer,  held  that  the 
contributions  were  not  comp'eted  and  therefore  were  not  deductible 
in  the  taxable  year. 

8.  The  value  of  real  estate  conveyed  to  a  charitable  organization 
held  deductible  as  a  contribution  made  in  the  taxable  year  where 
the  deed  was  executed  and  delivered  during  that  year  to  a  third 
person  with  instructions  to  record  and  deliver  it  to  the  grantee, 
and  the  Commissioner,  who  raised  the  issue  whether  the  gift  was 
completed  within  the  taxable  year,  failed  to  prove  that  delivery  of 
the  deed  to  the  third  person  was  insufficient  to  pass  title  to  the 
grantee. 

1).  A  stockholder  gave  an  option  to  purchase  his  stock  and  there¬ 
after  consented  to  sale  of  the  option  in  consideration  of  an  agree¬ 
ment  by  the  holder  thereof  to  divide  the  purchase  price  between 
himself  and  certain  third  parties.  The  option  was  thereupon  sold 
and  the  purchase  price  was  divided  pursuant  to  the  agreement. 
Held  that  the  stockholder  realized  no  income  from  the  sale  of  the 
option. 


Joseph  E.  Davies,  Esq.,  John  W.  Davis,  Esq.,  Arthur  J .  Lacy,  Ksq 
Clarence  E.  Wilcox,  Esq.,  Franklin  D.  Jones,  Esq.,  Sidney  T.  Miller 
Esq.,  Herbert  Dope,  Esq.,  E.  Barrett  Prettyman,  Esq.,  Lewis  II.  Dad 
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dock)  Esq.)  Raymond  H.  Berry)  Esq.,  Montgomery  B.  Angell)  Esq.) 
Luman  W.  Goodenough)  Esq.)  Russell  A.  McNair gEsq.,  and  Raymond 
N .  Beebe)  Esq.)  for  the  petitioner. 

A.  W.  Gregg ,  Esq.)  W.  Hall  Trigg ,  Esq.)  Floyd  E.  Toomey)  Esq.) 
E.  C.  Lake)  Esq.)  and  J .  F .  Greciney)  Esq.)  for  the  respondent. 

Before  Sternhagen,  Marquette,  and  Van  Fossan. 

This  proceeding,  which  is  one  of  nine  proceedings  consolidated  for 
rearing,  is  for  the  redetermination  of  a  deficiency  in  income  tax  as- 
erted  by  the  respondent  for  the  year  1919  in  the  amount  of  $5,004,- 
$8.20,  as  set  forth  in  a  deficiency  letter  dated  April  7,  1925.  The 
leficiency  arises  from  the  action  of  the  respondent  in  determining 
hat  certain  shares  of  the  capital  stock  of  the  Ford  Motor  Co.  of 
Michigan,  which  were  sold  by  John  F.  Dodge  in  1919,  had  a  fair 
narket  value  of  $2,634  per  share  on  March  1, 1913,  instead  of  $9,489.34 
jer  share  as  reported  in  the  income-tax  return  filed  on  behalf  of 
lohn  F.  Dodge  for  the  year  1919,  and  in  computing  the  profits  from 
;aid  sale  on  the  basis  of  a  March  1,  1913,  value  of  $2,634  per  share, 
n  his  amended  answer  the  respondent  alleges  that  the  said  shares  of 
he  capital  stock  of  the  Ford  Motor  Co.  had  a  fair  market  value  on 
March  1,  1913,  of  not  more  than  $3,547  84  per  share;  that  in  the 
ncome-tax  return  for  the  year  1919  filed  on  behalf  of  John  F.  Dodge 
here  were  wrongfully  claimed  and  taken  deductions  from  gross  in- 
ome  on  account  of  contributions  or  gifts  alleged  to  have  been  made 
n  that  year  in  the  amount  of  $135,000  to  the  Salvation  Army,  $25,000 
o  the  Detroit  Patriotic  Fund,  $250,000  to  the  First  Presbyterian 
Jhurch  of  Detroit,  and  $62,597.96  to  the  Detroit  Woman’s  Federation 
Jlub;  that  there  was  wrongfully  and  illegally  omitted  from  said 
eturn  income  for  the  year  1919  in  the  amount  of  $225,000  received 
y  John  F.  Dodge  in  that  year  as  part  of  the  price  for  which  he  sold 
is  shares  of  the  capital  stock  of  the  Ford  Motor  Co. ;  that  the  income 
f  John  F.  Dodge  for  the  year  1919  should  be  adjusted  by  computing 
he  profit  from  the  sale  of  said  shares  of  the  capital  stock  of  the  Ford 
lotor  Co.  on  the  basis  of  a  fair  market  value  of  $3,547.84  per  share 
n  March  1,  1913,  by  disallowing  said  deductions  taken  in  the  return 
led  on  behalf  of  John  F.  Dodge  for  the  year  1919  on  account  of  said 
ontributions  or  gifts  to  the  Salvation  Army  and  other  institutions 
lentioned,  and  by  adding  to  income  said  additional  amount  of 
225,000  received  as  part  of  the  consideration  for  the  sale  of  said 
lares  of  stock  of  the  Ford  Motor  Co.,  and  that  the  deficiency  in  tax 
3r  the  year  1919  is  $4,846,541.51. 
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FINDINGS  OF  FACT. 

1.  John  F.  Dodge  died  testate  on  January  14,  1920,  a  resident  of 
Wayne  County,  Michigan,  and  on  January  3, 1922,  Matilda  R.  Dodge, 
widow  of  John  F.  Dodge,  and  Howard  B.  Bloomer,  were  duly 
appointed  and  qualified  as  administrators  with  the  will  annexed 
of  the  decedent,  and  on  January  8,  1924,  the  said  Matilda  R.  Dodge 
and  the  Detroit  Trust  Co.  were  duly  appointed  and  qualified  as 
trustees  under  said  will.  This  action  is  brought  by  the  administrators 
with  the  will  annexed  and  said  trustees  on  behalf  of  said  decedent, 

2.  On  March  1,  1913,  and  prior  thereto,  and  until  June  17,  1919, 
John  F.  Dodge  was  the  owner  of  1,000  shares  of  the  capital  stock 
of  the  Ford  Motor  Co.,  a  Michigan  corporation,  out  of  a  total  of 
20,000  shares  of  such  stock  outstanding.  This  stock  was  acquired  by 
John  F.  Dodge  prior  to  March  1,  1913,  at  a  cost  which  was  less  than 

its  fair  market  value  on  that  date. 

3.  Shortly  before  April  15,  1919,  Henry  Ford  and  Edsel  hord, 
who  v^ere  then  the  owners  of  approximately  58i/2  per  cent  of  the 
capital  stock  of  the  Ford  Motor  Co.,  desired  to  purchase  the  re¬ 
maining  4iy2  per  cent  of  the  stock  owned  by  the  minority  stock¬ 
holders,  including  that  owned  by  John  F.  Dodge.  TV  ithout  the 
knowledge  of  John  F.  Dodge  they  engaged  the  services  of  the  Old 
Colony  Trust  Co.  of  Boston  and  its  representatives  to  purchase  the 
stock  for  them  as  undisclosed  principals.  Pursuant  to  such  arrange¬ 
ment  and  immediately  prior  to  April  15,  1919,  Stuart  W .  TV  ebb,  then 
an  officer  of  and  acting  for  the  Trust  Company  and  the  undisclosed 
principals,  accompanied  by  other  representatives  of  the  company 
went  to  Detroit,  Mich.,  to  negotiate  for  the  purchase  of  the  stock  ol 
all  minority  stockholders  of  the  Ford  Motor  Co.,  including  the  1,001 
shares  thereof  then  owned  by  John  F.  Dodge. 

4.  There  are  hereby  incorporated  herein  and  made  a  part  hereof 
paragraphs  numbered  4  to  28,  inclusive,  of  the  findings  of  fact  ir 
the  case  of  James  C ^  omens ,  11  B.  T.  A.  1040. 

5.  The  contents  of  the  letter  of  May  19,  1919,  from  Commissions 
Roper  to  Arthur  A.  Ballantine,  which  letter  is  set  forth  in  full  ii 
paragraph  26  of  the  findings  of  fact  in  the  case  of  James  C  ovzen& 
supra ,  w^ere  communicated  to  John  F.  Dodge  and  he  instructed  hi: 
attorney,  Howard  B.  Bloomer,  to  negotiate  the  sale  of  the  stock  o 
the  Ford  Motor  Co.  owned  by  him,  John  F.  Dodge,  on  the  basis  o 
the  understanding  as  to  March  1,  1913,  value  of  said  stock  as  set  fortl 
in  said  letter  from  Commissioner  Roper  to  Ballantine. 

G.  On  June  17,  1919,  John  F.  Dodge  entered  into  a  certain  writtei 
agreement  for  the  sale  of  his  1,000  shares  of  the  capital  stock  of  th 
Ford  Motor  Co.  to  Stuart  W.  Webb  at  a  price  of  $12,500  per  share 
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and  under  that  agreement  said  stock  was  delivered  to  the  purchaser 
and  said  purchase  price  paid. 

7.  John  F.  Dodge  died  on  January  14,  1920,  and  on  April  15, 
1920,  although  the  last  will  and  testament  of  John  F.  Dodge  had 
not  been  admitted  to  probate  and  record  and  no  one  had  been  offi¬ 
cially  appointed  to  make  a  return  for  him,  a  return  was  filed  with 
the  collector  at  Detroit,  Mich.,  for  and  on  behalf  of  John  F.  Dodge 
for  the  calendar  }^ear  1919,  which  return  was  signed  by  Howard  B. 
Bloomer.  Bloomer  had  previously  been  granted  an  extension  of 
30  days  by  the  collector  for  the  filing  of  the  return.  Said  return 
disclosed  a  total  net  income  of  $2,624,254.80  subject  to  normal  tax, 
and  a  total  net  income  of  $2,937,930.31  subject  to  surtax,  and  tax 
due  thereon  in  the  amount  of  $2,052,977.58,  of  which  there  was  paid 
at  the  date  of  the  filing  of  the  return  the  amount  of  $513,244.40. 
There  was  included  in  the  gross  income  shown  on  the  return  the 
amount  of  $3,010,660  as  the  profit  derived  by  John  F.  Dodge  on  the 
sale  of  his  shares  of  the  capital  stock  of  the  Ford  Motor  Co.,  this 
amount  being  the  difference  between  the  selling  price  of  $12,500,000 
and  the  March  1,  1913,  value  of  the  stock,  $9,489,340,  computed  on 
the  basis  of  $9,489.34  per  share  in  accordance  with  the  letter  of  Com¬ 
missioner  Koper  to  Ballantine,  and  in  computing  net  income  there 
were  deducted  the  following  amounts  as  contributions  or  gifts  made 
during  the  year  1919  to  corporations  organized  and  operated  exclu¬ 
sively  for  religious,  charitable,  scientific  or  educational  purposes : 


Salvation  Army - $137,400.00 

Detroit  Patriotic  Fund _  45,  333,  50 

First  Presbyterian  Church _  250,  500.  00 

Detroit  Woman’s  Federation  Club _  02,  597.  90 


On  June  8,  1920,  the  tax  disclosed  by  said  return  was  assessed  by 
the  then  Commissioner  of  Internal  Bevenue,  William  M.  Williams 

8.  Commissioner  Williams  went  out  of  office  April  11,  1921.  Mil¬ 
lard  F.  West  became  Acting  Commissioner  of  Internal  Kevenue 
on  that  date.  West’s  term  as  Acting  Commissioner  ended  May  26, 
1921,  and  he  was  succeeded  by  Commissioner  David  H.  Blair,  who 
has  continued  in  office  since. 

9.  There  are  hereby  incorporated  and  made  a  part  hereof,  para¬ 
graphs  141  to  332,  inclusive,  of  the  findings  of  fact  in  the  case  of 
James  C ouzens ,  supra. 

10.  The  fair  market  price  or  value  on  March  1,  1913,  of  the  1,000 
shares  of  the  capital  stock  of  the  Ford  Motor  Co.  which  were  owned 
by  John  F.  Dodge  on  that  date  and  sold  by  him  on  June  17,  1919, 
was  $10,000,000. 

11.  Early  in  the  year  1919  the  Detroit  Patriotic  Fund,  an  organi¬ 
zation  undertaking  to  supply  charitable  needs  in  Detroit,  assumed 
the  obligation  of  raising  for  the  Salvation  Army  the  amount  of 
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$135,000.  About  Christmas  in  the  year  1919,  Colonel  Albert  E. 
Kimball  of  the  Salvation  Army  talked  with  John  F.  Dodge  and  from 
the  conversation  understood  that  Dodge  was  going  to  take  care  of 
the  Salvation  Army  budget  of  $135,000.  On  December  31,  1919, 
Dodge  told  Howard  B.  Bloomer,  his  personal  attorney,  that  he  was 
that  day  drawing  checks  aggregating  $135,000  to  the  order  of  the 
Salvation  Army  and  that  somebody  was  coming  after  the  checks  on 
that  clav.  On  that  date  John  F.  Dodge  drew  two  checks,  one  for 
$40,000  and  the  other  for  $95,000  against  a  joint  account  maintained 
bv  him  and  Horace  E.  Dodge  in  the  Old  Detroit  National  Bank, 
both  payable  to  the  Salvation  Army  Peace  Time  Fund.  John  F. 
Dodge  died  on  January  14,  1920.  The  checks  were  later  found  in 
Dodge’s  desk  and  there  is  no  evidence  of  who  put  them  there.  Dodge 
probably  never  returned  to  his  office  after  December  31,  1919.  On 
February  7,  1920,  the  two  checks  were  presented  to  the  First  and 
Old  Detroit  National  Bank,  the  then  name  of  the  drawee  bank,  for 
certification  and  were  on  that  date  certified  by  said  bank,  and  on 
February  12,  1920,  they  were  delivered  to  the  payee  thereof  by 
Howard  B.  Bloomer  and  were  cashed  by  the  payee  on  February  13, 
1920.  The  total  amount  of  said  checks  was  taken  as  a  deduction 
from  gross  income  in  the  individual  income-tax  return  filed  for 
John  F.  Dodge  for  the  year  1919  and  constituted  a  portion  of  the 
item  of  $137,400  mentioned  in  paragraph  7  hereof. 

12.  On  December  31,  1919,  John  F.  Dodge  drew  a  check  against  a 
joint  account  maintained  by  him  and  Horace  E.  Dodge  in  the  Old 
Detroit  National  Bank  for  $25,000,  payable  to  the  “  Detroit  Patriotic 
Fund,  subscription  in  full,  Patriotic  Charity  Fund  Campaign.”  The 
check  was  mailed  to  the  payee  on  December  31,  1919,  and  was  received 
by  the  payee  on  January  2,  1920.  On  January  6,  1920,  said  check 
was  deposited  by  the  payee  in  the  Bank  of  Detroit,  and  on  January  7, 
1920,  it  was  presented  to  and  paid  by  the  First  and  Old  Detroit 
National  Bank,  the  then  name  of  the  drawee  bank.  The  amount  of 
this  check  was  claimed  as  a  deduction  from  gross  income  in  the 
individual  income-tax  return  filed  for  John  F.  Dodge  for  the  calendar 
year  1919  and  is  included  in  the  item  of  $45,833.50  mentioned  in 
paragraph  7  hereof. 

13.  On  December  31,  1919,  John  F.  Dodge  called  to  his  office  by 
telephone,  Dr.  Joseph  A.  \  ancc,  pastor  of  the  First  Presbyterian 
Church  of  Detroit,  Dr.  Jaquess,  then  in  Presbyterian  extension  work, 
and  several  of  the  trustees  of  the  Presbyterian  Church.  At  a  meeting 
that  forenoon  in  Dodge’s  office,  at  which  Vance,  Jaquess,  said 
trustees,  and  Howard  B.  Bloomer,  attorney  for  Dodge,  were  present 
Dodge  stated  that  he  was  giving  $100,000  to  the  trustees  of  the  Pres¬ 
byterian  Church  for  the  erection  of  a  community  building  in  Ham- 
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tramck  and  also  $150,000  to  the  Endowment  Fund  of  the  First 
Presbyterian  Church.  He  stated  that  he  wished  to  make  and  com¬ 
plete  the  gift  on  that  date  in  order  that  it  might  be  counted  as  a 
1919  gift;  that  he  had  other  business  to  transact  with  his  attorney, 
Bloomer,  and  that  he  would  sign  checks  for  the  amount  of  $250,000 
and  deliver  them  to  Bloomer  on  that  date,  the  delivery  to  Bloomer  to 
be  delivery  of  the  checks  to  the  Presbyterian  Church.  On  that  date 
Dodge  drew  two  checks  against  a  joint  account  maintained  by  him 
and  Horace  E.  Dodge  in  the  Old  Detroit  National  Bank  of  Detroit, 
Mich.,  one  thereof  being  for  the  amount  of  $150,000,  payable  to 
u The  Trustees  of  the  First  Presbyterian  Church  Endowment  Fund” 
and  the  other  for  $100,000,  payable  to  the  “  Trustees  of  the  First  Pres¬ 
byterian  Church  for  Hamtramck  Branch  of  the  First  Presbyterian 
Church  Mission.”  These  checks  were  given  to  Bloomer  on  the 
afternoon  of  December  31.  No  condition  was  imposed  upon  the 
delivery  of  the  checks  and  Bloomer  telephoned  Dr.  Jaquess  that  night 
and  told  him  that  he,  Bloomer,  had  the  checks  for  the  church 
Bloomer  at  all  times  considered  that  he  held  these  checks  as  the  repre¬ 
sentative  or  agent  of  the  Presbyterian  Church.  On  January  13,  1920, 
said  checks  were  presented  to  the  First  and  Old  Detroit  National 
Bank,  the  then  name  of  the  drawee  bank,  for  certification  and  were 
on  that  date  certified  by  said  bank  and  deposited  in  the  Detroit  Trust 
Co.,  Detroit,  Mich.,  and  two  certificates  of  deposit  were  thereupon 
issued  by  said  Detroit  Trust  Co.,  one  to  the  order  of  “  The  Trustees  of 
the  First  Presbyterian  Church  Endowment  Fund,  First  Protestant 
Society  of  Detroit  ”  in  the  amount  of  $150,000,  and  the  other  to  the 
order  of  the  “  Trustees  of  First  Presbyterian  Church  for  Hamtramck 
Branch  of  First  Presbyterian  Church  Mission,  First  Potestant 
Society”  in  the  amount  of  $100,000.  The  amount  of  said  checks 
was  taken  as  a  deduction  from  gross  income  in  the  individual  income- 
tax  return  filed  for  John  F.  Dodge  for  the  calendar  year  1919  and 
constituted  a  portion  of  the  item  of  $250,500  mentioned  in  paragraph 
7  hereof. 

14.  Prior  to  December  31,  1919,  John  F.  Dodge  owned  the  real 
estate  which  the  Detroit  Woman’s  Federation  Club  occupied,  hav¬ 
ing  purchased  it  and  made  an  addition  to  the  building  specifically 
for  the  use  of  the  club.  Prior  to  December  31,  1919,  Dodge  had 
stated  that  he  was  going  to  deed  the  property  to  the  club.  On 
December  31,  1919,  Dodge  handed  Bloomer,  his  attorney,  the  deed 
to  the  property  and  told  Bloomer  to  put  the  deed  on  record  and 
then  give  it  to  the  club.  Bloomer  put  the  deed  in  his  safe  and  being 
very  busy  did  not  think  of  it  again  until  after  John  F.  Dodge’s  death, 
which  occurred  on  January  14,  1920.  On  February  2,  1920,  Bloomer 
caused  the  deed  to  be  recorded  in  the  office  of  the  Registrar  of  Deeds 
for  Wayne  County,  Michigan,  and  on  March  6,  1920,  he  delivered 
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the  deed  to  the  Detroit  Woman’s  Federation  Club.  In  the  individual 
income-tax  return  filed  for  John  F.  Dodge  for  the  calendar  year  1919 
there  was  deducted  from  gross  income  as  the  value  of  the  property 
described  in  said  deed  the  amount  of  $62,597.96.  This  is  the  item 
of  $62,597.96  mentioned  in  paragraph  7  hereof.  The  value  of  the 


property  conveyed  by  said  deed  was  $17,597.96. 

15.  The  books  of  account  of  John  F.  Dodge  were  kept  and  his 
income-tax  return  was  made  on  the  cash  receipts  and  disbursements 
basis.  The  checks  mentioned  in  paragraphs  11,  12,  and  13  hereof 
were  posted  to  the  check  register  of  John  F.  Dodge  as  disbursements 
of  December  31,  1919.  They  were  posted  from  the  check  register 
to  the  ledger  account  of  John  F.  Dodge  as  disbursements  of  Decem¬ 
ber  31,  1919,  shortly  thereafter  in  the  regular  course  of  business. 
The  books  of  John  F.  Dodge  were  closed  immediately  after  the  end 


of  the  calendar  year,  which  was  also  his  fiscal  year,  and  the  said 
checks  were  treated  as  1919  disbursements.  The  same  practice  was 
involved  in  closing  the  books  of  John  F.  Dodge  for  the  years  191 1 
and  1918,  the  checks  issued  prior  to  the  end  of  the  closing  period 
being  treated  as  disbursements  for  the  year  in  which  they  were  issued. 

16.  On  April  3,  1919,  John  F.  Dodge  and  Horace  E.  Dodge,  each 
then  being  the  owner  of  1,000  shares  of  the  stock  of  the  I  ord  Motor 
Co.,  gave  options  upon  their  shares  of  stock  to  one  Emanuel  T. 
Berger.  These  options  gave  Berger  or  his  assigns  the  right  at  any 
time  within  one  month  to  purchase  said  stock  at  $12,500  per  share, 
plus  any  and  all  dividends  ordered  paid  by  the  Supreme  Court  of 
Michigan,  and  any  amount  which  might  be  levied  or  assessed  by  the 
United  States  or  the  State  of  Michigan  for  income  taxes,  excess- 
profits  taxes,  surtaxes,  or  any  other  tax.  These  options  were  later 
extended  until  noon,  July  1,  1919.  About  the  8th  or  9th  of  June, 
1919,  John  F.  Dodge  discussed  with  Bloomer,  his  attorney,  the 
prospective  sale  by  the  two  Dodges  of  their  I  ord  stock  to  Stuart 
W.  Webb.  Dodge  said  that  Webb  had  offered  Berger  $675,0-90  for 
the  surrender  of  his  options  but  that  he,  Dodge,  would  not  consider 
the  Webb  offer  until  after  the  expiration  of  the  Berger  options, 
unless  Berger  would  surrender  his  options,  and  that  if  he  would  sur¬ 
render  them  the  Dodges  would  give  a  new  option  to  Bloomer  and 
McMeans,  secretary  to  the  two  Dodges,  which  would  be  worth 
$675,000  and  which  should  be  divided  among  Berger,  Bloomer,  and 
McMeans.  Dodge  instructed  Bloomer  to  see  Berger  and  put  this 
proposition  to  him,  which  Bloomer  did  the  next  day.  After  some 
preliminary  negotiations,  an  agreement  in  writing  was  made  by  and 
between  Berger  and  Webb,  bv  which  Webb  agreed  to  pay  Berger 
$675,000  in  consideration  of  the  surrender  by  Berger  of  his  options. 
This  agreement  was  dated  June  17,  1919,  and  simultaneously  with 
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the  execution  thereof  Berger  executed  an  assignment  of  his  rights 
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tider  said  agreement  to  the  Old  Detroit  National  Bank  and  signed 
letter  to  that  bank  directing  it  to  pay  the  $075,000  collected  under 
le  agreement  in  equal  parts  to  himself,  McMeans  and  Bloomer. 
*n  July  16,  1919,  the  Old  Detroit  National  Bank  received  from 
"ebb  $675,000  “  On  account  of  the  Berger  option  agreement  dated 
une  17,  1919,”  and  paid  it  over  in  equal  parts  to  Berger,  McMeans, 
id  Bloomer  by  cashier’s  checks  dated  July  17,  1919. 

17.  On  January  10,  1921,  Deputy  Commissioner  G.  W.  Newton 
Idressed  a  letter  to  Howard  B.  Bloomer,  agent  for  John  F.  Dodge, 
ith  respect  to  certain  adjustments  made  by  the  Bureau  of  Internal 
evenue  covering  the  income-tax  return  filed  for  John  F.  Dodge 
>r  the  year  1919,  wherein  additional  tax  in.  the  amount  of  $533,634.39 
as  alleged  to  be  due,  said  additional  tax  being  based  upon  adjust  - 
ents  covering  only,  (1)  a  dividend  of  $963,769.25  received  by  John 
Dodge  in  the  year  1919  from  the  Ford  Motor  Co.,  which  dividend 
>hn  F.  Dodge  had  reported  in  his  amended  income-tax  return  for 
ie  year  1916  as  income  taxable  in  that  year,  and  (2)  disallowance  of 
deduction  for  a  contribution  of  $100  made  by  John  F.  Dodge  to 
e  Roosevelt  Memorial  Fund.  Said  additional  tax  was  assessed 
pril  12,  1921,  on  the  March,  1921,  List,  and  a  claim  for  abatement 
ereof  was  filed  on  April  26,  1921.  Said  claim  for  abatement  of 
id  additional  tax  was  denied  by  the  Income  Tax  Unit  on  May  28, 
21.  Howard  B.  Bloomer,  as  special  administrator  of  the  estate  of 
>hn  F.  Dodge,  addressed  a  letter  to  the  Commissioner  appealing  on 
half  of  the  estate  of  John  F.  Dodge  to  the  Committee  on  Appeals 
d  Review  from  the  decision  and  refusal  of  the  Income  Tax  Unit 
abate  said  additional  tax  of  $533,634.39,  and  requested  a  hearing 
the  matter.  A  hearing  was  thereafter  had  before  the  Committee 
Appeals  and  Review  upon  said  appeal  and  on  April  24,  1922,  a 
ter  was  addressed  to  Messrs.  McGregor  and  Bloomer  at  Detroit, 
dch.,  by  F.  G.  Smith,  Secretary  of  the  Committee  on  Appeals  and 
I  “view,  advising  them  that  the  Committee  on  Appeals  and  Review 
d  recommended  that  the  action  of  the  Income  Tax  Unit  be  sus- 
ined  and  that  the  appeal  be  denied.  On  June  12,  1922.  E.  II. 
Iitson,  Deputy  Commissioner,  through  B.  S.  Kimball,  Head  of 
i  vision,  addressed  a  letter  to  the  said  Howard  B.  Bloomer,  ad- 
nistrator  of  the  estate  of  John  F.  Dodge,  stating  that  the  action 
the  Income  Tax  Unit  with  respect  to  the  claim  for  abatement  of 
d  additional  tax  had  been  sustained  by  the  Committee  on  Appeals 
id  Review  and  that  said  claim  had  been  rejected.  Thereafter,  the 
d  Howard  B.  Bloomer,  Administrator,  received  a  notice  and 
tnand  for  payment  of  said  additional  tax  and  interest  thereon  from 
collector  at  Detroit  and  on  June  22,  1922,  the  estate  of  John  F. 
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Dodge,  deceased,  paid  under  protest  to  the  collector  at  Detroit  the 
said  additional  tax  in  the  amount  of  $533,634.39. 

18.  On  July  10,  1922,  E.  H.  Batson,  Deputy  Commissioner,  by 
J.  M.  Quinton,  Assistant  Head  of  Division,  addressed  a  letter  to 
Howard  B.  Bloomer,  administrator  of  the  estate  of  John  F.  Dodge. 
Said  letter  referred  to  the  fact  that  the  Bureau  of  Internal  Revenue 
had  made  an  audit  of  the  1918, 1919,  and  1920  income-tax  returns  filed 
by  or  for  John  F.  Dodge  and  the  return  filed  by  the  estate  of  John 
F.  Dodge  for  the  period  January  15  to  December  31,  1920,  and  stated 
that  said  audit  disclosed  that  additional  tax  liability  existed  for 
the  year  1918  in  the  amount  of  $2,707.89.  Said  letter  also  contained 
the  statement  that  “the  returns  of  John  F.  Dodge  for  1919  and  the 
period  January  1.  1920,  to  Jaunary  14.  1920,  and  for  the  estate  of 
John  F.  Dodge  for  the  period  January  15,  1920,  to  December  31. 
1920,  had  been  accepted  as  correct.”  On  July  21.  1922.  E.  A.  Barnes, 
attorney  for  the  estate  of  John  F.  Dodge,  deceased,  addressed  a 
letter  to  the  Commissioner  referring  therein  to  the  fact  that  Bloomer, 
as  administrator  of  the  estate  of  John  F.  Dodge,  had  turned  over  tc 
Barnes  as  attorney  for  said  estate,  the  letter  from  Deputy  (  ommis- 
sioner  Batson  of  July  10.  1922.  and  stating  that  he,  Barnes,  after  a 
study  of  the  statute  and  regulations  admitted  the  correctness  oi 
Batson’s  letter  of  July  10.  1922.  and  asked  for  a  delay  of  a  few  dav> 
for  the  purpose  of  permitting  the  matter  to  be  audited  by  an  ac 
countant  that  lie.  Barnes,  had  employed,  thereafter,  on  July  27 
1922.  Barnes  addressed  a  second  letter  to  the  Commissioner  in  re 
sponse  to  the  Batson  letter  of  July  10,  wherein  he  informed  th< 
Commissioner  that  after  an  audit  check  by  the  accountant  the  a  del  i 
tional  tax  liability  disclosed  in  the  Batson  letter  of  July  10,  1922 
had  been  found  to  be  correct.  Barnes  appended  to  said  letter  o 
July  27,  1922.  an  agreement  consenting  to  the  assessment  of  th< 
additional  tax  disclosed  by  the  Batson  letter  of  July  10,  1922. 

19.  During  the  period  November  6  to  November  25,  1922,  L.  H 
Rushbrook  and  F.  L.  Van  Haaften,  field  agents  in  the  Bureau  o 
Internal  Revenue,  made  an  examination  of  the  books  and  records  o 
John  F.  Dodge,  deceased,  for  the  years  1917  to  1919,  inclusive,  am 
for  the  period  ended  January  14,  1920,  and  made  a  report  of  thei 
examination  under  date  of  December  8,  1922.  A  copy  of  said  repoi 
was  mailed  to  Howard  B.  Bloomer,  administrator  of  the  estate  o 
John  F.  Dodge,  deceased,  on  December  11,  1922.  On  April  2,  192" 
a  supplemental  report  on  the  individual  income-tax  return  of  Johi 
F.  Dodge,  deceased,  for  the  year  1919  was  transmitted  to  the  Com 
missioner  of  Internal  Revenue. 

20.  On  May  28,  1923,  a  claim  for  refund  of  said  additional  tax  o 
$533,634.39  paid  under  protest  on  June  22,  1922,  by  the  estate  of  Joh. 
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F.  Dodge,  was  sworn  to  and  filed  with  the  collector  at  Detroit  by 
Howard  B.  Bloomer,  administrator  of  said  estate,  and  an  oral  hear¬ 
ing  thereon  requested.  On  September  18,  1923,  a  letter  was  sent  by 
Commissioner  David  H.  Blair  to  said  Howard  B.  Bloomer  in  relation 
lo  the  assessment  of  additional  income  taxes  for  the  year  1919  against 
the  estate  of  John  F.  Dodge  and  denying  the  request  made  by 
Bloomer  that  the  matter  be  referred  to  the  Attorney  General  for  his 
opinion. 

21.  On  January  3,  1924,  a  “  thirty-day  ”  letter  was  addressed  by 
J.  G.  Bright,  Deputy  Commissioner,  to  Howard  B.  Bloomer,  execu¬ 
tor  of  the  estate  of  John  F.  Dodge,  referring  to  a  reexamination  of 
the  individual  income-tax  returns  filed  by  or  for  John  F.  Dodge  for 
the  calendar  years  1917,  1918,  and  1919,  and  for  the  period  January 
1  to  January  14,  1920,  inclusive,  and  proposing  additional  tax  for  the 
year  1919  in  the  amount  of  $212,869.06.  On  April  12,  1924,  a  pro¬ 
test  against  said  additional  tax  was  filed  for  the  estate  of  John  F. 
Dodge  by  Howard  B.  Bloomer,  and  on  October  13,  1924,  a  letter  was 
addressed  by  J.  G.  Bright,  Deputy  Commissioner,  to  Howard  B. 
Bloomer,  stating  that  said  protest  had  been  referred  to  the  Solicitor 
of  Internal  Revenue  for  his  opinion  thereon.  An  oral  hearing  on 
said  protest  was  had  in  the  Solicitor’s  office  and  under  date  of  April 
14,  1925,  the  Solicitor  rendered  his  opinion  thereon,  recommending 
to  the  Commissioner  that  the  protest  be  sustained  in  part  and  denied 
in  part. 

22.  ISTo  part  of  said  additional  taxes  in  the  amounts  of  $533,634.39 
and  $212,869.06,  respectively,  assessed  or  proposed  to  be  assessed 
against  the  estate  of  John  F.  Dodge  for  the  year  1919,  is  due  to  any 
change  made  or  proposed  to  be  made  in  the  valuation  of  $9,489.34 
per  share  made  by  Commissioner  Roper  and  used  in  the  original 
return  filed  for  John  F.  Dodge  for  the  year  1919  as  the  basis  for 
computing  the  profit  realized  by  John  F.  Dodge  in  that  year  from 
the  sale  of  his  shares  of  the  capital  stock  of  the  Ford  Motor  Co. 

23.  Prior  to  January  1,  1925,  the  administrators  with  the  will 
annexed  of  the  estate  of  John  F.  Dodge,  deceased,  paid  to  the  United 
States  Government  estate  taxes  in  the  amount  of  $7,916,795.92,  with 
interest  thereon  in  the  amount  of  $958.04,  and  thereafter,  on  Decem¬ 
ber  22,  1925,  said  administrators  with  the  will  annexed,  and  the 
qualified  trustees  named  in  the  will  of  said  John  F.  Dodge,  deceased, 
filed  in  the  office  of  the  collector  at  Detroit  their  claim  for  refund  of 
such  portion  of  said  estate  tax  as  would  be  refundable  to  them  should 
the  estate  of  John  F.  Dodge  be  found  liable  for  any  additional  income 
taxes  for  the  calendar  year  1919. 

24.  Prior  to  January  1,  1925,  the  estate  of  John  F.  Dodge,  de¬ 
ceased,  paid  to  the  State  of  Michigan,  inheritance  tax  in  the  amount 
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of  $936,652.91,  and  interest  thereon  in  the  amount  of  $143,151.53. 
On  May  14,  1925,  said  estate  paid  to  the  State  of  Minnesota,  inherit¬ 
ance  tax  in  the  amount  of  $4,762.87. 

25.  On  January  31,  1925,  the  Commissioner  and  Howard  B. 
Bloomer,  as  administrator  with  the  will  annexed  of  the  estate  of 
John  F.  Dodge,  deceased,  entered  into  a  written  agreement,  which  is 
in  the  words  and  figures  following,  to  wit: 

January  31,  1925. 

Income  and  Profits  Tax  Waiver. 

(For  taxable  years  ended  prior  to  Maxell  1.  1921.) 

In  pursuance  of  the  provisions  of  existing  Internal  Revenue  Laws.  Estate 
of  John  F.  Dodge,  a  taxpayer  of  Detroit,  Michigan,  and  the  Commissioner  of 
Internal  Revenue,  hereby  waive  the  time  prescribed  by  law  for  making  any 
assessment  of  the  amount  of  income,  excess-profits,  or  war-profits  taxes  due 
under  any  return  made  by  or  on  behalf  of  said  taxpayer  for  the  year  1919, 
under  existing  revenue  acts,  or  under  prior  revenue  acts.  This  waiver  of 
the  time  for  making  any  assessment  as  aforesaid  shall  remain  in  effect  until  De¬ 
cember  31,  1925.  and  shall  then  expire  except  that  if  a  notice  of  a  deficiency  in 
tax  is  sent  to  sa  d  taxpayer  by  registered  mail  before  said  date  and  (1)  no 
appeal  is  filed  therefrom  with  the  United  States  Board  of  Tax  Appeals,  then 
said  date  shall  be  extended  sixty  days,  or  (2)  if  an  appeal  is  filed  with  said 
Board  then  said  date  shall  be  extended  by  the  number  of  days  between  the 
date  of  mailing  of  said  notice  of  deficiency  and  the  date  of  final  decision  by 
said  Board. 

Estate  of  John  F.  Dodge,  Taxpayer, 

By  Howard  B.  Bloomer, 

Administrator  with  the  Will  Annexed. 

D.  H.  Blair,  Commissioner. 

If  this  waiver  is  executed  on  behalf  of  a  corporation,  it  must  be  signed  by 
such  oflicer  or  officers  of  the  corporation  as  are  empowered  under  the  laws  of 
the  State  in  which  the  corporation  is  located  to  sign  for  the  corporation,  in 
addition  to  which,  the  seal,  if  any,  of  the  corporation  must  be  affixed. 

26.  On  March  12,  1925,  J.  G.  Bright,  Deputy  Commissioner,  mailed 
to  the  said  Howard  B.  Bloomer,  a  letter  which  is  as  follows: 

Treasury  Department, 

Washington .  March  12.  lit  2a. 

Mr.  Howard  B.  Bloomer, 

Administrator,  Estate  of  John  F.  Dodge, 

ti'/O  Penobscot  Building,  Detroit.  Michigan. 

Sir:  An  adjustment  of  the  income  tax  return  filed  by  John  F.  Dodge  for  the 
year  1919  discloses  a  deficiency  in  tax  amounting  to  $5, 004, 398.20,  as  shown  in 
the  following  statement: 

Block  1)  as  reported,  1,000  shares  Ford  Motor  Company  Stock: 

Sale  price _  $12,500,000 

March  1,  1913,  value _  9,489,3-10 


Profit 


3,  010,  GOO 
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March  1,  1913,  value  reported _ $9,489,340.00 

March  1,  1913,  value  corrected _  2,034,000.00 


Profit  understated 


0.  855,  340.  00 


Normal  and  surtax  at  73% 
Additional  tax _ 


5,  004,  398.  20 


If  you  protest  against  the  determination  of  the  deficiency  the  Bureau  desires 
to  proceed  in  the  regular  manner  to  the  consideration  of  any  information  sub¬ 
mitted  by  you.  However,  the  period  within  which  the  Commissioner  may  assess 
additional  taxes  for  the  year  1919  will  expire  in  the  near  future,  and  in  order 
to  avoid  the  necessity  of  making  an  immediate  assessment  prior  to  such  con¬ 
sideration,  it  is  requested  that  you  sign  and  return  the  enclosed  form  of  waiver 
to  this  office  within  fifteen  days  of  the  date  of  this  letter. 

In  the  event  the  waiver  is  not  received  within  the  time  stated  above  for  its 
filing,  it  will  be  necessary  to  make  assessment  under  the  provisions  of  section 
274  (d)  of  the  Revenue  Act  of  1924. 

J.  G.  Beight, 
Deputy  Commissioner. 


27.  On  April  7,  1925,  the  Commissioner,  by  J.  G.  Bright,  Deputy 
Commissioner,  mailed  to  Howard  B.  Bloomer,  administrator  of  the 
estate  of  John  F.  Dodge,  a  “sixty-day”  letter,  the  deficiency  letter 
herein,  which  is  as  follows : 

Treastjky  Department, 

Washington,  April  7,  1925. 

Mr.  Howard  B.  Bloomer, 

Administrator,  Estate  of  John  F.  Dodge, 

840  Penobscot  Building,  Detroit,  Michigan. 

Sir:  An  examination  of  the  income  tax  return  filed  by  John  F.  Dodge  for 
the  year  1919  discloses  additional  tax  in  the  amount  of  $5,004,398.20,  which 
was  indicated  to  you  in  a  letter  dated  March  12,  1925. 

In  accordance  with  the  provisions  of  Section  274  of  the  Revenue  Act  of  1924, 
you  are  allowed  60  days  from  the  date  of  this  letter  within  which  to  file  an 
appeal  to  the  United  States  Board  of  Tax  Appeals  contesting  in  whole  or  in  part 
he  correctness  of  this  determination. 

Where  a  taxpayer  has  been  given  an  opportunity  to  appeal  to  the  United  States 
Hoard  of  Tax  Appeals  and  has  not  done  so  witihn  the  60  days  prescribed  and  an 
issessment  has  been  made,  or  where  a  taxpayer  has  appealed  and  an  assessment 
n  accordance  with  the  final  decision  on  such  appeal  has  been  made,  no  claim 
n  abatement  in  respect  of  any  part  of  the  deficiency  will  be  entertained. 

If  you  acquiesce  in  this  determination  and  do  not  desire  to  file  an  appeal,  you 
ire  requested  to  sign  the  enclosed  agreement  consenting  to  the  assessment  of 
he  deficiency  and  forward  it  to  the  Commissioner  of  Internal  Revenue,  Wash- 
ngton,  D.  C.,  for  the  attention  of  IT :  PA  -5 :  IIP.  In  the  event  that  you  acqui¬ 
esce  in  a  part  of  the  determination,  this  agreement  should  lie  executed  with 
■espect  to  the  items  agreed  to. 

Respectfully, 


D.  H.  Blair,  Commissioner. 
By  J.  G.  Bright, 

Depu  ty  Com m iss  loner. 


Enclosures :  Statements. 
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28.  The  estate  of  John  F.  Dodge  appealed  to  this  Board  from  the 
determination  of  the  Commissioner  a.s  set  forth  in  the  deficiency  letter 
of  April  7,  1925,  and  the  petition  was  filed  on  June  4,  1925.  The  re¬ 
spondent  filed  an  answer  to  the  petition  and  on  December  27,  192(5, 
upon  leave  duly  granted,  filed  an  amended  answer  thereto.  In  his 
amended  answer  the  respondent  alleged  that  the  shares  of  the  capital 
stock  of  the  Ford  Motor  Co.  had  a  fair  market  value  on  March  1, 
1913,  of  not  more  than  $3,547.84  per  share;  that  in  the  income-tax 
return  filed  on  behalf  of  John  F.  Dodge  for  the  year  1919  there  were 
wrongfully  claimed  and  taken  as  deductions  from  gross  income  the 
amount  of  $135,000  contributed  by  John  F.  Dodge  to  the  Salvation 
Army  as  set  forth  in  paragraph  11  hereof;  $25,000  contributed  by 
John  F.  Dodge  to  the  Detroit  Patriotic  Fund,  as  set  forth  in  para¬ 
graph  12  hereof;  $250,000  contributed  by  John  F.  Dodge  to  the  First 
Presbyterian  Church  of  Detroit,  as  set  forth  in  paragraph  13  hereof, 
and  $62,597.96  contributed  by  John  F.  Dodge  to  the  Detroit  Woman’s 
Federation  Club  as  set  forth  in  paragraph  14  hereof ;  that  there  was 
wrongfully  and  illegally  omitted  from  said  return,  income  in  the 
amount  of  $225,000,  alleged  to  have  been  received  by  John  F.  Dodge 
in  the  year  1919  from  the  Old  Colony  Trust  Co.,  through  Stuart  W. 
Webb,  its  agent,  in  connection  with  the  Berger  option,  under  the  cir¬ 
cumstances  set  forth  in  paragraph  16  hereof;  that  the  income  of  John 
F.  Dodge  for  the  year  1919  should  be  adjusted  by  computing  the 
profit  from  the  sale  of  his  shares  of  the  capital  stock  of  the  Ford 
Motor  Co.  on  the  basis  of  a  fair  market  value  of  $3,547.84  per  share 


on  March  1.  1913,  by  disallowing  the  said  deductions  taken  in  the 
return  filed  for  or  on  behalf  of  John  F.  Dodge  for  the  year  1919  on 
account  of  said  contributions  or  gifts  to  the  Salvation  Army,  the 
Detroit  Patriotic  Fund,  the  First  Presbyterian  Church  of  Detroit, 
and  the  Detroit  Woman’s  Federation  Club,  and  by  adding  to  income 
said  additional  amount  of  $225,000  alleged  to  have  been  received  by 
John  F.  Dodge  in  connection  with  the  Berger  option,  and  that  the  de¬ 
ficiency  in  tax  for  the  year  1919  is  $4,846,541.51. 


OPINION. 


Marquette:  This  proceeding  is  one  of  nine  proceedings  consoli¬ 
dated  for  hearing  because  a  large  volume  of  the  evidence  was  relevant 
and  material  to  all  of  them,  and  having  in  common  two  issues,  as 
follows:  (1)  Whether,  under  the  circumstances  shown  by  the  evidence, 
the  question  of  the  fair  market  price  or  value  on  March  1,  1913. 
of  the  stock  of  the  Ford  Motor  Co.  and  the  basis  for  computing  the 
gain  on  its  sale  in  1919,  was  open  to  the  respondent  in  determining  a 
deficiency  or  rejecting  a  claim  in  abatement  antecedent  to  this  pro¬ 
ceeding,  and  is  open  for  redetermination  in  this  proceeding,  and,  if 
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3,  (2)  what  was  the  fair  market  price  or  value  of  the  stock  of  the 
orcl  Motor  Co.  on  March  1,  191*5. 

These  issues  have  been  decided  by  this  Board  in  the  cases  of  Janie. s 


1 ouzens ,  supra ,  and  Rosetta  V.  H  (mss ,  supra ,  and  upon  the  authority 
f  those  decisions  we  hold  that  the  respondent  had  the  right  to  deter¬ 
mine  the  fair  market  price  or  value  on  March  1,  1913,  of  the  peti- 
loner’s  stock  in  the  Ford  Motor  Co.,  and  upon  the  evidence  we  find 
bat  the  fair  market  price  or  value  of  said  stock  on  March  1,  1913. 

,  as  at  the  rate  of  $10,000  per  share.  Therefore,  the  basis  for  comput- 
ng  the  gain  from  the  sale  of  the  stock  owned  by  John  F.  Dodge  was 
10,000,000  and  the  gain  was  $2,500,000  instead  of  $3,010,660  as 
eturned. 

The  original  petition  and  answer  herein  raised  only  the  two  issues 

bove  stated.  However,  bv  an  amended  answer  in  the  nature  of  a 

ross-petition,  the  respondent  affirmatively  alleged  that  there  Avere 

rrongf ully  claimed  and  taken  in  the  return  filed  for  John  F.  Dodge 

or  the  year  1919,  certain  deductions  on  account  of  contributions  or 

ifts  alleged  to  have  been  made  by  John  F.  Dodge  in  that  year;  that 

here  was  omitted  from  the  return,  income  in  the  amount  of  $225,000 

*  * 

ealized  by  him  in  connection  with  the  Berger  option,  and  that  his 
ticome  for  the  year  1919  should  be  adjusted  accordingly.  The  peti- 
ioners  filed  a  replication  to  the  amended  answer,  denying  all  the 
negations  of  new  matter  contained  in  the  amended  answer,  and  also 
lleging  that  the  assessment  of  any  additional  tax  arising  from  the 
lisallowance  of  the  deductions  mentioned,  and  from  the  addition  to 
ncome  of  said  amount  of  $225,000,  is  barred  by  the  statute  of  limita- 
ions. 

Three  additional  issues  are  therefore  raised  by  the  amended 
nswer  and  replication,  namely:  (1)  Is  the  assessment  of  the  addi- 
ional  tax,  in  so  far  as  it  arises  from  the  respondent’s  action  in  dis- 
llowing  the  deductions  mentioned  and  in  adding  to  the  income  of 
fohn  F.  Dodge  for  1919  the  said  amount  of  $225,000,  barred  by  the 
tatutc  of  limitations?  (2)  Were  the  amounts  of  the  contributions 
>r  gifts  in  question  proper  deductions  in  computing  the  net  income 
>f  John  F.  Dodge  for  1919?  (3)  Did  John  F.  Dodge  realize  any 

ncome  in  1919  in  connection  with  the  Berger  option? 

In  considering  the  question  of  whether  assessment  and  collection 
>f  the  additional  tax  first  set  up  by  the  respondent  in  his  amended 
i nswer  are  barred  by  the  statute  of  limitations,  we  do  not  deem  it 
lecessary  to  engage  in  an  extended  discussion  or  exposition  of  the 
aw  applicable  thereto.  While  we  are  of  the  opinion  that  inde¬ 
cently  of  any  written  waiver  or  consent  executed  by  the  petitioner 
md  the  respondent,  assessment  and  collection  of  such  additional  tax 
ire,  under  the  evidence  herein,  not  barred,  we  find  that  the  petitioner 


216 


]  3  TT.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(201 


Howard  P>.  Bloomer  and  the  respondent  have  executed  such  a  waive 
or  consent,  which  effectually  disposes  of  the  question  presented.  Thi 
income-tax  return  of  John  F.  Dodge  for  the  year  1919  was  filed  oi 
April  30.  1920.  On  January  31.  1925,  Bloomer,  as  administrate! 
with  the  will  annexed  of  the  estate  of  John  F.  Dodge,  and  the  re 
spondent.  executed  a  written  consent  which  provided  that  they — 

*  *  *  Hereby  waive  the  time  prescribed  by  law  for  making  any  assessmen 

of  the  amount  of  income,  excess-profits,  or  war-profits  taxes  due  under  an: 
return  made  by  or  on  behalf  of  said  taxpayer  for  the  year  1919  under  exist 
ing  revenue  acts,  or  under  prior  revenue  acts.  This  waiver  of  the  time  fo 
making  any  assessment  as  aforesaid  shall  remain  in  effect  until  December  31 
1925,  and  shall  then  expire  except  that  if  a  notice  of  a  deficiency  in  tax  is  sen 
to  said  taxpayer  by  registered  mail  before  said  date  and  (1)  no  appeal  is  filo 
therefrom  with  the  United  States  Board  of  Tax  Appeals  then  said  date  shal 
be  extended  sixty  days,  or  (2)  if  an  appeal  is  filed  with  said  Board  then  sai( 
date  shall  be  extended  by  the  number  of  days  between  the  date  of  mailing  o 
said  notice  of  deficiency  and  the  date  of  final  decision  by  said  Board. 

The  deficiency  letter  was  mailed  to  the  petitioner  on  April  7 
1925,  and  the  petition  herein  was  filed  June  4,  1925.  and  if  sail 
consent  was  valid,  the  time  within  which  assessment  of  **  taxes  dm 
under  any  return  made  by  or  on  behalf  of  said  taxpayer  for  the 
year  1919  v  was  thereby  extended  by  the  number  of  days  betweer 
the  date  of  mailing  of  the  deficiency  letter  and  the  date  of  the  fina 
decision  of  this  Board  on  the  appeal. 

But  the  petitioners  urge  that  under  the  law  of  Michigan  an  execu 
tor  or  administrator  can  not  waive  the  running  of  the  statute  ol 
limitations  as  to  claims  against  the  estate,  citing  Durfee  v.  Abbott 
50  Mich.  278;  Hugh  v.  Dowd ,  86  Mich.  412;  Draper  v.  Brovm ,  15? 
Mich.  120,  and  that  the  consent  executed  bv  Bloomer  is  invalid  ano 
of  no  force  and  effect.  This  argument,  however,  presents  no  difficult} 
here.  Regardless  of  what  the  law  of  Michigan  is  on  the  subject,  ii 
can  not  operate  to  interfere  with  the  power  of  the  United  States  tf 
lay  and  collect  taxes.  As  pointed  out  in  Aldridge  v.  U  nited  State* 
decided  by  the  Court  of  Claims,  January  16.  1928,  Congress  ha> 
“  power  not  only  to  provide  the  method  of  laying  and  collecting 
taxes,  but  the  method  of  refunding  taxes  illegally  collected.  It  had 
the  power  in  prescribing  that  method  to  provide  not  only  the  statuti 
of  limitation  but  the  right  to  waive  the  limitation,  and  this  right 
was  given  to  the  taxpayer.  It  can  not  be  contended  that  the  power 
of  Congress  to  confer  the  right  can  be  taken  away  by  a  state  statute, 
much  less  bv  a  decision  of  a  state  court.  To  say  that  the  right  can 
be  granted  or  the  privilege  of  exercising  it  can  be  limited  or  taken 
away  by  a  state  statute  or  a  decision  of  a  state  court,  would  be  in 
effect  to  destroy  the  right  and  thus  nullify  the  act  of  Congress.”  The 
court  held  that  a  waiver  executed  by  Mary  S.  Aldridge  as  executrix. 
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pursuant  to  the  provisions  of  the  Revenue  Act  of  1921,  was  valid 
notwithstanding  the  fact  that  the  courts  of  Mississippi,  which  had 
jurisdiction  of  the  estate,  had  held  that  a  personal  representative  of 
a  decedent  could  not  waive  the  statute  of  limitations  as  to  a  debt  as¬ 
serted  against  the  estate.  To  the  same  effect  is  Davis  v.  United 
States ,  decided  by  the  District  Court  of  the  United  States  for  the 
southern  district  of  Maine  on  April  6,  1928.  We  agree  with  the  rea¬ 
soning  and  the  conclusions  of  the  courts  in  the  two  cases  just  cited 
and  consider  that  the  decisions  therein  should  be  followed  here.  We 
accordingly  hold  that  the  written  consent  executed  by  Bloomer  as 
administrator  with  the  will  annexed  of  the  estate  of  John  F.  Dodge 
on  January  31,  1925,  is  valid  and  that  the  respondent  having  made 
slaim  for  the  additional  taxes  in  question  before  the  hearing  of  this 
proceeding,  this  Board  has  jurisdiction  to  determine  the  correct 
amount  of  the  deficiency,  even  though  the  amount  so  determined  is 
greater  than  the  amount  set  forth  in  the  deficiency  notice.  Section 
274  (e)  of  the  Revenue  Act  of  1926. 

The  petitioners  urge,  however,  that  since  section  274  (a)  of  the 
Revenue  Act  of  1924  provides  that,  “If,  in  the  case  of  any  taxpayer, 
he  Commissioner  determines  that  there  is  a  deficiency  in  respect  of 
he  tax  imposed  by  this  title,  the  taxpayer  *  *  *  shall  be  noti- 

ied  of  such  deficiency  by  registered  mail,”  it  only  provides  for  a 
lotice  of  deficiency  in  the  case  of  a  tax  imposed  by  the  Revenue  Act 
>f  1924  and  does  not  cover  cases  of  deficiencies  in  taxes  imposed  bv 
u’ior  acts,  and  that  the  deficiency  notice  herein,  since  it  relates  only 
o  taxes  for  1919,  did  not  operate  to  suspend  the  running  of  the 
;tatute  of  limitation  as  provided  by  section  277  (d)  of  the  Revenue 
Vet  of  1924.  They  say.  therefore,  that  the  return  of  John  F.  Dodge 
laving  been  filed  on  April  15,  1920,  and  no  deficiency  notice  having 
ieen  sent  to  the  petitioners  within  the  meaning  of  section  274  (a) 
>f  the  Revenue  Act  of  1924,  assessment  and  collection  of  the  addi- 
ional  tax  became  barred  on  April  15,  1925.  We  think  this  contention 
s  without  merit.  Section  280  of  the  Revenue  Act  of  1924  provides : 

Sec.  280.  If  after  the  enactment  of  this  Act  the  Commissioner  determines  that 
iny  assessment  should  be  made  in  respect  of  any  income,  war-protits,  or  excess- 
>rofits  tax  imposed  by  the  Revenue  Act  of  1916,  the  Revenue  Act  of  1917,  the 
te venue  Act  of  1918,  or  the  Revenue  Act  of  1921,  or  by  any  such  Act  as 
mended,  the  amount  which  should  be  assessed  (whether  as  deficiency  or  as 
nterest,  penalty,  or  other  addition  to  the  tax)  shall  be  computed  as  if  this  Act 
•ad  not  been  enacted,  but  the  amount  so  computed  shall  be  assessed,  collected, 
md  paid  in  the  same  manner  and  subject  to  the  same  provisions  and  limita- 
ions  (including  the  provisions  in  case  of  delinquency  in  payment  after  notice 
nd  demand)  as  in  the  case  of  the  taxes  imposed  by  this  title,  except  as  other- 
vise  provided  in  section  277. 

It  is  clear  from  section  280  of  the  Revenue  Act  of  1924  that  if, 
fter  the  enactment  of  the  Revenue  Act  of  1924  the  Commissioner  de- 
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terminecl  that  additional  taxes  were  due  from  a  taxpayer  under  the 
Revenue  Acts  of  1916, 1917,  1918,  or  1921,  he  was  required  to  compute 
them  under  the  appropriate  prior  act  and  to  assess  and  collect  them 
in  the  same  manner  as  he  would  assess  and  collect  taxes  under  the 
Revenue  Act  of  1924.  Such  assessment  and  collection  under  the 
Revenue  Act  of  1924  required  that  a  deficiency  notice  he  sent  to  the 
taxpayer  and,  if  sent  prior  to  the  running  of  the  statute  of  limita¬ 
tions  against  assessment,  the  notice  operated  to  toll  the  statute  under 
section  277  (b)  of  the  Revenue  Act  of  1924.  We  are  of  the  opinion 
that  a  deficiency  notice  was  authorized  and  required  in  the  instant 
case,  and  that  such  notice  having  been  mailed  to  the  petitioners  prior 
to  April  15,  1925,  it  operated  under  section  277  (b)  of  the  Revenue 
Act  of  1924  to  extend  the  period  within  which  assessment  and  collec¬ 
tion  of  the  deficiency  might  be  made,  and  also  to  extend  the  period 
within  which  the  waiver  filed  by  the  petitioners  shall  remain  in  effect. 

The  contributions  or  gifts  which  are  involved  in  this  proceeding 
were  claimed  as  deductions  from  gross  income  on  the  return  filed  for 
John  F.  Dodge  for  the  year  1919  under  authority  of  section  214 
(a)  (11)  of  the  Revenue  Act  of  1918,  which  provides  that  in  com¬ 
puting  the  net  income  of  individuals  there  shall  be  allowed  as 
deductions : 

(11)  Contributions  or  gifts  made  within  the  taxable  year  to  corporations 
organized  and  operated  exclusively  for  religious,  charitable,  scientific,  or  edu¬ 
cational  purposes,  or  for  the  prevention  of  cruelty  to  children  or  animals,  n*» 
part  of  the  net  earnings  of  which  inures  to  the  benefit  of  any  private  stock¬ 
holder  or  individual,  or  to  the  special  fund  for  vocational  rehabilitation  author¬ 
ized  by  section  7  of  the  Vocational  Rehabilitation  Act,  to  an  amount  not  in 
excess  of  15  per  centum  of  the  taxpayer’s  net  income  as  computed  without 
the  benefit  of  this  paragraoh.  Such  contributions  or  gifts  shall  be  allowable 
as  deductions  only  if  verified  under  rules  and  regulations  prescribed  by  the 
Commissioner,  with  the  approval  of  the  Secretary.  In  the  case  of  a  nonresi¬ 
dent  alien  individual  this  deduction  shall  be  allowed  only  as  to  contributions 
or  gifts  made  to  domestic  corporations,  or  to  such  vocational  rehabilitation 
fund. 

It  is  clear  from  the  record  herein  that  the  contributions  or  gifts  were 
actually  made  to  corporations  of  thfe  class  enumerated  in  section  214 
(a)  (11)  of  the  Revenue  Act  of  1918.  On  that  proposition  there 
appears  to  be  no  dispute  between  the  parties  to  this  pun  ceding. 
They  do  not  agree,  however,  as  to  when  (he  contributions  or  gifts  were 
made,  the  petitioners  contending  that  they  were  made  in  1919  and  are 
deductible  from  income  for  that  year,  and  the  respondent,  that  they 
were  not  made  until  1920  within  the  meaning  of  the  Revenue  Act. 

The  evidence  shows  that  the  books  of  John  F.  Dodge  were  kept 
and  that  the  returns  of  income  were  made  on  the  cash  receipts  and 
disbursements  basis.  It  was  the  custom,  however,  of  his  bookkeeper 
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or  secretary  to  enter  all  checks  in  the  check  register  and  ledger  as 
disbursements  for  the  year  in  which  they  were  issued,  and  it  is  urged 
by  the  petitioners  that  such  a  method  is  proper  when  books  are  kept 
on  the  cash  receipts  and  disbursements  basis  and  clearly  reflect 
income,  and  that  the  checks  drawn  by  Dodge  on  December  31,  1919, 
to  the  Salvation  Army,  the  Presbyterian  Church,  and  the  Detroit 
Patriotic  Fund,  are  proper  deductions  from  income  for  1919  although 
they  were  not  paid  until  1920.  But  as  we  have  pointed  out  in 
Chatham  <&  Phenix  National  Bank ,  1  B.  T.  A.  460 : 


*  *  *  Nor  do  we  think  the  method  of  bookkeeping  employed  in  accounting 

for  discount  could  make  it  income  if- it  did  not  fall  within  the  definition  of 
income.  The  mere  placing  of  am  unts  on  the  books  and  reporting  them  as 
income  can  not  change  the  facts  any  more  than  the  placing  of  losses  on  the 


books  constitute  them  proper  deductions  if  they  are  not  such  in  fact.  The 
facts  must  control,  and  bookkeeping  entries  are  only  evidence  of  the  facts. 


See  also  Even  Realty  Co .  1.  B.  T.  A.  355,  and  B.  B.  Todd ,  1.  B.  T. 
A.  662.  Regardless,  therefore,  of  the  method  by  which  these  checks 
were  treated  by  Dodge’s  bookkeeper,  we  must  look  to  the  facts  and 
ascertain  therefrom  whether  the  contributions  or  gifts  in  question 
were  made  in  1919  or  1920  within  the  meaning  of  the  Revenue  Act 
of  1918. 

In  C.  H.  Musselmam q  1.  B.  T.  A.  41,  we  held  that  where  a  taxpayer 
on  the  accrual  basis  made  a  subscription  to  a  charitable  organization 
in  1918  and  liability  for  payment  fully  attached  in  that  year,  the 
contribution  wois  made  in  1918  within  the  meaning  of  the  Revenue 
Act  of  1918  and  was  a  proper  deduction  from  1918  income,  although 
the  subscription  was  not  paid  until  1919.  VYe  apprehend  that  con¬ 
versely,  if  a  taxpayer  is  on  the  cash  receipts  and  disbursements  basis, 
a  contribution  is  not  made  even  though  liability  for  payment  has 
attached,  until  it  is  completed  by  payment  either  in  money  or  money’s 
worth. 

It  is  well  settled  in  the  United  States  that  one  can  not  make  his 
own  check  the  subject  of  a  gift  so  that  in  the  absence  of  payment  it 
can  be  enforced  against  the  donor  or  his  representatives.  In  theory 
of  law  the  attempted  gift  of  a  check  is  not  executed  by  delivery  until 
the  bank  has  paid,  accepted,  or  certified  it.  Second  National  Bank 
v.  Williams ,  13  Mich.  282;  Burrows  v.  Burrows ,  240  Mass.  485;  Guild 
v.  Eastern  Trust  &  Banking  Co .,  122  Me.  514;  Provident  Institution 
v.  Sisters  of  the  Poor ,  87  N.  J.  Eq.  424;  a  fid.  88  N.  J.  Eq.  349; 
Simmons  v.  Cincinnati  Savings  Society ,  31  Ohio  State  457 ;  Pennell 
v.  Ennis ,  126  Mo.  App.  355;  Montpelier  Seminary  v.  Smith ,  69  Yt. 
283.  This  rule  is  founded  on  the  lack  of  consideration  for  the  check 
and  the  fact  that  it  may  be  revoked  by  the  donor  before  its  presenta¬ 
tion  for  payment  and  is  revoked  by  the  death  of  the  donor.  But 
the  petitioners  urge  that  the  checks  involved  in  this  proceeding  die-' 
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not  constitute  mere  gifts,  but  were  in  payment  of  enforceable  sub¬ 
scription  or  contribution  contracts,  or  were  themselves  enforceable 
subscription  or  contribution  contracts  which  were  worth  their  face 
value.  In  support  of  this  contention  they  cite  Undermood  v. 
Waldron ,  12  Mich.  73;  Comstock  v.  ffowd,  15  Mich.  237;  Allen 
v.  Duffle ,  43  Mich.  1;  First  Universalist  Church  v.  Pungs ,  12G  Mich. 
G70;  Waters  v.  Union  Trust  Co .,  129  Mich.  640;  Irwin  v.  Lombard. 
56  Oh.  St.  9,  and  other  cases. 

While  it  is  true  that  in  those  cases  the  courts  held  that  the  sub¬ 
scription  or  promise  to  contribute  to  religious  or  charitable  institu¬ 
tions  were  valid  and  enforceable,  we  do  not  consider  them  authority 
for  holding  that  the  instant  transactions  were  based  on  enforceable 
contracts  or  promises,  or  that  the  delivery  of  the  checks  constituted 
such  enforceable  contracts  or  promises.  In  each  of  the  cases  cited 
the  court  found  that  there  was  a  consideration  for  the  promise, 
consisting  of  the  subscriptions  of  other  persons,  or  that  the  promissee 
in  reliance  upon  the  promise  had  acted  to  its  detriment.  No  such 
situation  exists  in  this  case  and  the  transactions  involving  the  checks 
in  question  can  not  be  considered  as  more  than  attempts  on  the 
part  of  John  F.  Dodge  to  make  gifts;  and  they  were  not  completed 
until  the  checks  were  paid,  accepted  or  certified  by  the  banks.  In 
the  case  of  Provident  Institution  v.  Sisters  of  the  Poor ,  supra ,  which 
is  directly  in  point  here,  the  court  said : 


Under  the  facts  as  we  are  now  assuming  them  to  be,  there  can  be  no  ques¬ 
tion  about  the  donative  purpose  of  Mrs.  Bowdoin  in  giving  to  this  hospital 
her  check  for  $3,000.  *  *  *  It  is  well  settled  that  a  g  ft  can  not  be  effected 

by  the  delivery  of  a  check  upon  an  ordinary  bank  of  deposit  where  the 
drawer’s  account  is  good  for  the  amount.  The  reason  is  that  until  the  check 
is  cashed  the  drawer  may  stop  payment.  In  such  a  case  the  donative  purpose 
may  be  absolute  when  the  check  is  given,  and  ten  minutes,  or  ten  hours,  or 
ten  days  later,  at  any  time  before  the  check  has  been  cashed,  such  donative 
purpose  may  be  wholly  changed  and  abrogated.  The  fundamental  principle  of 
the  law  of  gifts  is  that  the  g  ft,  to  be  effective,  must  place  the  thing  donated 

beyond  the  control  of  the  donor.  *  *  * 

*  *  *  Until  a  legal  gift  has  been  effected  so  as  to  vest  property  in  the 
donee,  the  only  party  who  has  any  right  calling  for  consideration  in  the 
transaction  is  the  donor,  and  that  right  is  a  part  of  the  great  and  sacred 
right  which  the  law  insures  to  every  one  under  certain  1  mitations  and  condi¬ 
tions  to  dispose  of  his  own  property  in  accordance  with  his  own  wish  and  will. 

We  are  of  the  opinion  that  the  gifts  or  contributions  to  the  Salva¬ 
tion  Army,  the  Detroit  Patriotic  Fund,  and  the  Presbyterian  Church, 
involved  herein,  were  not  completed  until  the  year  1920  and  that 
therefore  the  amounts  thereof  are  not  deductible  from  income  for 


1919. 


The  statutes  of  Michigan  provide  that  a  check  of  itself  does  not 
operate  as  an  assignment  of  any  part  of  the  funds  to  the  credit  of 
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he  drawer  in  the  bank,  and  that  the  bank  is  not  liable,  to  the  holder 
mtil  it  accepts  or  certifies  the  check.  As  to  the  rights  of  a  payee 
>f  a  check  in  States  where  this  rule  is  in  effect,  it  is  stated  in  5 
(luling  Case  Law,  at  page  489  : 

*  *  *  That  the  drawing  and  delivery  of  a  check  do  not  operate  as  an 

issignment,  in  any  sense,  of  the  drawer’s  rights  as  against  the  drawee,  unless 
he  check  is  in  some  way  accepted  by  the  drawee,  and  hence  that  as  between 
he  drawer  and  the  payee  or  holder,  the  check  does  not  operate  as  an  assignment 
»f  so  much  of  the  fund  as  is  drawn  upon,  or  of  the  drawer’s  rights  as  against  the 
Irawee.  In  other  words,  checks  drawn  in  the  ordinary  form,  not  describing  any 
>articular  fund,  or  using  any  words  of  transfer  of  the  whole  or  any  part  of 
he  account  standing  to  the  credit  of  the  drawer,  but  containing  only  the  request 
lirected  to  the  bank  to  pay  to  the  order  of  a  payee  a  certain  sum  of  money, 
ire  not,  in  the  absence  of  acceptance,  an  assignment  of  the  funds  of  the  drawer 
dther  at  law  or  in  equity.  According  to  the  view  m  case  of  nonpayment,  the 
ecourse  of  the  holder  is  against  the  drawer  and  the  indorser,  if  any.  The 
[rawer  alone  can  bring  suit  to  recover  the  funds  against  which  the  check  was 
Irawn,  and  ordinarily  he  only  can  maintain  an  action  for  failure  to  pay  on 
iresentment.  He  may  revoke  the  check,  and  countermand  its  payment  before 
icceptance,  and  if  unaccepted,  his  death  will  operate  as  a  revocation,  and  it 
eems  that  his  insolvency  has  the  same  effect. 

It  is  also  the  rule  that  the  death  of  a  drawer  of  a  check,  as  a  matter 
>f  law,  countermands  or  revokes  the  authority  of  the  drawee  to  pay 
he  check  unless  it  has  been  certified  or  accepted  by  the  drawee, 
■iee  5  Ruling  Case  Law ,  p.  529,  and  cases  cited  therein. 

The  two  checks  drawn  by  John  F.  Dodge  to  the  order  of  the  Salva- 
ion  Army  were  not  delivered,  accepted,  certified,  or  paid  until  sub- 
equent  to  Dodge’s  death  in  1920.  As  to  that  transaction  we  have  no 
lesitancy  in  holding,  without  further  discussion,  that  there  was  no 
:ift  or  contribution  in  1919  and  the  amount  of  the  checks  is  not 
leductible  in  computing  Dodge’s  income  for  that  year. 

Relative  to  the  checks  to  the  Presbyterian  Church  and  the  Detroit 
\atriotie  Fund,  we  find  that  they  were  not  presented  to,  accepted, 
»r  paid  by  the  bank  until  1920.  They  did  not  constitute  an  assign- 
uent  of  any  part  of  the  funds  standing  to  the  credit  of  Dodge  in 
he  bank  and  unless  and  until  accepted  or  certified  by  the  bank  they 
ould  have  been  revoked  or  countermanded  by  Dodge,  and  in  the 
vent  of  his  death  before  acceptance  or  payment  would  have  been 
topped  by  operation  of  law. 

It  is  apparent,  we  think,  that  the  gift  was  not  completed,  so  long  as 
t  was  within  the  power  of  the  donor  to  revoke  it  by  stopping  pay- 
lent  on  the  check.  In  this  case  John  F.  Dodge  gave  checks  or 
rders  to  a  third  party  but  he  did  not  actually  part  with  his  prop- 
i'ty  until  the  checks  were  paid. 

The  circumstances  surrounding  the  contribution  or  gift  made  by 
ohn  F.  Dodge  to  the  Detroit  Woman’s  Federation  Ciub  are  essen- 
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tially  different  from  those  that  obtained  relative  to  the  checks  which 
we  have  just  discussed.  A  gift  or  contribution  of  land  is  completed 
by  delivery  of  a  deed  therefor  to  the  grantee,  either  actually  or 
constructively.  And  the  delivery,  under  certain  circumstances,  may 
be  effective  to  pass  title  if  made  to  a  third  party  for  the  use  of  the 
grantee.  In  Thompson  on  Eeal  Property,  vol.  4,  pages  958  and  959 
it  is  stated : 

*  *  *  It  is  not  essential  that  the  delivery  be  to  the  grantee  himself.  It 

may  be  made  to  the  grantee’s  agent,  and  even  to  a  third  person  who  is  not  liis 
agent,  for  the  grantee’s  use,  provided  the  grantee  afterward  assents  to  the  deed 
or  receives  it.  A  deed  may  be  delivered  to  a  third  person  as  to  the  agent  oi 
bailee  of  the  grantee,  though  the  latter  has  not  at  the  time  constituted  liinj 
such.  *  *  *  If  a  deed  be  delivered  absolutely,  and  beyond  the  grantor’s 
control  and  right  of  dominion,  for  the  grantee’s  use,  to  a  person  not  at  the 
time  authorized  by  him  to  receive  it,  and  the  grantee  afterwards  accepts 
it,  or  authorizes  the  custodian  to>  accept  it,  the  deed  is  effectual  from  the  time 
it  was  placed  in  the  hands  of  such  person. 

The  issue  relative  to  this  contribution  or  gift  was  raised  affirma¬ 
tively  by  the  respondent  in  his  amended  answer  and  the  burden  is 
upon  him  to  establish  by  at  least  a  preponderance  of  the  evidence  that 
the  gift  or  contribution  was  not  completed  in  1919.  The  evidence 
clearly  establishes  that  Dodge  desired  to  make  the  gift  in  1919  and 
was  advised  that  it  would  have  to  be  fully  consummated  and  com¬ 
pleted  in  1919  to  make  the  amount  thereof  deductible  from  income  ir 
that  year.  He  executed  the  deed  and  delivered  it  to  Bloomer  in  1919 
with  instructions  to  put  it  on  record  and  give  it  to  the  Club,  whicl 
was  later  done.  There  was  a  delivery  of  the  deed  in  1919  to  a  third 
person  for  the  benefit  of  the  grantee,  and  it  was  subsequently  de 
livered  by  such  third  person  to  the  grantee  and  was  accepted.  As 
above  stated,  a  valid  delivery  may  be  made  in  that  manner  so  as  t( 
pass  title  if  the  grantor  at  the  time  of  the  delivery  to  the  third  per 
son  parts  with  all  control  and  right  of  dominion  over  the  property 
and  especially  if  the  third  person  is  authorized  by  the  grantee  tc 
accept  the  deed.  The  burden  of  proof  as  to  this  issue  being  on  the 
respondent,  it  rests  with  him  to  show  other  facts  to  establish  that  th( 
delivery  to  Bloomer  was  ineffective  to  pass  title  to  the  grantee.  H< 
has  failed  to  meet  that  burden,  and  we  accordingly  resolve  the  issiu 
in  favor  of  the  petitioners  and  decline  to  disturb  the  deduction  fron 
gross  income  for  1919  heretofore  allowed  on  account  of  this  contri 
bution  or  gift  in  so  far  as  it  does  not  exceed  $47,597.96. 

The  last  question  is  whether  John  F.  Dodge  realized  any  incoim 
from  the  sale  of  the  Berger  option.  We  are  of  opinion  that  he  di< 
not.  The  facts  are  simply  these  :  Berger  had  an  option  on  the  stocl 
of  the  two  Dodges  effective  until  July  1,  1919.  Webb,  who  desirec 
to  acquire  the  stock  of  the  Dodges  offered  to  buy  the  Berger  optioi 
in  order  to  obviate  it  as  a  bar  to  his  own  negotiations.  The  Dodges 
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hearing  of  this  fact,  threatened  to  refuse  to  deal  with  Webb  until 
subsequent  to  July  1,  1919,  unless  Berger  would  agree  to  divide  with 
Bloomer  and  McMeans  whatever  he  received  from  the  sale  of  the 
option.  By  refusing  to  deal  with  Webb,  the  Dodges  had  it  in  their 
power  to  render  the  Berger  option  worthless  to  Webb  so  that  he 
would  not  purchase  it.  Berger  agreed  to  do  as  the  Dodges  directed 
and  upon  the  sale  of  the  option  to  Webb  for  $675,000  he  paid,  or 
caused  to  be  paid  to  Bloomer  and  McMeans  $225,000  each.  But  we 
are  unable  to  perceive  that  the  Dodges  realized  anything  from  the 
transaction.  They  had  it  in  their  power  to  force,  and  did  force 
Berger  to  divide  with  Bloomer  and  McMeans  the  proceeds  of  the 
sale  of  the  option,  but  they  made  nothing  for  themselves.  The 
Dodges  contracted  to  sell,  and  did  sell  their  stock  for  $25,000,000. 
They  received  that  amount  and  nothing  more.  We  therefore  hold 
that  the  respondent  was  in  error  in  adding  to  the  income  of  John  F. 
Dodge  any  amount  as  profit  from  the  sale  of  the  Berger  option. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 

Smith,  Morris,  Arundell,  and  Milliken  did  not  participate  in 
the  consideration  or  decision  of  this  proceeding. 


Anna  T.  Dodge  and  Howard  B.  Bloomer,  Executors  of  the  Will 
of  Horace  E.  Dodge,  Deceased,  and  Anna  T.  Dodge,  and  John 
Ballantine,  Trustees  under  the  Will  of  Horace  E.  Dodge, 
Deceased,  Petitioners,  v.  Commissioner  of  Internal  Revenue, 
Respondent. 


Docket  No.  4641.  Promulgated  August  3,  1928. 

1.  A  valuation  of  stock  as  of  March  1,  1913,  made  by  the  Com¬ 
missioner’s  predecessor  in  office  at  the  request  of  a  taxpayer  before 
any  sale  had  been  consummated,  does  not  preclude  the  Commis¬ 
sioner  from  placing  a  different  valuation  on  the  stock  as  of  that 
date  in  determining  tax  liability  resulting  from  the  sale  thereof. 
James  Couzens,  11  B.  T.  A.  - ;  Rosetta  1  .  Ilauss,  12  B.  T.  A. 


2.  Upon  the  authority  of  the  cases  cited  above,  held  that  shares 
of  stock  of  the  Ford  Motor  Co.  sold  by  the  taxpayer  had  a  fair 
market  value  on  March  1,  1913,  of  $10,000  per  share. 

3.  A  waiver  of  the  time  prescribed  by  law  for  the  assessment 
of  Federal  income  and  profits  taxes,  executed  by  an  administrator 
pursuant  to  the  provisions  of  the  Federal  revenue  laws,  is  not 
rendered  invalid  by  provisions  of  state  law  or  the  decision  of 
state  courts,  prohibiting  executors  or  administrators  from  waiving 
the  running  of  the  statute  of  limitations  as  to  claims  against  the 
estate. 
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4.  Where  the  Commissioner,  after  the  enactment  of  the  Revenue 
Act  of  '1924,  determines  a  deficiency  in  taxes  imposed  by  prior 
Revenue  Acts,  section  280  of  the  Act  of  1924  requires  that  the 
taxes  he  assessed  and  collected  in  the  same  manner  as  taxes 
imposed  by  the  Act  of  1924,  and  the  mailing  of  a  notice  of  a  defi¬ 
ciency  pursuant  to  section  274  (a)  of  that  Act,  prior  to  the  expira¬ 
tion  of  the  statute  of  limitations  against  assessment,  operates  under 
section  277  (b)  to  extend  the  period  within  which  assessment  and 
collection  might  be  made. 

5.  In  determining  whether  a  contribution  by  a  taxpayer  was 
made  within  the  taxable  year  the  facts,  rather  than  the  manner  in 
which  the  transaction  was  treated  oil  the  taxpayer’s  books,  are 
controlling. 

(>.  The  act  of  drawing  a  check  to  the  order  of  a  charitable  organi¬ 
zation  is  nothing  more  than  an  attempt  to  make  a  gift,  and  the  gift 
is  not  completed  until  the  check  is  paid,  accepted,  or  certified  by 
the  bank. 

7.  A  check  does  not  operate  as  an  assignment  of  any  part  of  the 
fund  against  which  it  is  drawn,  and  is  subject  to  revocation,  either 
by  the  act  of  the  drawer,  or  by  operation  of  law  in  the  event  of  the 
death  of  the  drawer  prior  to  acceptance  or  certification  by  the  bank  ; 
and,  where  checks  were  drawn  to  the  order  of  charitable  organiza¬ 
tions  during  the  taxable  year  and  some  were  presented  in  the 
following  year  before  the  death  of  the  drawer,  and  some  were  pre¬ 
sented  in  that  year  after  the  death  of  the  drawer,  held  that  the 
contributions  were  not  completed  and  therefore  were  not  deductible 
in  the  taxable  year. 

8.  A  stockholder  gave  an  option  to  purchase  his  stock  and  there¬ 
after  consented  to  a  sale  of  the  option  in  consideration  of  an  agree¬ 
ment  by  the  holder  thereof  to  divide  the  purchase  price  between 
himself  and  certain  third  parties.  The  option  was  thereupon  sold 
and  the  purchase  price  was  divided  pursuant  to  the  agreement. 
Held,  that  the  stockholder  realized  no  income  from  the  sale  of  the 
option. 


Joseph  E .  Davies ,  Esq.,  John  W.  Davis ,  Esq.,  Arthur  J .  Lacy ,  Esq.. 
Clarence  E.  Wilco.e ,  Esq.,  Franklin  D.  Jones ,  Esq.,  Sidney  T.  Miller, 
Esq.,  Herbert  Dope,  Esq.,  E.  Barrett  Pretty  man,  Esq.,  Lewis  II. 
Paddock,  Esq.,  Raymond  II.  Berry,  Esq.,  M ontg  ornery  B.  Angell,. 
Esq.,  Luman  W.  Goodenough,  Esq.,  Russell  A.  McNair,  Esq., 
and  Raymond  N .  Beebe,  Esq.,  for  the  petitioners. 

A.  11  .  Gregg,  Esq., AY.  Hall  Trigg,  Esq.,  Floyd  F.  Toomey,  Esq., 
E.  C .  T^ake,  Esq.,  and  J .  F .  Greaney,  Esq.,  for  the  respondent. 


Before  Steknhagen,  Marquette,  and  Van  Fossax. 


This  proceeding,  which  is  one  of  nine 
for  hearing,  is  for  the  redetermi nation  of  a 
asserted  by  the  respondent  for  the  year 
^5,004,398.20,  as  set  forth  in  a  deficiency  le 
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The  deficiency  arises  from  the  action  of  t lie  respondent  in  determin¬ 
ing  that  certain  shares  of  the  capital  stock  of  the  Ford  Motor  Co. 
of  Michigan,  which  were  sold  by  Horace  E.  Dodge  in  1919,  had  a 
fair  market  value  of  $2,634  per  share  on  March  1,  1913,  instead  of 
$9,489.34  per  share  as  reported  in  the  income-tax  return  filed  by 
Hoi  ■ace  E.  Dodge  for  the  year  1919,  and  in  computing  the  profit 
from  said  sale  on  the  basis  of  a  March  1,  1913,  value  of  $2,634  per 
share.  In  his  amended  answer  the  respondent  alleges  that  the  said 
shares  of  the  capital  stock  of  the  Ford  Motor  Co.  had  a  fair  market 
value  on  March  1,  1913,  of  not  more  than  $3,547.84  per  share;  that 
m  the  income-tax  return  for  the  year  1919  filed  by  Horace  E.  Dodge 
there  were  wrongfully  claimed  and  taken  deductions  from  gross  in¬ 
come  on  account  of  contributions  or  gifts  alleged  to  have  been  made 
in  that  year  in  the  amount  of  $25,000  to  the  Detroit  Patriotic  Fund; 
^50,000  to  the  Eastminster  Presbyterian  Church;  $10,000  to  the 
Presbyterian  Church  Finance  Committee,  and  $25,000  to  the  Protes- 
ant  Orphan  Asylum;  that  there  was  wrongfully  and  illegally  omitted 
from  said  return  income  for  the  year  1919  in  the  amount  of  $225,000, 
eceivecl  by  Horace  E.  Dodge  in  that  year  as  part  of  the  price  for 
vhich  he  sold  his  shares  of  the  capital  stock  of  the  Ford  Motor  Co.; 
hat  the  income  of  Horace  E.  Dodge  for  the  year  1919  should  be 
id  justed  by  computing  the  profit  from  the  sale  of  said  shares  of  the 
apital  stock  of  the  Ford  Motor  Co.  on  the  basis  of  a  fair  market  value 
>f  $3,547.84  per  share  on  March  1,  1913;  by  disallowing  said  deduc- 
ions  taken  in  the  return  filed  by  Horace  E.  Dodge  for  the  year  1919 
>n  account  of  said  contributions  or  gifts  to  the  Detroit  Patriotic  Fund 
md  other  organizations  mentioned,  and  by  adding  to  income  said 
idditional  amount  of  $225,000  received  as  part  of  the  consideration 
or  the  sale  of  said  shares  of  the  capital  stock  of  the  Ford  Motor  Co., 
md  that  the  deficiency  in  tax  for  the  year  1919  is  $4,581,845. 

FINDINGS  OF  FACT. 

1.  Horace  E.  Dodge  died  testate  on  December  10,  4920,  a  resident 
>f  Wayne  County,  Mich.,  and  shortly  thereafter  Anna  T.  Dodge, 
vidow  of  Horace  E.  Dodge,  and  Howard  B.  Bloomer  were  duly  ap- 
>ointed  and  qualified  as  executors  of  the  last  will  and  testament 
>1  Horace  E.  Dodge.  On  June  14,  1924,  the  said  Anna  T.  Dodge 
md  John  Ballantine  were  appointed  and  qualified  as  trustees  under 
fie  will  of  said  Horace  E.  Dodge.  This  action  is  brought  by  said 
xecutors  and  said  trustees  on  behalf  of  the  estate  of  said  decedent. 

2.  On  March  1,  1913,  and  prior  thereto,  and  until  June  17,  1919, 
lorace  E.  Dodge  was  the  owner  of  1,000  shares  of  the  capital  stock  of 
lie  Ford  Motor  Co.,  a  Michigan  corporation,  out  of  a  total  of  20,000 
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shares  of  such  stock  outstanding.  This  stock  was  acquired  by  Horace 
E.  Dodge  prior  to  March  1,  1013.  at  a  cost  which  was  less  than  its  fair 

market  value  on  that  date. 

3.  Shortly  before  April  15,  1919,  Henry  Ford  and  Edsel  Ford, 
who  were  then  the  owners  of  approximately  58 per  cent  of  the 
capital  stock  of  the  Ford  Motor  Co.,  desired  to  purchase  the  remain¬ 
ing  41 1/2  per  cent  of  the  stock  owned  by  the  minority  stockholders, 
including  that  owned  by  Horace  E.  Dodge.  Without  the  knowledge 
of  Horace  E.  Dodge  they  engaged  the  services  of  the  Old  Colony 
Trust  Co.  of  Boston  and  its  representatives  to  purchase  the  stock 
for  them  as  undisclosed  principals.  Pursuant  to  such  arrangement 
and  immediately  prior  to  April  15,  1919,  Stuart  W.  Webb,  then  an 
officer  of  and  acting  for  the  Trust  Company  and  the  undisclosed 
principals,  accompanied  by  other  representatives  of  the  company, 
went  to  Detroit,  Mich.,  to  negotiate  for  the  purchase  of  the  stock  of 
all  minority  stockholders  of  the  Ford  Company,  including  the  1,000 

shares  thereof  then  owned  by  Horace  E.  Dodge. 

4.  There  are  hereby  incorporated  herein  and  made  a  part  hereof, 
paragraphs  numbered  4  to  28,  inclusive,  of  the  findings  of  fact  in  the 

case  of  James  Comens ,  11  B.  T.  A.  1040. 

5.  The  contents  of  the  letter  of  May  19,  1919,  from  Commissioner 
Roper  to  Arthur  R.  Ballantine,  which  letter  is  set  forth  in  full  in 
paragraph  26  of  the  findings  of  fact  in  the  case  of  J arnes  Comens , 
supra .  were  communicated  to  Horace  E.  Dodge  and  he  instructed 
his  attorney,  Howard  B.  Bloomer,  to  negotiate  the  sale  of  the  stock 
of  the  Ford  Motor  Co.  owned  by  him,  Horace  E.  Dodge,  on  the  basis 
of  the  understanding  as  to  March  1,  1913,  value  of  said  stock  as  set 
forth  in  said  letter  from  Commissioner  Roper  to  Ballantine. 

6.  On  June  IT,  1919,  Horace  E.  Dodge  entered  into  a  certain 
written  agreement  for  the  sale  of  his  1.000  shares  of  the  capital  stock 
of  the  Ford  Motor  Co.  to  Stuart  W.  Webb  at  a  price  of  $12,500  per 
share,  and  under  that  agreement  said  stock  was  delivered  to  the 

purchaser  and  said  purchase  price  paid. 

7.  On  April  15,  1920,  Horace  E.  Dodge  filed,  or  caused  to  be  filed 
in  the  office  of  the  collector  at  Detroit,  Mich.,  his  individual  income- 
tax  return  for  the  calendar  year  1919,  he  having  previously  been 
granted  an  extension  of  30  days  by  the  collector  for  the  filing  of 
such  return.  Said  return  disclosed  a  total  net  income  subject  to 
normal  tax  of  $2,965,690.07  and  a  total  net  income  subject  to  surtax 
of  $3,277,813.97.  and  tax  due  thereon  in  the  amount  of  $2,301,184.28, 
of  which  there  was  paid  at  the  date  of  the  filing  of  the  return  the 
amount  of  $578,172.55.  There  was  included  in  the  gross  income 
shown  on  the  return  the  amount  of  $3,010,660  as  the  profit  derived  by 
Horace  E.  Dodge  on  the  sale  of  his  shares  of  the  capital  stock  of  the 
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Ford  Motor  Co.,  this  amount  being  the  difference  between  the  selling 
price  of  $12,500,000  and  the  March  1,  1913,  value  of  the  stock, 
$9,489,340,  computed  on  the  basis  of  $9,489.34  per  share  in  accordance 
with  the  letter  of  Commissioner  Roper  to  Ballantine,  and  in  comput¬ 
ing  net  income  there  were  deducted  the  following  amounts  as  contri¬ 
butions  or  gifts  made  during  the  year  1919  to  corporations  organized 
and  operated  exclusively  for  religious,  charitable,  scientific  or  educa¬ 


tional  purposes : 

Detroit  Patriotic  Fuad _ $45,  833.  50 

Eastminster  Presbyterian  Cburch _  54,  738.  54 

Presbyterian  Church  Finance  Committee _  10,  000.  00 

Protestant  Orphan  Asylum _  25,  000.  00 


On  June  8,  1920,  the  tax  disclosed  by  said  return  was  assessed  by 
the  then  Commissioner  of  Internal  Revenue,  William  M.  Williams. 

8.  Commissioner  Williams  went  out  of  office  April  11,  1921,  and 
Millard  F.  West  became  Acting  Commissioner  of  Internal  Revenue 
on  that  date.  West’s  term  as  Acting  Commissioner  ended  May  26, 
1921,  and  he  was  succeeded  by  Commissioner  David  H.  Blair,  who 
has  continued  in  office  since. 

9.  There  are  hereby  incorporated  and  made  a  part  hereof,  para¬ 
graphs  141  to  332,  inclusive,  of  the  findings  of  fact  in  the  case  of 
James  C omens ,  supra. 

10.  The  fair  market  price  or  value  on  March  1,  1913,  of  the  1,000 
shares  of  the  capital  stock  of  the  Ford  Motor  Co.,  which  were  owned 
by  Horace  E.  Dodge  on  that  date  and  sold  b}^  him  on  June  17, 
1919,  was  $10,000,000. 

11.  On  December  31,  1919,  Horace  E.  Dodge  drew  a  check  for 
$25,000  against  a  joint  account  maintained  by  him  and  John  F. 
Dodge  in  the  Old  Detroit  National  Bank,  payable  to  “  Detroit 
Patriotic  Fund,  subscription  in  full  to  Patriotic  Charity  Fund,”  and 
on  the  same  day  he  mailed  the  check  to  the  payee.  On  January 
2,  1920,  said  check  was  received  by  the  payee;  on  January  6,  1920, 
it  was  deposited  by  the  payee  in  the  Bank  of  Detroit,  and  on  January 
7,  1920,  it  was  presented  to  and  paid  by  the  First  and  Old  Detroit 
National  Bank,  the  then  name  of  the  drawee  bank.  The  amount 
of  this  check  was  claimed  as  a  deduction  from  aross  income  in 
(he  individual  income-tax  return  filed  by  Horace  E.  Dodge  for 
the  year  1919  and  is  included  in  the  item  of  $45,833.50  mentioned  in 
paragraph  7  hereof. 

12.  Some  months  prior  to  December  31,  1919,  representatives  of 
the  Eastminster  Presbyterian  Church  of  Detroit  approached  Howard 
B.  Bloomer,  attorney  for  Horace  E.  Dodge,  relative  to  obtaining 
a  loan  from  Horace  E.  Dodge  for  the  construction  of  a  church 
building.  Horace  E.  Dodge  agreed  to  loan  the  church  $50,000  with  * 
which  to  build  a  church  building,  and  to  buy  the  real  estate  upon 
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which  the  building  was  to  be  located.  Proposed  contracts  covering 
this  loan  were  signed  by  the  trustees  of  the  church  but  were  never 
executed  by  Dodge  as  he  decided  to  give  the  money  rather  than  to 
lend  it.  On  December  31,  1919,  Horace  E.  Dodge  drew  a  check  for 
$50,000  against  a  joint  account  maintained  by  him  and  John  F. 
Dodge  in  the  old  Detroit  National  Bank  payable  to  the  *'  1  rustees 
of  Eastminster  Presbyterian  Church  for  erection  of  a  church  on 
Manistaque  Ave.,  Detroit,  Michigan.”  On  the  same  day  said  check 
was  delivered  to  Howard  B.  Bloomer,  after  Horace  E.  Dodge  had 
told  Bloomer  that  lie  would  have  the  check  made  out  and  given 
to  him  for  the  church.  On  the  evening  of  December  31,  1919, 
Bloomer  telephoned  Dr.  Jacquess,  a  representative  of  the  church, 
that  he,  Bloomer,  had  the  check  for  the  church.  On  December 
31,  1919,  Horace  E.  Dodge  executed  a  deed  to  the  church  for  real 
property  which  had  cost  him  $4,738.54.  The  check  mentioned  re¬ 
mained  in  Bloomer’s  safe  until  January  13,  1920,  when  it  was  pre¬ 
sented  to  the  First  and  Old  Detroit  National  Bank,  the  then  name 
of  the  drawee  bank,  for  certification,  and  was  certified  by  said  bank. 
On  the  same  day  said  check  was  deposited  in  the  Wayne  County  and 
Home  Savings  Bank,  Detroit,  Mich.,  and  a  certificate  of  deposit 
was  issude  by  that  bank  payable  to  “  Trustees  of  Eastminster  Presby¬ 
terian  Church.”  The  amount  of  this  check  was  claimed  as  a  deduc¬ 
tion  from  gross  income  m  the  individual  income-tax  return  filed 
by  Horace  E.  Dodge  for  the  calendar  year  1919  and  is  included  in 
the  item  of  $54,738.54  mentioned  in  paragraph  7  hereof. 

13.  Prior  to  December  31,  1919,  Horace  E.  Dodge  had  informed 
Howard  B.  Bloomer  that  he  desired  to  purchase  a  farm  for  the 


Protestant  Orphan’s  Asylum  summer  home.  On  December  31,  1919. 
he  told  Bloomer  that  would  have  a  check  given  to  him.  Bloomer,  for 
$25,000,  payable  to  the  order  of  the  Protestant  Orphan’s  Asylum. 
On  the  same  day  Horace  E.  Dodge  drew  a  check  for  $25,000  against 
a  joint  account  maintained  by  him  and  John  F.  Dodge  in  the  Old 
Detroit  National  Bank,  payable  to  the  “  Trustees  of  Protestant  Or¬ 
phan’s  Asylum  of  Detroit,”  and  had  the  check  delivered  to  Bloomer. 
Bloomer  kept  the  check  until  January  13,  1920,  when  it  was  pre¬ 
sented  to  the  First  and  Old  National  Bank,  the  then  name  of  the 


drawee  bank,  for  certification,  and  was  certified  by  said  bank.  On 
the  same  day  said  check  was  deposited  in  the  Wayne  County  and 
Home  Savings  Bank,  of  Detroit,  Mich.,  and  a  certificate  of  deposit 
was  issued  by  that  bank  payable  to  “Trustees  of  Protestant  Orphan’s 
Asylum.”  Bloomer  retained  the  certificate  of  deposit  and  placed  it 
in  his  safe  for  safe-keeping,  and  he  later  assisted  the  Protestant 
Orphan’s  Asylum  in  finding  a  farm.  When  a  suitable  farm  was 
'found  Bloomer  acted  as  attorney  for  the  Protestant  Orphan’s  Asylum 
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in  the  matter,  and  the  certificate  of  deposit  was  endorsed  to  him  and 
was  deposited  in  his  own  account,  and  he  paid  for  the  farm  with  the 
proceeds  of  the  certificate  of  deposit  and  additional  funds  of  his 
own,  for  which  additional  funds  he  was  later  reimbursed.  The 
amount  of  said  check  was  claimed  as  a  deduction  from  gross  income 
in  the  individual  income-tax  return  filed  by  Horace  E.  Dodge  for 
the  year  1919  and  is  the  item  of  $25,000  mentioned  in  paragraph  7 
hereof. 

14.  On  December  31,  1919,  Horace  E.  Dodge  drew  a  check  for 
$10,000  against  a  joint  account  maintained  by  him  and  John  F. 
Dodge  in  the  Old  Detroit  National  Bank,  payable  to  “A.  F.  Edwards, 
Chairman  Finance  Committee  Presbyterian  Church,”  and  on  the 
same  day  he  mailed  the  check  to  the  payee.  On  January  2,  1920, 
said  check  was  received  by  the  payee  through  the  mail;  on  January 
6,  1920,  it  was  deposited  by  the  pajme  in  the  Peoples  State  Bank 
of  Detroit,  and  on  January  7,  1920,  it  was  presented  to  and  paid  by 
the  h  irst  and  Old  Detroit  National  Bank,  the  then  name  of  the 
drawee  bank.  The  amount  of  said  check  was  claimed  as  a  deduction 
from  gross  income  in  the  individual  income-tax  return  filed  by 
Horace  E.  Dodge  for  the  year  1919  and  is  the  item  of  $10,000 
mentioned  in  paragraph  7  hereof. 

15.  On  April  3,  1919,  John  F.  Dodge  and  Horace  E.  Dodge,  each 
then  being  the  owner  of  1,000  shares  of  the  stock  of  the  Ford  Motor 
Co.,  gave  options  upon  their  shares  of  stock  to  one  Emanuel  T.  Berger. 
These  options  gave  Berger  or  his  assigns  the  right  at  any  time  within 
one  month  to  purchase  said  stock  at  $12,500  per  share,  plus  any  and 
all  dividends  ordered  paid  by  the  Supreme  Court  of  Michigan,  and 
any  amount  which  might  be  levied  or  assessed  by  the  United  States 
or  the  State  of  Michigan  for  income  taxes,  excess-profits  taxes,  sur¬ 
taxes,  or  any  other  tax.  These  options  were  later  extended  until 
noon,  July  1,  1919.  About  the  8th  or  9th  of  June,  1919,  John  F. 
Dodge  discussed  with  Bloomer,  his  attorney,  the  prospective  sale  by 
the  two  Dodges  of  their  Ford  stock  to  Stuart  W.  Webb.  Dodge  said 
that  Webb  had  offered  Berger  $675,000  for  the  surrender  of  his 
options,  but  that  he,  Dodge,  would  not  consider  the  Webb  offer  until 
after  the  expiration  of  the  Berger  options,  unless  Berger  would  sur¬ 
render  his  options,  and  that  if  he  would  surrender  them  the  Dodges 
would  give  a  new  option  to  Bloomer  and  McMeans,  secretary  to  the 
two  Dodges,  which  would  be  worth  $675,000  and  which  should  be 
divided  among  Berger,  Bloomer,  and  McMeans.  Dodge  instructed 
Bloomer  to  see  Berger  and  put  this  proposition  to  him,  which  Bloomer 
did  the  next  day.  After  some  preliminary  negotiations,  an  agree¬ 
ment  in  writing  was  made  by  and  between  Berger  and  Webb,  by 
which  Webb  agreed  to  pay  Berger  $675,000  in  consideration  of  the 
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surrender  by  Berger  of  his  options.  This  agreement  was  dated  June 
IT,  1919,  and  simultaneously  with  the  execution  thereof  Berger  exe¬ 
cuted  an  assignment  of  his  rights  under  said  agreement  to  the  Old 
Detroit  National  Bank  and  signed  a  letter  to  that  bank  directing  it 
to  pay  the  $675,000  collected  under  the  agreement  in  equal  parts 
to  himself,  McMeans,  and  Bloomer.  On  July  16,  1919,  the  Old 
Detroit  National  Bank  received  from  Webb  $675,000  u  On  account 
of  the  Berger  option  agreement  dated  June  17,  1919,”  and  paid  it 
over  in  equal  parts  to  Berger,  McMeans,  and  Bloomer  by  cashier’s 
checks  dated  July  17,  1919. 

16.  The  books  of  account  of  Horace  E.  Dodge  were  kept  and  his 
income-tax  return  made  on  the  cash  receipts  and  disbursements  basis. 


The  checks  mentioned  in  paragraphs  11,  12,  13,  and  14  hereof  were 
posted  to  the  check  register  of  Horace  E.  Dodge  as  disbursements  of 
December  31,  1919.  They  were  posted  from  the  check  register  to  the 
ledger  account  of  Horace  E.  Dodge  as  disbursements  of  December 
31,  1919,  shortly  thereafter  in  the  regular  course  of  business.  The 
books  of  Horace  E.  Dodge  were  closed  immediately  after  the  end  of 
the  calendar  year,  which  was  also  his  fiscal  year,  and  the  said  checks 
were  treated  as  1919  disbursements.  The  same  practice  was  involved 
m  closing  the  books  of  Horace  E.  Dodge  for  the  years  1917  and  1918, 
the  checks  issued  prior  to  the  end  of  the  closing  period  being  treated 
as  disbursements  for  the  year  in  which  they  were  issued. 

17.  On  January  10,  1921,  Deputy  Commissioner  G.  W.  Newton 
addressed  a  letter  to  the  executor  of  the  estate  of  Hoi  ace  E.  Dodge 
with  respect  to  certain  adjustments  made  by  the  Bureau  of  Internal 
lie  venue  covering  the  income-tax  return  of  Horace  E.  Dodge  for  the 
year  1919,  wherein  additional  tax  in  the  amount  of  $534,420.20  was 
alleged  to  be  due,  said  additional  tax  being  based  upon  adjustments 
covering  only  (1)  a  dividend  of  $963,769.20  received  by  Horace  E. 
Dodge  in  the  year  1919,  which  dividend  he  had  reported  in  an 
amended  income-tax  return  for  the  year  1916  as  taxable  income  in 
that  year,  and  (2)  disallowance  of  a  deduction  for  a  contribution  of 
$100  made  by  Horace  E.  Dodge  to  the  Kooseve.lt  Memorial  1  und. 
Said  additional  tax  was  assessed  on  April  12,  1921,  on  the  Maicli. 
1921.  List,  and  a  claim  for  abatement  thereof  was  filed  on  April  20. 
j  921  Said  claim  for  abatement  of  said  additional  tax  was  denied  b} 
the  Income  Tax  Unit.  On  May  28,  1921,  Howard  B.  Bloomer, 
executor  of  the  will  of  Horace  E.  Dodge,  deceased,  addressed  a  letter 
to  the  Commissioner  appealing  to  the  Committee  on  Appeals  and 
Review  from  the  decision  and  reiusal  of  the  Income  lax  Unit  to 
abate  said  additional  tax  of  $534,420.20,  and  requested  a  hearing  in 
the  matter.  A  hearing  was  thereafter  had  before  the  Committee  on 
Appeals  and  Review  upon  said  appeal  and  on  April  24,  1922,  a  letter 
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was  addressed  to  Messrs.  McGregor  &  Bloomer,  at  Detroit,  Mich., 
by  F.  G.  Smith,  Secretary  of  the  Committee  on  Appeals  and  Review, 
advising  them  that  the  Committee  on  Appeals  and  Review  had 
recommended  that  the  action  of  the  Income  Tax  Unit  be  sustained 
and  that  the  appeal  be  denied.  On  June  15,  1022,  E.  H.  Batson, 
Deputy  Commissioner,  through  B.  S.  Kimball,  Head  of  Division, 
addressed  a  letter  to  the  said  Howard  B.  Bloomer,  executor  of  the 
estate  of  Horace  E.  Dodge,  stating  that  the  action  of  the  Income  Tax 
Unit  with  respect  to  the  claim  for  abatement  of  said  additional  tax 
had  been  sustained  by  the  Committee  on  Appeals  and  Review  and 
that  said  claim  had  been  rejected.  Thereafter  the  said  Howard  B. 
Bloomer,  Executor,  received  a  notice  and  demand  for  payment  of 
said  additional  tax  and  interest  thereon  from  the  collector  at  Detroit, 
and  on  June  28,  1922,  the  said  Howard  B.  Bloomer,  as  executor  of 
the  estate  of  Horace  E.  Dodge,  paid  under  protest  to  the  collector  at 
Detroit  said  additional  tax  in  the  amount  of  $534,420.20. 

18.  Some  time  prior  to  December  8,  1922,  L.  H.  Ruslibrook  and 
F.  L.  Van  Haaften,  field  agents  in  the  Bureau  of  Internal  Revenue, 
made  an  examination  of  the  books  and  records  of  Horace  E.  Dodge, 
deceased,  for  the  years  1917  to  1920,  inclusive,  and  made  a  report  of 
their  examination  under  date  of  December  8,  1922.  A  copy  of  said 
report  was  mailed  to  Howard  B.  Bloomer,  executor  of  the  estate  of 
Horace  E.  Dodge,  on  December  11,  1922.  On  April  2,  1923,  a  sup¬ 
plemental  report  covering  the  income-tax  liability  of  Horace  E. 
Dodge  for  the  year  1919  was  transmitted  to  the  Commissioner  of 
Internal  Revenue. 

19.  On  Slay  28,  1923,  a  claim  for  refund  of  said  additional  tax  of 
$534,420.20  paid  under  protest  on  June  28,  1922,  was  sworn  to  and 
filed  with  the  collector  at  Detroit  by  Howard  B.  Bloomer,  executo:- 
of  the  estate  of  Horace  E.  Dodge,  and  an  oral  hearing  thereon  re¬ 
quested.  On  September  18,  1923,  a  letter  was  sent  by  Commissioner 
David  H.  Blair  to  the  said  Howard  B.  Bloomer  in  relation  to  the 
assessment  of  additional  income  taxes  for  the  year  1919  against  the 
estate  of  Horace  E.  Dodge,  and  denying  the  request  made  by  Bloomer 
that  the  matter  be  referred  to  the  Attorney  General  for  his  opinion. 

20.  On  January  3,  1924,  a  “  30-day  ”  letter  was  addressed  by  J.  G. 
Bright,  Deputy  Commissioner,  to  Howard  B.  Bloomer,  executor  of 
the  estate  of  Horace  E.  Dodge,  giving  data  on  the  reexamination  of 
the  income-tax  returns  of  Horace  E.  Dodge  for  the  years  1917  to 
the  date  of  Horace  E.  Dodge’s  death,  December  10,  1920,  and  pro¬ 
posing  additional  tax  for  the  year  1919  in  the  amount  of  $212,098.83. 
On  April  12,  1924,  a  protest  was  filed  with  the  Bureau  of  Internal 
Revenue  hv  said  Howard  B.  Bloomer,  executor  of  the  estate  of 
Horace  E.  Dodge,  from  the  findings  of  the  Income  Tax  Unit  with 
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respect  to  the  returns  of  Horace  E.  Dodge  for  the  years  1917  to  1920. 
and  on  October  13,  1924.  a  letter  was  addressed  by  J.  G.  Bright. 
Deputy  Commissioner,  to  the  said  Howard  B.  Bloomer,  executor, 
stating  that  said  protest  of  April  12,  1924,  had  been  referred  to  the 
Solicitor  of  Internal  Revenue  for  his  opinion  thereon.  An  oral 
hearing  on  said  protest  was  had  in  the  Solicitor's  Office  on  December 
16,  1924,  and  on  April  14,  1925,  the  Solicitor  rendered  his  opinion 
thereon,  recommending  that  the  protest  be  sustained  in  part  and 
denied  in  part. 

21.  No  part  of  said  additional  taxes  of  $534,420.20  and  $212,098.83, 
respectively,  assessed  or  proposed  to  be  assessed  against  the  estate 
of  Horace  E.  Dodge  for  the  year  1919  is  due  to  any  change  made  or 
proposed  to  be  made  in  valuation  of  $9,489.34  per  share  made  by 
Commissioner  Roper  and  used  in  the  original  return  filed  by  Horace 
E.  Dodge  for  the  year  1919,  as  the  basis  for  computing  the  profit 
realized  by  him  in  that  year  from  the  sale  of  his  shares  of  the 
capital  stock  of  the  Ford  Motor  Co. 

22.  Prior  to  Januarv  1,  1925,  the  executors  and  trustees  under  the 
will  of  Horace  E.  Dodge,  deceased,  paid  the  United  States  Govern¬ 
ment  estate  taxes  in  the  amount  of  $8,879,073.28,  and  thereafter  on 
December  22,  1925,  said  trustees  and  executors  filed  in  the  office  of 
the  collector  at  Detroit  their  claim  for  refund  of  such  portion  of  said 
estate  tax  as  would  be  refundable  to  them  should  the  estate  of 
Horace  E.  Dodge  be  found  liable  for  any  additional  income  taxes  for 
the  calendar  year  1919. 

23.  Prior  to  January  1,  1925,  the  estate  of  Horace  E.  Dodge,  de¬ 
ceased,  paid  to  the  State  of  Michigan,  inheritance  taxes  in  the  amount 
of  $753,192.25  and  interest  thereon  in  the  amount  of  $75,068.26. 

24.  On  January  31,  1925,  the  Commissioner  and  Howard  B. 
Bloomer,  as  executor  of  the  estate  of  Horace  E.  Dodge,  entered 
into  a  written  agreement,  which  is  in  the  words  and  figures  following, 
to  wit : 

Income  and  Profits  Tax  Waives 


(For  taxable  years  tended  prior  to  March  1.  1921) 


In  pursuance  of  the  provisions  of  existing  Internal  Revenue  Laws.  Estate 
of  Horace  E.  Dodge,  a  taxpayer  of  Detroit,  Michigan,  and  the  Commission® 
of  Internal  Revenue  hereby  wa  ve  the  time  prescribed  by  law  for  making 
any  assessment  of  the  amount  of  income,  excess-profits,  or  war-profits  taxes 
due  under  any  return  made  by  or  on  behalf  of  said  taxpayer  for  the  ,\ear 
1919,  under  existing  revenue  acts,  or  under  prior  revenue  acts.  This  waiver 
of  the  time  for  making  any  assessment  as  aforesaid  shall  remain  in  effect  until 
December  31,  1925,  and  shall  then  expire  except  that  if  a  notice  of  a  deficiency 
in  tax  is  sent  to  sa  d  taxpayer  by  registered  mail  before  said  date  and  (1)  w 
apiveal  is  filed  therefrom  with  the  United  States  Board  of  Tax  Appeals  then 
said  date  shall  be  extended  sixty  days,  or  (2)  if  an  appeal  is  tiled  with  sai<l 
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Board  then  said  date  shall  be  extended  by  the  number  of  days  between  the  date 
of  mailing  of  said  notice  of  deficiency  and  the  date  of  final  decision  by  said 
Board. 

Estate  of  Horace  E.  Dodge, 

Taxpayer. 

By  Howard  B.  Bloomer, 

Executor. 

D.  H.  Blair, 

Commissioner. 

If  this  waiver  is  executed  on  behalf  of  a  corporation,  it  must  be  signed  by 
such  officer  or  officers  of  the  corporation  as  are  empowered  under  the  laws  of 
the  State  in  which  the  corporation  is  located  to  sign  for  the  corporation,  in 
addition  to  which,  the  seal,  if  any,  of  the  corporation  must  be  affixed. 

25.  On  March  12,  1925,  J.  G.  Bright,  Deputy  Commissioner,  mailed 
to  Howard  B.  Bloomer,  executor  of  the  estate  of  Horace  E.  Dodge,  a 
letter  which  is  as  follows: 

Treasury  Department, 
Washington,  March  12,  1925. 

Office4  of  Commissioner  of  Internal  Revenue. 

IT :  PA-5 
IIP 

Mr.  Howard  B.  Bloomer, 

Estate  of  Horace  E.  Dodge, 

840  Penobscot  Building, 

Detroit,  Michigan. 

Sir:  An  adjustment  of  the  income  tax  return  filed  by  Horace  E.  Dodge  for 
the  year  1919  discloses  a  deficiency  in  tax  amounting  to  $5,004,398.20,  as  shown 
in  the  following  statement : 

Block  D.  as  reported,  1000  shares  Ford  Motor  Company  stock 


Sale  price - $12,  500,  000.  00 

March  1,  1913  value - -  9,  489,  340.  00 

Profit -  3,  010,  060.  00 

March  1,  1913,  value  reported _  9.  489,  340.  00 

March  1,  1913,  value  corrected _ 2,  634,  000.  00 


Profit  understated -  6,  855,  340.  00 

Normal  and  surtax  at  73%. 

Additional  tax -  5,  004,  389.  20 


If  you  protest  against  the  determination  of  the  deficiency  the  Bureau  desires 
to  proceed  in  the  regular  manner  to  the  consideration  of  any  information  sub¬ 
mitted  by  you.  However,  the  period  with  n  which  the  Commissioner  may  assess 
additional  taxes  for  the  year  1919  will  expire  in  the  near  future,  and  in  order 
to  avoid  the  necessity  of  making  an  immediate  assessment  prior  to  such  con¬ 
sideration,  it  is  requested  that  you  sign  and  return  the  enclosed  form  of  waiver 
to  til's  office  within  fifteen  days  of  the  date  of  this  letter. 

In  the  event  the  waiver  is  not  received  within  the  time  stated  above  for 
its  filing,  it  will  be  necessary  to  make  assessment  under  Ihe  provisions  of 
section  274  (d)  of  the  Revenue  Act  of  1924. 

Respectfully, 

J.  G.  Bright, 
Deputy  Commissioner. 
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26.  On  April  7,  1925,  the  Commissioner,  by  J.  G.  Bright,  Deputy 
Commissioner,  mailed  to  Howard  B.  Bloomer,  executor  of  the  estate 
of  Horace  E.  Dodge,  a  “  60-day  ”  letter,  the  deficiency  letter  herein, 
which  is  as  follows: 


Treasury  Department, 

Washington,  April  7.  192;). 


IT:  PA-5 


IIP 

Mr.  Howard  B.  Bloomer, 

Estate  of  Horace  E.  Dodge, 

SlfO  Penobscot  Building, 

Detroit,  Michigan. 

Sir:  An  examination  of  the  income  tax  return  tiled  by  Horace  E.  Dodge 
for  the  year  1919  discloses  additional  tax  in  the  amount  of  $5,004  398.20,  which 


was  indicated  to  you  in  a  letter  dated  March  12,  1925. 

In  accordance  with  the  provisions  of  Section  2t4  of  the  Revenue  Act  of 
1924,  you  are  allowed  GO  days  from 'the  date  of  this  letter  within  which  to  hie 
an  appeal  to  the  United  States  Board  of  Tax  Appeals  contesting  in  whole  or 
in  part  the  correctness  of  this  determination. 

Where  a  taxpayer  has  been  given  an  opportunity  to  appeal  to  the  United 
States  Board  of  Tax  Appeals  and  has  not  done  so  within  the  GO  days  pre¬ 
scribed  and  an  assessment  has  been  made,  or  where  a  taxpayer  has  appealed 
and  an  assessment  in  accordance  with  the  final  decision  on  such  appeal  has 
been  made,  no  claim  in  abatement  in  respect  of  any  part  of  the  deficiency 
will  be  entertained. 

If  you  aequ  esce  in  this  determination  and  do  not  desire  to  file  an  appeal, 
you  are  requested  to  sign  the  enclosed  agreement  consenting  to  the  asessment 
of  the  deficiency  and  forward  it  to  the  Comm:  sisoner  of  Internal  Revenue. 
Washington,  D.  C.,  for  the  attention  of  IT:  PA-5:  IIP.  In  the  event  that 
you  acquiesce  in  a  part  of  the  determination,  the  agreement  should  be  executed 
with  respect  to  the  items  agreed  to. 

Respectfully, 

D.  H.  Blair,  Comnmsionei'. 

By  J.  G.  Bright,  Deputy  Ctytnmisswner. 


Enclosures :  Statements. 


27.  The  estate  of  Horace  E.  Dodge  appealed  to  this  Board  from 
the  determination  of  the  Commissioner  as  set  forth  in  the  deficiency 
letter  of  April  7,  1925,  and  the  petition  was  filed  on  June  4,  1925. 
The  respondent  filed  an  answ’er  to  the  petition  and  on  December  27, 
1926,  upon  leave  duly  granted,  filed  an  amended  answer  thereto.  In 
his  amended  answer  the  respondent  alleged  that  the  shares  of  the 
capital  stock  of  the  Ford  Motor  Co.  had  a  fair  market  value  on 
March  1,  1913,  of  not  more  than  $3,547.84  per  share;  that  in  the 
income-tax  return  filed  by  Horace  E.  Dodge  for  the  year  1919  there 
were  wrongfully  claimed  and  taken  as  deductions  from  gross  income 
the  amount  of  $25,000,  contributed  by  Horace  E.  Dodge  to  the  Detroit 
Patriotic  Fund,  as  set  forth  in  paragraph  11  hereof;  $50,000  con¬ 
tributed  by  Horace  E.  Dodge  to  the  Eastminster  Presbyterian  Church 
of  Detroit,  as  set  forth  in  paragraph  12  hereof ;  $25,000  contributec 
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>y  Horace  E.  Dodge  to  the  Protestant  Orphan's  Asylum,  as  set 
forth  in  paragraph  13  hereof,  and  $10,000  contributed  by  Horace  E. 
Dodge  to  the  Presbyterian  Church  Finance  Committee,  as  set  forth 
m  paragraph  14  hereof;  that  there  was  wrongfully  and  illegally 
amitted  from  said  return  income  in  the  amount  of  $225,000  received 
ay  Horace  E.  Dodge  in  the  year  1919  from  the  Old  Colony  Trust  Co., 
through  Stuart  W.  Webb,  its  agent,  in  connection  with  the  Berger 
aption,  under  the  circumstances  set  forth  in  paragraph  15  hereof; 
that  the  income  of  Horace  E.  Dodge  for  the  year  1919  should  be 
adjusted  by  computing  the  profit  from  the  sale  of  his  shares  of  the 
capital  stock  of  the  Ford  Motor  Co.  on  the  basis  of  a  fair  market 
value  of  $3,547.84  per  share  on  March  1,  1913;  by  disallowing  said 
deductions  taken  in  the  return  filed  by  Horace  E.  Dodge  for  the  year 
1919  on  account  of  said  contributions  to  the  Detroit  Patriotic  Fund, 
the  Eastminster  Presbyterian  Church,  the  Presbyterian  Church 
Finance  Committee  and  the  Protestant  Orphan’s  Asylum,  and  by 
adding  to  income  said  additional  amount  of  $225,000  alleged  to  have 
been  received  by  Horace  E.  Dodge  in  connection  with  the  Berger 
aption,  and  that  the  deficiency  in  tax  for  the  year  1919  is  $4,581,845.00. 


OPINION. 

Marquette:  The  first  two  issues  raised  by  the  pleadings  in  this 
proceeding  are  identical  with  the  issues  in  the  case  of  James  Q omens , 
supra,  and  the  facts  relative  thereto  are  substantially  the  same  as  in 
the  Couzens  case.  On  the  authority  of  our  decision  in  James  Cou- 
zens ,  supra ,  we  hold  that  the  respondent  had  the  right  to  determine 
the  fair  market  price  or  value  of  Horace  E.  Dodge’s  stock  in  the 
Ford  Motor  Co.,  and  from  the  evidence  we  find  that  the  fair  market 
price  or  value  of  said  stock  on  March  1,  1913,  was  at  the  rate  of  $10,- 
000  per  share.  Therefore,  the  basis  for  computing  the  gain  from  the 
sale  of  the  stock  owned  by  Horace  E.  Dodge  was  $10,000,000  and  the 
gain  was  $2,500,000  instead  of  $3,010,660,  as  returned. 

The  other  issues  herein  are  the  same  as  those  raised  by  the  amended 
answer  and  replication  in  the  case  of  John  F.  Dodge  v.  Commis¬ 
sioner ,  this  day  decided,  and  the  facts  are  essentially  the  same  as 
those  in  that  case.  On  the  authority  of  our  decision  in  the  Estate  of 
John  F.  Dodge ,  supra ,  we  hold:  (1)  That  assessment  and  collection 
of  the  additional  tax  asserted  by  the  respondent  in  his  amended 
answer  herein  are  not  barred  by  the  statute  of  limitation ;  (2)  that  the 
contributions  or  gifts  made  by  Horace  E.  Dodge  to  the  Detroit 
Patriotic  Fund,  the  Eastminster  Presbyterian  Church,  the  Presby¬ 
terian  Finance  Committee,  and  the  Protestant  Orphan’s  Asylum, 
as  set  forth  in  paragraphs  11,  12,  13,  and  14  of  the  findings  of  fact 
herein,  were  not  made  in  the  year  1919  within  the  meaning  of  the 


236 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(22.r 


Revenue  Act  of  1918,  and  are  not  deductible  in  computing  the  ne 
income  of  Horace  E.  Dodge  for  1919,  and  (3)  that  Horace  E.  Dodg 
realized  no  income  from  the  sale  of  the  Berger  option. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  5C 

Smith,  Morris,  Arundell,  and  Millikex  did  not  participate  ii 
the  consideration  or  decision  of  this  proceeding. 


Estate  of  Edwin  D.  Metcalf,  Petitioner,  v.  Commissioner  oi 

Internal  Revenue,  Respondent. 

Docket  No.  13348.  Promulgated  August  6,  1928. 

A  corporation  in  which  petitioner  was  a  stockholder  issued 
r  ghts  to  subscribe  to  stock  of  another  corporation.  Held,  the 
rights  so  received  by  petitioner  constitute  taxable  d  vidends. 

Ralph  Roy  all,  Esq.,  for  the  petitioner. 

Frank  S.  Easby-Smith,  Esq.,  for  the  respondent. 


Deficiency  in  income  tax  for  the  calendar  year  1921  in  the  amoun 
of  $8,010.71.  The  deficiency  arises  from  the  inclusion  by  the  Com 
missioner  in  income  of  the  proceeds  received  by  the  estate  from  tin 
sale  of  the  rights  to  subscribe  for  stock  of  the  Pacific  Oil  Co.  issue* 
bv  the  Southern  Pacific  Co.  to  its  stockholders. 

4/ 


FINDINGS  OF  FACT. 


The  decedent  at  the  time  of  his  death  in  1915  was  the  owner  o 

1,000  shares  of  stock  in  the  Southern  Pacific  Co.,  the  fair  marke 

value  of  which  at  the  date  of  death  was  $102.50  per  share.  Th< 

estate  continued  to  own  this  property  in  the  year  1921.  I  nder  dat< 

of  December  1,  1920,  the  board  of  directors  of  the  Sotuhern  Pacifi 

Co.  informed  its  stockholders  of  a  plan  for  the  separation  of  it; 

California  oil  properties.  I  nder  date  of  December  1,  1920,  the  boan 

of  directors  of  the  Southern  Pacific  Co.  informed  its  stockholders  o 

a  plan  whereby  a  new  corporation  was  to  be  organized  for  the  pur 

pose  of  taking  over  oil  properties  of  the  Southern  Pacific  Co.  whicl 

at  that  time  were  held  by  the  Southern  Pacific  Land  Co.,  all  oi 

whose  stock  was  owned  bv  the  Southern  Pacific  Co.  1  be  new  cor 

%/ 

poration  was  to  be  known  as  the  Pacific  Oil  Co.  and  was  to  hav 
capital  stock  of  3,500,000  shares.  This  made  available  sufHcieri 
shares  of  stock  of  the  new  company  to  allocate  one  share  thereof  t< 
each  share  of  stock  of  the  Southern  Pacific  Co.  The  Southern  Pacifi* 
Co.  subscribed  for  the  stock  of  the  new  company  at  $15  a  share,  am 
the  new  company  used  the  funds  thus  received,  except  for  an  amounl 
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etained  for  working  capital,  to  purchase  the  oil  properties  then  held 
>y  the  Southern  Pacific  Land  Co.  The  Southern  Pacific  Co.  then 
ssued  to  each  of  its  stockholders  of  record  on  January  14,  1921,  the 
ight  per  share  to  subscribe  to  one  share  of  the  capital  stock  of  the 
■‘acific  Oil  Co.,  the  subscription  price  being  $15  per  share. 

The  stock  of  the  Southern  Pacific  Co.  and  the  stock  of  the  Pacific 
)il  Co.  were  listed  on  the  New  York  Stock  Exchange  and  there 
ctively  dealt  in.  Until  the  close  of  business  on  February  7,  1921, 
lie  Southern  Pacific  Co.  stock  was  dealt  in  upon  the  New  York 
lock  Exchange  “with  rights”  and  upon  February  8,  1921,  it  be¬ 
anie  “ex-rights.”  The  range  of  prices  of  Southern  Pacific  stock  on 
hie  New  York  Stock  Exchange  on  the  two  last-mentioned  dates  was : 


February  7 - Low  06  High  97% 

February  8 _ Low  7814  High  79% 


On  February  8th,  the  range  of  prices  on  the  New  York  Stock  Ex- 
aange  of  Pacific  Oil  Co.  stock  was: 

Low  33%  High  34% 

The  rights  when  received  by  petitioner  had  a  market  value  of  $18 

ich. 

I  I  . 

The  estate,  within  the  year  1921,  sold  its  subscription  rights  at  the 
ite  of  $18  per  share,  receiving  therefor  the  net  sum  upon  such  sale 
f  $17,805.  The  respondent  has  included  in  petitioner’s  gross  income 
le  entire  amount  received  by  it  from  the  sale  of  the  stock  rights, 
iz,  $17,805. 

OPINION. 

Arundell:  In  1921  the  Southern  Pacific  Co.  was  the  owner  of  all 
le  capital  stock  of  the  Pacific  Oil  Co.  In  that  year  it  paid  a  divi- 
ind  in  the  form  of  a  right  to  purchase  stock  of  the  Pacific  Oil  Co.  at 
le  price  of  $15  per  share,  which  right  had  a  fair  market  value  on  the 
ate  of  its  receipt  of  $18  per  share.  The  value  of  the  rights  received 
v  the  petitioner  should  have  been  returned  as  an  ordinary  dividend 
ixabie  only  at  surtax  rates.  Peabody  v.  Eisner ,  247  U.  S.  347.  The 
ibsequent  sale  or  other  disposition  of  the  property  received  by  way 
-  a  dividend  would  give  rise  to  gain  or  loss,  dependent  upon  the 
nount  received  therefor.  In  this  case  petitioner  is  entitled  to  de¬ 
letion  of  the  difference  between  $18,000  and  $17,805.  The  tax  for 
'21  should  accordingly  be  recomputed  by  including  the  $18,000 
vidends  in  income  as  subject  to  surtax  only,  and  by  the  allowance 
■  the  deduction  of  $195. 

Petitioner  seeks  to  bring  the  case  within  the  principle  laid  down  in 
des  v.  Safe  Deposit  Co .,  259  U.  S.  247.  But  the  stock  rights  there 
question  were  rights  in  the  company  of  which  petitioner  was  a 
ockholder  and  not  in  an  independent  company.  It  is  true,  as  con- 
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tended,  that  the  effect  of  the  issuance  of  the  dividend  in  the  instant 
case  served  to  reduce  the  surplus  of  the  Southern  Pacific  Co.  and  the 
value  of  petitioner’s  stock  therein.  But  this  is  very  generally  true 
and  shares  of  stock  selling  “  ex-dividend  ”  usually  reflect  this  fact 
Lynch  v.  Hornby ,  247  U.  S.  339;  U.  S.  v.  Phellis ,  257  U.  S.  156. 

Judgment  will  be  entered  under  Rule  50 


J.  H.  Taylor  Construction  Co.,  Inc.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  11877.  Promulgated  August  6,  1928. 

The  petitioner  was  a  personal  service  corporation  during  the 
calendar  year  1920. 

Morde  Appel ,  Esq.,  and  Nathan  D.  Stern,  Esq.,  for  the  petitioner 

A .  II.  Murray ,  Esq.,  and  LeRoy  L.  Flight,  Esq.,  for  the  respondent 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  ir 
income  and  profits  tax  for  1920  of  $2,487.24.  The  only  question  ir 
issue  is  whether  the  petitioner  is  entitled  to  be  taxed  as  a  personal 
service  corporation  for  the  calendar  year  1920. 


FINDINGS  OF  FACT. 


The  petitioner  was  incorporated  in  1913  under  the  laws  of  tin 
State  of  Xew  York  with  a  paid-up  capital  stock  of  $5,000  divided 
into  100  shares  of  $50  each.  During  the  years  1918  and  1919  the 
petitioner  was  inactive,  owing  to  the  fact  that  Charles  Mayer,  the 
principal  stockholder,  was  in  the  military  service.  During  the  yeai 
1920  the  capital  stock  was  owned  as  follows : 

Shares 

Charles  Mayer - 98 

Albert  Mayer _  1 

William  Korn -  1 


Charles  Maver  had  been  a  civil  engineer  since  1909  and  lie  some- 
times  found  it  convenient  not  only  to  draw  the  plans  for  a  building 
but  also  to  supervise  the  construction.  He  also  found  it  more  con¬ 
venient  to  let  contracts  in  the  name  of  the  petitioner  than  in  his  own 
name  as  an  individual. 

The  only  business  which  the  petitioner  did  in  1920  was  to  prepare 
the  plans  and  specifications  of  two  buildings  and  supervise  the  con¬ 
struction  of  them.  One  of  these  buildings  was  a  garage  located  at 
1,82nd  Street  and  Third  Avenue.  Xew  York  City,  and  the  other  wa- 
a  warehouse  located  at  Washington  and  Vesey  Streets,  Xew  7  ork 
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City.  The  total  cost  of  the  construction  of  the  former  was  $23,609.47 
and  of  the  latter  $253,032.22.  These  buildings  were  erected  by  the 
petitioner  for  one  Samuel  Weil.  The  arrangement  made  with  Weil 
was  that  he  should  pay  the  petitioner  a  10  per  cent  commission  upon 
the  cost  of  the  garage  and  a  7  per  cent  commission  upon  the  cost 
of  the  warehouse.  The  petitioner  furnished  Weil  with  advance 
estimates  of  the  amounts  of  money  which  it  would  need  to  carry  on 
the  construction  and  Weil  made  advance  payments  to  the  petitioner 
to  meet  the  bills  as  they  came  due.  Charles  Mayer  drew  the  plans 
and  specifications  and  employed  an  outside  man  to  supervise  the  ac¬ 
tual  work  of  construction.  Tie  was  regularly  engaged  in  the  active 
conduct  of  the  affairs  of  the  corporation.  The  entire  revenue  of  the 
corporation  for  the  year  accrued  from  the  personal  efforts  of  the 
stockholders  and  one  or  two  employees.  The  gross  income  of  the 
corporation  for  the  year  1920  was  $18,057.38  and  the  expenses  deduc¬ 
tible  therefrom  amounted  to  $6,531.53,  leaving  a  net  income  of 
$11,525.85.  The  corporation  made  a  return  for  1920  as  a  personal 
service  corporation  and  the  stockholders  accounted  for  such  net  in¬ 
come  in  their  individual  mcome-tax  returns. 

The  assets  and  liabilities  of  the  petitioner  at  December  31,  1919, 
and  at  December  31,  1920,  were  as  follows: 

Assets  and  liabilities,  December  31,  1919 


assets 


U.  S.  Liberty  bonds _ $3,  000.  00 

Cash _  250.  77 

Scaffolding _  1,  000.  00 

Loans  receivable _  6,  760.  04 


11,  019.  81 


LIABILITIES 

Paid  up  common  stock _ $5,  000.  00 

Surplus _  6,  019.  81 


11,  019.  81 


Assets  and  liabilities,  December  31,  1920 


ASSETS 


LIABILITIES 


Cash 

in  bank 

_  $73. 45 

Office 

furniture 

50.  00 

Due 

from  jobs  in 

process 

(2 

jobs) 

.  _  -  4,876.55 

5,  000.  00 

Capital  stock  paid  in : 

Charles  Mayer,  98 

shares _ $4,  900.  00 

Albert  Mayer,  1  share__  50.  00 
William  Korn,  1  share 50.  00 

5,  000.  00 


The  respondent  denied  the  claim  of  the  petitioner  for  personal 
service  corporation  classification  and  determined  a  tax  liability  under 
section  302  of  the  Revenue  Act  of  1918  of  $2,487.24,  which  is  the 
amount  of  the  deficiency  involved  herein. 
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OPINION. 


Smith;  There  can  be  no  question  in  this  case  that  the  income  of 
the  petitioner  was  ascribable  primarily  to  the  activities  of  the  prin¬ 
cipal  stockholders  who  were  themselves  regularly  engaged  in  the 
active  conduct  of  the  affairs  of  the  corporation.  Capital  was  not  a 
material  income-producing  factor.  The  petitioner  meets  all  the 
requirements  of  a  personal  service  corporation  as  defined  in  section 
200  of  the  Revenue  Act  of  1918. 

Judgment  of  no  deficiency  mill  be  entered 
for  the  'petitioner. 


H.  D.  Ruos,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 


Docket  No.  9119.  Promulgated  August  7,  1928. 


The  petitioner’s  wife  executed  a  valid  deed  of  trust  conveying 
certain  personal  property,  none  of  which  belonged  to  the  petitioner, 
to  the  petitioner  as  trustee  with  the  power,  inter  alia,  to  invest 
and  reinvest  the  trust  funds  and  to  pay  the  income  from  the  trust 
to  himself  for  life.  After  his  death  the  income  was  to  be  paid  to 
the  wife  for  life  and  at  the  death  of  the  survivor  the  principal  was 
to  be  divided  equally  among  their  children.  Held,  the  Commis¬ 
sioner  was  in  error  in  determining  that  certain  bank  deposits  in 
the  trustee’s  account,  representing  the  amounts  realized  by  him 
from  a  sale  of  the  trust  property,  were  income  to  the  petitioner 
as  an  individual. 

C.  J.  McGuire ,  Esq .,  and  W.  G.  Magathan ,  Esq.,  for  the  petitioner. 
J.  W.  Fisher ,  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redetermination  of  a  deficiency  for 
the  calendar  year  1920  in  the  total  amount  of  $46,725.37,  representing 
a  deficiency  in  tax  of  $37,380.30  and  a  penalt}^  of  $9,345.07.  It  is 
alleged  that  the  determination  of  the  Commissioner  was  based  on  the 
following  errors: 


(1)  In  alleging  that  H.  D.  Ruos  is  the  taxpayer  and  in  charging  him  with 
the  alleged  deficiency  in  tax. 

(2)  In  failing  to  acknowledge  that  H.  I).  Ruos,  Trustee,  is  the  taxpayer  and 
in  failing  to  consider  the  transactions  upon  which  the  alleged  tax  was  com¬ 
puted  as  being  transactions  arising  solely  out  of  the  trust. 

(3)  Computing  the  alleged  tax  upon  the  whole  amount  of  proceeds  derived 
from  the  sale  or  other  disposition  of  the  assets  of  the  trust  without  allowing 
any  deductions  therefrom  in  the  way  of  value  at  date  of  acquisition  or  for  cost. 

(4)  In  alleging  a  deficiency  in  tax. 

(5)  In  alleging  a  penalty  for  failure  to  file  a  return. 
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FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  Doylestown,  Pa.  About 
the  year  1898,  he  began  to  manufacture  agricultural  implements,  rent¬ 
ing  for  the  purpose  a  factory  at  Doylestown  owned  by  his  brother. 
In  1901,  the  petitioner  failed  and  his  business  was  placed  in  the 
hands  of  a  receiver.  His  machinery  and  agricultural  implements, 
with  the  exception  of  a  portion  representing  his  exemption  under  the 
bankruptcy  laws  were  sold  at  the  receiver’s  sale  to  his  brother. 
The  property  representing  the  petitioner’s  exemption  was  given  by 
him  to  his  wife.  Shortly  thereafter  the  manufacturing  business  was 
resumed  by  the  petitioner’s  brother  and  another  as  partners  and  about 
1906  the  business  was  incorporated  under  the  name  of  the  Doylestown 
Agricultural  Co.  hereinafter  referred  to  as  the  company. 

The  petitioner  has  been  employed  in  the  business  on  a  salary  basis 
continuously  since  the  formation  of  the  partnership  by  the  partners 
and  by  their  successor,  the  corporation.  He  has  never  applied  for  or 
received  his  discharge  from  bankruptcy. 

On  April  15,  1920,  the  petitioner’s  wife  Lillian  H.  Luos  executed 
a  deed  of  trust  transferring  to  the  petitioner  as  trustee  certain  prop¬ 
erty  described  as  follows  in  the  trust  deed : 

Two  Hundred  and  Seventy-two  (272)  shares  of  the  Preferred  Capital  Stock 
of  Doylestown  Agricultural  Company,  a  corporation  organized  under  the  Laws 
of  the  State  of  Delaware  and  engaged  in  business  in  Doylestown,  Pennsylvania ; 

Two  Hundred  and  Eighty-One  (281)  shares  of  the  Common  Capital  Stock  of 
said  Doylestown  Agricultural  Company ; 

Two  notes  given  by  said  Company  dated  April  1,  1911,  both  drawn  payable 
to  the  Settlor,  one  for  Five  Thousand  Nine  Hundred  and  Ninety  Two  and 
40/100  Dollars  ($5,992.40)  and  the  other  for  Two  Thousand  Six  Hundred  and 
Sixty  Five  Dollars  ($2,665.)  ; 

Note  given  by  said  Company  for  Five  Thousand  Nine  Hundred  and  Ninety- 
Two  and  40/100  Dollars  ($5,992.40),  dated  April  1,  1911,  drawn  payable  to 
Emma  Ruos  and  by  her  assigned  to  the  Settlor ; 

Note  given  by  said  Company  for  Five  Thousand  Four  Hundred  and  Fifty  and 
33/100  Dollars  ($5,450.33),  dated  March  26,  1920,  drawn  payable  to  Isaiah  B. 
Mills  and  by  him  assigned  to  the  Settlor ;  and 

Three  other  claims  held  by  the  Settlor  against  said  Doylestown  Agricultural 
Company  aggregating  Two  Thousand  Nine  Hundred  and  Seven  and  65/100 
Dollars  ($2,907.65). 

It  was  provided  that  the  trustee  should  pay  the  income  thereof  to 
himself  for  life  and  thereafter'  to  the  settlor  for  life.  Upon  the  death 
of  the  survivor,  the  principal  wras  to  be  distributed  in  equal  shares 
to  the  three  named  children  of  the  settlor,  or  their  issue  per 
stirpes ,  with  the  right  of  participation  reserved  for  any  children 
of  the  settlor  and  the  petitioner  born  after  the  date  of  the  trust 
deed,  or,  if  dead,  their  issue,  per  stirpes.  The  trustee  was  authorized 
to  retain  oT  to  change  investments  of  the  trust  fund  and  to  invest  the 
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same  in  any  manner  without  restriction  except  the  obligation  of  good 
faith  in  making  such  investments.  The  petitioner  as  trustee  was  also 
empowered  to  pay  at  any  time  to  any  of  the  children  named  a  part  of 
the  principal  not  to  exceed  one-third.  The  income  and  the  principal 
in  the  hands  of  the  trustee  were  impressed  with  a  spendthrift  trust 
designated  to  prevent  a  liability  for  any  debts  or  obligations  of  any 
of  the  beneficiaries.  The  deed  of  trust  provided  that  upon  the  death 
or  resignation  of  the  petitioner,  the  settlor’s  son  Joseph  It.  Ruos  and 
the  Bucks  County  Trust  Co.  of  Doylestown  should  be  successor 
trustees  with  no  power  to  make  reinvestments  except  in  such  securi¬ 
ties  as  should  be  authorized  by  the  laws  of  Pennsylvania  for  the 
investment  of  trust  funds. 

For  several  years  previous  to  the  execution  of  the  deed  of  trust, 
the  petitioner  and  his  wife  had  discussed  the  advisability  of  placing 
the  property  owned  by  her  and  any  which  she  might  subsequently 
acquire  in  trust  to  preserve  it  for  the  benefit  of  their  children. 
Lillian  H.  Kuos  had  had  no  business  experience  and  wished  the 
property  to  be  managed  by  her  husband  for  their  common  benefit 
but  also  to  have  it  protected  from  his  creditors.  The  petitioner, 
therefore,  consulted  an  attorney  of  Doylestown  as  to  the  legal  for¬ 
malities  necessary  to  carry  out  their  intentions  and  after  several 
consultations  with  the  petitioner  and  his  wife  the  attorney  prepared 
the  deed  of  trust. 

Upon  the  organization  of  the  company  in  1906,  Lillian  H.  Kuos 
received  one-fourth  of  its  common  and  preferred  stock,  amounting 
to  65  shares  of  preferred  and  67  of  common,  which  were  given  to  her 
as  part  payment  for  the  property  wThich  the  petitioner  had  held  as 
an  exemption.  The  remainder  of  the  common  and  preferred  stock 
wras  divided  equally  between  Isaiah  B.  Mills,  John  J.  Coates  and 
Emma  Ruos,  the  wife  of  the  petitioner’s  brother.  After  receiving 
her  one-fourth  share  of  the  capital  stock,  Lillian  H.  Kuos  sold  60 
shares  of  the  common  stock  for  which  she  received  a  judgment  note 
in  the  amount  of  $6,000.  This  note  was  never  paid  by  the  maker 
and  when  execution  was  had  thereon  nothing  was  realized.  Shortly 
before  the  date  of  the  deed  of  trust  Joseph  R.  Kuos  repurchased  the 
said  60  shares  and  transferred  them  as  a  gift  to  his  mother  Lillian 
FI.  Ruos. 

John  J.  Coates  had  never  paid  anything  for  the  stock  assigned 
to  him  and  the  same  was  later  given  back  to  Joseph  A.  Kuos,  the 
petitioner’s  brother  and  was  by  him  transferred  as  a  gift  to  Lillian 
H.  Kuos  shortly  before  the  execution  of  the  trust  agreement.  At  the 
same  time  Emma  Kuos  transferred  her  stock  to  Lillian  H.  Ruos 
without  consideration  as  a  gift. 

A  short  time  before  April,  1920,  the  stock  which  had  been  issued 
to  Isaiah  B.  Mills  and  a  judgment  note  of  the  company  in  the  amount 
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of  $5,450.33  held  by  Mills,  were  purchased  by  Joseph  R.  Ruos  for 
$11,000,  for  which  amount  he  gave  his  note.  This  stock  and  the 
judgment  note  were  given  by  Ruos  to  his  mother  and  the  note  given 
Oy  him  to  Mills  was  paid  later  during  the  year  1920  by  the  petitioner 
as  trustee  out  of  the  trust  funds. 

The  remaining  notes  transferred  to  the  petitioner  by  the  deed  of 
trust  were  received  by  the  settlor  in  the  following  manner : 

The  judgment  note  of  the  company  to  the  settlor  in  the  amount  of 
$5,992.40  represented  an  additional  payment  for  the  assets  of  the 
petitioner  which  were  exempt  from  the  bankruptcy  proceedings. 
The  judment  note  of  the  company  to  the  settlor  in  the  amount  of 
$2,665  was  given  in  payment  for  a  loan  made  by  the  settlor  to  the 
company.  The  judgment  note  of  the  company  to  Emma  Ruos  in  the 
amount  of  $5,992.40  was  assigned  to  the  settlor  by  the  owner  without 
consideration  on  April  12,  1920.  The  amount  of  $2,907.65,  referred 
to  in  the  trust  deed  as  three  other  claims  held  by  the  settlor  against 
the  company,  represented  three  checks  given  by  the  company  in 
April  and  May  of  1918  to  the  petitioner  in  the  amounts  of  $972.65, 
$1,200,  and  $735.  These  checks  were  never  cashed  by  the  petitioner, 
but  were  turned  over  by  him  to  his  wife. 

In  accordance  with  the  terms  of  the  trust  deed  the  stock,  notes 
and  checks  mentioned  therein  were  transferred  by  the  settlor  to  the 
petitioner  in  his  capacity  as  trustee.  There  was  given  by  the  settlor 
to  the  trustee  a  memorandum  of  transfer  of  the  stock  showing  the 
numbers  of  the  certificates  transferred  and  having  affixed  thereto 
Pennsylvania  stock  transfer  stamps  canceled  as  of  April  15,  1920, 
covering  the  entire  amount  of  the  stock  so  transferred.  On  Mav 
12,  1920,  the  petitioner  as  trustee  used  certain  trust  funds  in  the 
amount  of  $3,942.42  to  purchase  from  his  brother  two  promissory 
interest-bearing  notes  of  the  company  payable  to  Mary  Kohl  in  the 
amounts  of  $2,500  and  $1,300.  On  the  same  date  the  face  value  of 
these  notes  was  paid  by  the  company  to  the  petitioner  as  trustee. 

On  April  10,  1920,  the  petitioner  as  an  individual  entered  into  an 
agreement  in  writing  with  W.  W.  Murphy,  a  representative  of  the 
General  Motors  Co.,  whereby  the  petitioner  agreed  to  deliver  or 
cause  to  be  delivered  272  shares  of  preferred  stock  and  254  shares  of 
common  stock  of  the  agricultural  company  for  a  total  amount  of 
$80,720.  In  accordance  with  this  agreement  the  stock  mentioned 
therein  was  transferred  by  the  petitioner  as  trustee  to  the  General 
Motors  Co.  and  the  petitioner  received  therefor  the  amount  of  $80,720. 
About  May  13,  1920,  the  General  Motors  Co.  which  then  held  the 
great  majority  of  the  agricultural  company’s  stock,  purchased  from 
the  trustee  the  notes  and  checks  of  the  agricultural  company  held  by 
the  trust,  paying  therefor  the  amount  of  $26,807.78. 
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The  amounts  received  by  the  petitioner  as  trustee  were  deposited 
in  the  Bucks  County  Trust  Co.  in  an  account  styled  “  H.  D.  Ruos, 
Trustee,”  the  pass  book  showing  the  following  deposits : 


1920 

April  17 
May  13- 
Sept.  10 
Dec.  31. 

1921 

Feb.  16- 


Amount 
$80,  720.  00 
26,  807.  78 
286.04 
400.  00 

250.00 


Total 


108,  463.  82 


The  trustee’s  account  with  the  trust  company  was  closed  as  of 
February  16,  1921.  The  money  received  by  the  petitioner  as  trustee 
and  deposited  in  the  trustee’s  account  was  expended  by  him  as 
follows : 

Purchase  of  real  estate  from  Henry  Fell  and  Charles  E.  Heed, 

Trustee,  by  Henry  D.  Ruos,  Trustee - 

Expended  for  repair  of  the  above  property - 

Payment  of  note  of  Joseph  It.  Ruos - 

Repurchase  in  1921  by  petitioner  as  trustee,  from  General  Motors 
Co.  of  all  the  capital  stock  of  the  agricultural  company  held  by 

the  General  Motors  Co - 

Purchase  of  two  notes  of  the  agricultural  company  held  by  Mary 

Kohl,  as  set  forth  above - 

Gift  to  Joseph  A.  Ruos - 

Total _ 1 692- 42 

Since  the  repurchase  from  the  General  Motors  Co.  the  stock  of  the 
agricultural  company  has  been  held  by  the  petitioner  in  his  capacity 
as  trustee.  Since  its  organization  the  agricultural  company  has  paid 
no  dividends  on  its  stock  but  its  financial  condition  has  been  sound 
and  it  lias  been  at  all  times  capable  of  meeting  its  obligations. 

The  petitioner  consulted  the  attorney  who  had  prepared  the  deed  of 
trust  as  to  the  necessity  of  filing  income-tax  returns  for  the  year  1920. 
At  this  consultation  the  petitioner  stated  that  his  income,  aside  from 
interest  on  Liberty  bonds,  was  less  than  $2,000,  and  he  was  advised  by 
the  attorney  that  it  was  not  necessary  for  him  to  file  a  return  for  that 
year,  either  individually  or  as  trustee.  The  petitioner  has  never 
filed  a  return  for  the  year  1920. 

The  Commissioner  included  in  the  petitioner’s  income  the  amount 
of  $108,223.82,  computed  as  follows: 


$11, 250. 00 
1 12.  000.  00 
11,  000.  00 


48,  500.  00 

3.  942.  42 
1 20,  000.  00 


Received  from  General  Motors  Corp.  on  April  17,  1920.  and  deposited 
in  the  Bucks  County  Trust  Co.  of  Doylestown,  Penna.,  on  that  date 
in  the  account  of  H.  D.  Ruos,  Trustee,  being  proceeds  from  the  sale 
to  the  General  Motors  Corp.  of : 

272  shs.  preferred  capital  stock  of  Doylestown  Agricultural  Co. 
at  $110  _ 


$29,  920 


1  Approximate. 
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254  shs.  common  capital  stock  of  Doylestown  Agricultural  Co.  at 
$200 _ 


$50,  800 


80, 720 


Received  from  Doylestown  Agricultural  Co.  on  May  13,  1920,  and 
deposited  in  the  Bucks  County  Trust  Co.  of  Doylestown,  Penna., 
on  that  date  in  the  account  of  H.  D.  Ruos,  Trustee,  being  collection 
in  full  from  the  Doylestown  Agricultural  Co.  upon  the  notes  of 

that  Company - 

Deposited  in  Bucks  County  Trust  Co.  of  Doylestown,  Penna.,  Sep¬ 
tember  10,  1920,  in  account  of  H.  D.  Ruos,  Trustee - 

Deposited  in  Bucks  County  Trust  Co.  of  Doylestown,  Penna.,  Decem¬ 
ber  31,  1920,  in  account  of  H.  D.  Ruos,  Trustee - 

Depos'ted  in  Bucks  County  Trust  Co.  of  Doylestown,  Penna.,  May 
17,  1920,  in  account  of  Lillian  H.  Ruos - 


26,  807.  78 
286.  04 
400.  00 


10.  00 


Total 


108,  223.  82 


OPINION. 

Murdock  :  The  copy  of  the  deficiency  notice  attached  to  the  plead¬ 
ings  does  not  indicate  the  method  by  which  the  deficiency  was  com¬ 
puted.  The  Commissioner  has  made  no  argument  nor  has  he  filed 
a  brief  and  therefore  we  have  no  expression  from  him  in  regard  to 
the  basis  for  or  the  correctness  of  his  determination.  He  has  ad¬ 
mitted  only  that  he  has  included  in  the  petitioner’s  income  the 
amounts  deposited  in  the  Bucks  County  Trust  Co.  in  the  petitioner’s 
trustee’s  account. 

We  are  unable  to  perceive  any  theory  under  which  the  two  largest 
items  so  deposited,  representing  the  amounts  received  from  the  sale 
of  the  agricultural  company’s  stock  and  notes  and  from  the  payment 
of  its  checks,  were  income  to  the  petitioner. 

The  latter  testified  that  soon  after  he  received  the  three  checks 
from  the  agricultural  company  in  1918,  in  payment  for  his  services, 
he  gave  them  to  his  wife.  But  regardless  of  what  he  did  with  the 
checks  they  represented  income  to  him,  not  in  1920,  but  in  1918, 
where,  as  in  this  case,  the  maker  was  solvent  and  able  to  take  care 
of  its  obligations. 

The  petitioner  has  attempted  to  show  that  at  various  times  before 
the  execution  of  the  deed  of  trust  all  of  the  stock  and  notes  were 
assigned  to  Lillian  H.  Ruos,  his  wife.  The  evidence  to  prove  these 
assignments  was  vague  and  confusing  in  regard  to  the  dates  upon 
which  the  transfers  were  made  and  the  reasons  which  moved  the 
donors  to  transfer  the  property  without  consideration.  However, 
we  are  convinced  that  as  an  individual  he  had  no  title  to  the  stock  or 
notes  immediately  prior  to  the  execution  of  the  deed  of  trust. 

Whether  or  not  Lillian  H.  Ruos  was  the  owner  of  all  of  the 
property  designated  in  the  trust  deed,  nevertheless  the  petitioner 


246 


13  U.  S.  BOARD  OF  TAX  APPEARS  REPORTS. 


(2401 


acquired  no  individual  title  thereto  by  this  deed.  The  transfer  was 
made  by  Lillian  H.  Ruos  to  the  petitioner  as  trustee  and  she  had  been 
reliably  informed  as  to  the  legal  effect  of  the  transfer.  The  result 
of  the  execution  of  the  deed  of  trust  was  to  preserve  the  corpus  of 
the  property,  so  deeded,  or  its  proceeds  upon  a  sale,  for  the  settlor’s 
children,  with  the  right  to  have  it  managed  by  her  husband  during 
his  lifetime  and  to  have  the  income  thereof  administered  for  their 
common  benefit,  free  from  any  liability  to  his  creditors.  The  trust 
which  she  executed  wTas  a  valid  one  and  no  merger  of  any  interest 
resulted,  nor  was  any  legal  title  placed  in  the  petitioner  as  an  indi¬ 
vidual.  Cf.  In  re  Fox's  Estate ,  264  Pa.  478;  107  Atl.  863;  In  re 
Baughman’s  Estate ,  126  Atl.  59;  King  v.  York  Trust  Co .,  278  Pa. 
141 ;  122  Atl.  227.  Therefore,  any  title  to  the  corpus  received  through 
Lillian  H.  Ruos  rested  in  the  petitioner  as  trustee  and  not  as  an 
individual.  The  profit,  if  any,  included  in  the  amounts  received 
upon  the  sale  to  the  General  Motors  Co.,  represented  a  gain  in  corpus 
and  was  neither  income  received  by  the  petitioner  individually,  nor 
income  distributable  to  him  as  a  life  beneficiary  of  the  trust.  See  as 
to  the  question  of  income,  In  re  Kemble'’ s  Estate ,  201  Pa.  523;  51 
Atl.  310;  In  re  Graham's  Estate ,  198  Pa.  216;  47  Atl.  1108.  There¬ 
fore,  the  Commissioner  was  in  error  in  including  in  the  petitioner’s 
income  the  amounts  of  $80,720  and  $26,807.78,  or  any  part  thereof. 

The  petitioner  has  offered  no  evidence  as  to  the  three  amounts  of 
$286.04,  $400,  and  $10  deposited  in  the  Bucks  County  Trust  Co.,  and 
determined  by  the  Commissioner  to  represent  income  to  the  peti¬ 
tioner  and  in  the  absence  of  any  evidence  the  Commissioner’s  de¬ 
termination  with  respect  to  these  three  amounts  is  hejd  to  be  correct. 
We  are  unable  to  determine  whether  the  petitioner  received  any 
taxable  income  during  the  year  for  which  he  failed  to  make  a  return, 
but  to  the  extent  that  the  penalty  asserted  by  the  Commissioner  was 
based  upon  the  tax  erroneously  determined  to  be  due  by  the  petitioner 
as  shown  above,  the  assertion  of  such  penalty  was  error. 

Judgment  will  be  entered  under  Rule  50. 


Wisconsin  Bridge  &  Iron  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  13739.  Promulgated  August  7,  192S. 

The  invested  capital  of  a  corporation  may  not  be  reduced  in 
determining  the  extent  to  which  a  dividend  is  paid  from  current 
earn  ngs  of  a  year  by  a  “tentative  tax”  theoretically  set  aside 
out  of  such  earnings  pro  rata  over  such  year  because  the  income 
and  profits  tax  does  not  become  due  and  payable,  and,  therefore, 
does  not  accrue  until  the  following  year. 
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L.  T.  Atherton ,  Esq.,  for  the  petitioner. 

J .  L.  Backstrom ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in  in¬ 
come  and  profits  tax  for  the  calendar  years  1920  and  1921,  of  $332.63 
and  $1,513.85,  respectively.  The  assignments  of  error  stated  in  the 
petition  are  that  the  Commissioner  erred  in  determining  deficiencies 
in  the  following  respects : 

(1)  Reducing  the  petitioner’s  statutory  invested  capital  for  the 
taxable  years  1920  and  1921  by  diminishing  the  amount  of  current 
earnings  available  for  dividend  distribution  at  the  dates  of  payment 
of  cash  dividends  declared  after  the  first  60  days  of  each  of  said 
calendar  years  by  the  amount  of  a  so-called  “  Tentative  income  and 
profits  tax  ”  alleged  to  have  accrued  as  a  liability  for  each  of  said 
years : 

(2)  Reducing  the  petitioner’s  statutory  invested  capital  for  the 
calendar  years  1920  and  1921  by  diminishing  the  amount  of  current 
earnings  available  for  making  purchases  of  its  own  capital  stock  at 
the  dates  upon  which  such  purchases  were  made  by  the  amount  of  a 
so-called  “  tentative  income  and  profits  tax  ”  alleged  to  have  accrued 
as  liability  for  each  of  said  calendar  years;  and 

(3)  Reducing  petitioner’s  statutory  invested  capital  for  the  calen¬ 
dar  year  1921  by  certain  items  which  had  been  used  by  the  revenue 
agent  as  deductions  in  computing  petitioner’s  invested  capital  for 
said  year,  thus  effecting  a  duplicate  reduction  of  invested  capital  on 
account  of  the  same  transactions. 

At  the  hearing  of  the  proceeding  an  additional  assignment  of  error 
was  made  as  follows: 

That  the  Commissioner  has  erroneously  reduced  the  petitioner’s 
statutory  invested  capital  for  the  taxable  years  1920  and  1921  by 
giving  effect  to  the  tentative  tax  adjustments  in  arriving  at  the  cor¬ 
rect  tax  liability  for  1918  and  1919  in  so  far  as  the  adjusted  tax 
liability  for  1918  and  1919  affects  invested  capital  for  1920  and  1921 
in  prorating  out  of  1920  and  1921  invested  capital  the  adjusted  tax 
liability  for  the  prior  years  1918  and  1919. 

The  Commissioner  admits  the  error  alleged  above  in  paragraph  (3). 

FINDINGS  OF  FACT. 

The  petitioner,  a  Wisconsin  corporation,  made  Federal  income-tax 
returns  for  the  years  1918,  1919,  1920,  and  1921.  Its  earned  surplus 
on  January  1,  1920,  without  any  adjustment  for  the  tentative  tax, 
was  $394,095.30.  The  petitioner’s  net  income  for  1920  was  $271,454.22. 
Petitioner’s  net  income  for  1921  was  $84,723.83. 

In  computing  petitioner’s  statutory  invested  capital  for  each  of  the 
taxable  years  1920  and  1921,  the  Commissioner  first  determihed  for 
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each  of  said  years  a  so-called  tentative  invested  capital.  For  the 
calendar  year  1920  the  tentative  invested  capital  as  determined  by 
the  Commissioner  was  $855,376.95,  and  for  the  calendar  veai  1921, 
$891  790  66  The  Commissioner  then  computed  the  so-called  tenta¬ 
tive  ’income  and  profits-tax  liability  of  this  petitioner  for  each  of 
said  taxable  years  as  follows :  For  the  calendar  year  1920  a  so-called 
tentative  income  and  profits-tax  liability  was  computed  at  $80,800.38, 

and  for  the  calendar  year  1921,  $9,839.65. 

For  the  calendar  years  in  question  the  Commissioner  reduced  the 
amount  of  current  earnings  available  to  the  petitioner  for  distribu¬ 
tion  as  cash  dividends  declared  by  it  and  made  payable  after  the  first 
60  days  of  said  taxable  year  and  the  amount  of  such  earnings  other¬ 
wise  available  to  it  for  the  purchase  of  its  own  capital  stock  made 
during  each  of  said  years,  by  the  amount  of  the  so-called  tentative 
income  and  profits-tax  liability  computed  by  the  Commissioner  as 

shown  above  for  each  of  those  years. 

In  making  his  determinations  of  invested  capital  for  the  calendar 
years  1920  and  1921  the  Commissioner  determined  invested  capital 
for  1918  and  1919  in  the  same  manner  as  for  1920  and  1921  and 
increased  the  tax  liability  for  those  years  by  reducing  invested  capital 

by  a  tentative  tax. 

opinion. 

Smith  :  The  respondent  admits  certain  errors  alleged  by  the  peti¬ 
tioner  in  its  petition  filed  with  this  Board.  These  relate  specifically 
to  the  computation  of  invested  capital  for  the  year  1921.  Ihe 
deficiency  notice  upon  which  this  proceeding  is  based  shows  that  the 
Commissioner  determined  invested  capital  by  deducting  from  pro¬ 
rated  earnings  available  for  the  payment  of  dividends  a  “  tentative 
tax  ”  as  having  accrued  at  the  date  of  the  dividend  declaration ;  the 
same  is  true  with  respect  to  determining  earnings  available  for  the 
purchase  of  capital  stock.  These  determinations  are  m  conflict  with 
the  decision  of  the  Board  in  L.  S.  Ayers  &  Co .,  1  B.  T.  A.  113o. 
The  invested  capital  of  the  petitioner  for  the  years  1920  and  1921 
should  be  recomputed  in  accordance  with  the  decision  of  the  Board  in 

the  above  entitled  case. 

Section  274(g)  of  the  Revenue  Act  of  1926  provides: 

The  Board  in  redetermining  a  deficiency  in  respect  of  any  taxable  year  slial 
consider  such  facts  with  relation  to  the  taxes  for  other  taxable  years  as  may  b< 
necessary  correctly  to  redetermine  the  amount  of  such  deficiency,  but  in  so  doin* 
shall  have  no  jurisdiction  to  determine  whether  or  not  the  tax  for  any  othei 
taxable  year  has  been  overpaid  or  underpaid. 

The  deficiency  notice  attached  to  the  petition  in  this  case,  in  accord 
ance  with  the  rules  of  the  Board,  shows  that  at  the  time  the  Com 
missioner  made  his  determination  of  deficiencies  for  the  years  192< 
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and  1921  he  likewise  determined  overassessments  for  the  years  1918 
and  1919,  and  that  in  the  making  of  such  determinations  of  over¬ 
assessments  for  1918  and  1919  he  failed  to  follow  the  decision  of  the 
Board  in  L.  jS.  Ayers  <&  Co.,  supra.  The  result  of  such  failure  was 
to  overstate  the  tax  liability  determined  for  those  years  and  like¬ 
wise  to  reduce  the  petitioner’s  surplus  at  the  beginning  of  the  years 
1920  and  1921.  In  the  redetermination  of  deficiencies  for  the  years 
1920  and  1921  the  surplus  at  the  beginning  of  each  year  should  be 
restated  to  comply  with  the  decision  of  the  Board  in  L.  S.  Ayers  <& 
Co.,  supra.  D.  N.  cSs  E.  Walter  <&  Co.,  10  B.  T.  A.  620. 

Judgment  will  be  entered  under  Rule  50. 
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Estate  of  David  Weingarten,  Melville  D.  Weingarten,  Execu¬ 
tor,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  10433.  Promulgated  August  14,  1928. 

Valuation  of  capital  stock  for  estate-tax  purposes  determined. 

Harry  N .  Wessel ,  Esq.,  and  A.  E.  James ,  Esq.,  for  the  petitioner. 

Maxwell  E.  McDowell,  Esq.,  and  R.  E.  Copes,  Esq.,  for  the  re¬ 
spondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
estate  tax  in  the  amount  of  $7,648.67.  It  is  alleged  that  the  respond¬ 
ent  erred  in  valuing  certain  stock  held  by  the  decedent  at  the  time  of 
his  death. 

FINDINGS  OF  FACT. 

The  petitioner  is  one  of  the  three  duly  appointed  executors  of  the 
Estate  of  David  Weingarten,  who  died  November  29,  1919.  At  the 
time  of  his  death  the  decedent  owned  1,000  shares  of  the  stock  of  the 
Weingarten  Eros.  Realty  Co.,  a  corporation  having  a  capitalization 
of  $300,000,  divided  into  3,000  shares  of  the  par  value  of  $100,  and 
6,100  shares  of  the  capital  stock  of  the  East  Eleventh  Street  Holding 
Co.,  a  corporation  having  an  authorized  capital  stock  of  $61,000, 
divided  into  12,200  shares,  par  value  $5.  The  balance  of  the  capital 
stock  of  the  East  Eleventh  Street  Holding  Co.  was  held  by  Oscar 
Weingarten.  The  remainder  of  the  stock  of  the  Weingarten  Bros. 
Realty  Co.  was  owned  by  Oscar  and  Levi  Weingarten.  The  Wein¬ 
garten  Bros.  Realty  Co.  owned  all  of  the  capital  stock  of  the 
Weinbros  Real  Estate  Co.,  amounting  to  $150,000  par  value. 

The  balance  sheet  of  the  Weingarten  Bros.  Realty  Co.  on  Janu¬ 
ary  1,  1920,  discloses  the  following: 
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Assets 

Liabilities 

$28, 000. 00 
190, 501. 08 
102,  577.  51 
393,  808.  99 
150, 000.  00 

6,  250.  00 

3,  899.  47 

1, 966.  38 
28,  512.  36 
491,  717.  03 
2, 823. 05 

Capital  stock . . . 

300, 000.  OC 
126, 930. 4' 
6, 044.04 
30, 478.  74 
25.  000.  OC 
2, 890. 61 
1,000.0( 
50,  000.  OC 
10,  000. 0( 
200,  000.  OC 
75,  000. 0( 
454, 122.  2i 
100,  369. 7f 
18,  220. 0( 

Surplus _  — 

Accruals _ _ 

Halsey  Street  property - 

Weinbros  R.  E.  Co.  cap.  stock - 

Wm.  E.  Lehman  per  a/c . . 

Wm.  E.  Lehman  Halsey  St.  a/c . 

Estate  of  David  Weingarten. . . 

Levi  Weingarten..  . . - . 

Weinbros  R.  E.  Co.  loan - 

Cash . . . . . 

Oscar  Weingarten - - - 

F.  A.  Keeney  security — . . 

Nankin  Garden  security - 

Gevas  &  Laines  security . 

Bills  payable — . - 

Mortgage  payable,  Lakeside . 

Mortgage  payable,  Halsey  Street.... 
Mortgage  payable  High  and  S.  Sts.. 

Weingarten  Bros,  loan . 

Reserve  for  depreciation . . . 

Sinking  fund. . - . 

1, 400, 055.  87 

1, 400,  055. 8 

All  of  the  corporation’s  assets  are  shown  by  the  accounts  in  th( 
above  balance  sheet  and  the  parties  have  stipulated  that  the  valu( 
of  the  assets  and  the  amount  of  the  current  liabilities  as  of  the  dat( 
of  death  of  the  decedent  was  in  the  amount  shown  in  the  accounts  o: 
the  above  statement,  with  the  exception  of  the  value  of  the  stock  o 
the  Weinbros  Real  Estate  Co.  and  the  sinking  fund  shown  as  * 
liability  in  the  amount  of  $18,220. 

The  profit  and  loss  statements  of  the  Weingarten  Bros.  Realty  Co 
for  the  years  1915  to  1919,  inclusive,  disclose  the  following : 


Gain 

Loss 

$4,  863.  f 

3,  408.  f 

6,  765. 99 

5, 908.  27 

. 

The  average  yearly  profits  during  the  five-year  period,  afte 
deducting  losses,  were  $1,032.92.  The  corporation  paid  no  dividend! 
during  the  period  from  1915  to  1919,  inclusive.  j 

The  balance  sheet  of  the  Weinbros  Real  Estate  Co.  on  Decembe 
31,  1919,  according  to  its  books,  was  as  follows: 


Assets 

Liabilities 

Cash  _ 

$663.  83 
1,211,777.23 
10,  359.  92 

Cnnital  stock  _ 

$150,  000. ' 
20,638. 
450,000. 
109, 004. 
491,717. 
1, 440. 

Snrnlns  _ 

"Real  estate  and  buildings _ 

nrt  pupp  navable  _  _ 

"Rants  receivable _ 

T? pQPr va  for  ripnrficifttion _ 

1,222,800. 98 

Accounts  payable . 

1,222,800. 

The  parties  have  stipulated  that  the  above  balance  sheet  reflect 
the  value  of  the  corporation’s  assets  and  the  amount  of  its  currer 
liabilities  as  of  November  29,  1919,  with  the  exception  of  the  ^ ah 
of  the  Terminal  Building  located  at  50  Court  Street,  Brooklyn,  ca; 
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ied  in  the  account  “  Real  Estate  and  Buildings,”  and  the  amount  of 
he  liability  under  the  account  “  Reserve  for  Depreciation.” 

The  Terminal  Building  was  a  12-story,  cellar-and-subcellar  struc- 
ure  of  brick  and  steel  construction,  built  in  1912,  1913,  or  1914,  at  a 
ost  of  $1,211,777.23.  It  had  an  entrance  from  the  subway  under  one 
>f  the  adjoining  streets.  The  corporation  also  owned  the  lot  on 
diich  the  building  was  erected.  This  property  is  situated  in  the  busi- 
less  section  of  Brooklyn,  within  not  more  than  200  feet  of  Borough 
lall,  a  municipal  building.  The  construction  of  Borough  Hall  was 
advocated  by  citizens  many  years  before  1923,  when  its  erection  was 
.uthorized,  and  1924,  when  building  operations  were  started.  Real 
state  in  the  neighborhood  of  Borough  Hall  is  considered  to  be 
mong  the  best  in  the  city. 

The  Terminal  Building,  together  with  the  lot,  was  sold  by  Weinbros 
leal  Estate  Co.  in  the  summer  or  early  fall  of  1923,  for  $1,325,000, 
>n  terms  of  $200,000  cash  and  subject  to  a  first  mortgage  of  $450,000 
ind  a  second  mortgage  of  $675,000.  Title  passed  under  the  agree- 
nent  of  sale  on  January  2,  1924.  Prior  to  this  sale  there  was  little 
ictivity  in  the  sale  of  real  property  in  Borough  Hall  section  and 
ifter  the  sale  was  recorded,  sales  were  active.  The  Terminal  Build- 
ng  had  a  fair  market  value  at  November  29,  1919,  of  $1,100,000. 

The  profits  made  and  the  losses  sustained  by  the  Weinbros  Real 
Estate  Co.  from  1914  to  1919,  inclusive,  from  the  operation  of  the 
ferminal  Building,  were  as  follows : 


Gain 

Loss 

914 . . . 

$17,  298. 10 
24,  648.  21 

915.... _ _ _ 

916 _ _ 

$4, 479.  59 

917 _ _ 

1, 077.  99 

918. . 

11,154.81 
12,  299.  21 

919 . . . 

Hie  average  yearly  net  profit,  after  deducting  losses,  was  $2,515.10. 
'fo  dividends  were  paid  prior  to  1920. 

The  value  on  November  29,  1919,  of  the  1,000  shares  of  stock  the 
lecedent  owned  in  Weingarten  Bros.  Realty  Co.  was  $154,338.72. 

Under  date  of  December  20,  1904,  the  Protestant  Church  of  Saint 
Vlarks  in  the  Bowery  leased  to  Simon  Uhlfelder,  Abraham  Wein¬ 
berg,  and  Fanny  Heilbrun  for  a  period  of  21  years,  at  an  annual 
•ental  of  $2,610,  $1,560,  and  $2,830,  a  total  of  $7,000,  three  lots 
ocated,  respectively,  at  301-309  East  Eleventh  Street,  and  304-308 
md  310-316  East  Twelfth  Street,  New  York  City.  The  clauses  of 
he  leases  pertaining  to  the  payment  by  the  lessees  of  taxes,  assess- 
nents,  etc.,  and  the  right  of  renewal,  read  as  follows : 

Second — That  the  said  parties  of  the  second  part,  their  executors,  adminis- 
rators — or  assigns,  shall  and  will  at  their  own  proper  costs  and  charges  pay 
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rind  discharge  all  such  duties,  taxes,  assessments  and  payments  of  what  nature 
or  kind  soever,  extraordinary  as  well  as  ordinary,  as  shall,  during  the  term 
hereby  demised,  by  any  authority,  and  for  whatsoever  purpose,  be  imposed  on, 
or  grow  due  and  payable  out  of,  and  for,  or  by  reason  of  the  said  demised 
premises  and  every  or  any  part  thereof,  within  ninety  days  after  the  same 
shall  become  a  lien  on  the  demised  premises,  - 

And  it  is  further  mutually  covenanted  and  agreed  by  and  between  the  parties 
to  these  presents,  that  if  at  the  expiration  of  the  term  hereby  granted,  the 
said  parties  of  the  second  part,  their  executors,  administrators,  oi  assigns, 
shall  have  faithfully  performed,  and  kept  all  and  singular  the  covenants,  condi¬ 
tions,  provisoes,  and  agreements  in  this  indenture  contained,  then  the  paities 
of  the  first  part,  their  successors  or  assigns,  upon  request  made  in  writing  at 
least  ninety  days  prior  to  the  expiration  of  said  term,  shall  and  will  grant 
to  the  said  parties  of  the  second  part,  their  executors,  administrators — or 

assigns,  at  -  their  expense,  a  renewal  of  this  lease  for  a  second  term  of 

twenty-one  years  to  commence  at  the  expiration  of  the  tenn  heiebj  granted,  at 
a  yearly  rent  to  be  determined  as  hereinafter  provided,  and  to  be  payable  in  like 
manner  and  on  the  same  days  as  the  rent  reserved  in  the  present  indenture. 

And  it  is  further  mutually  covenanted  and  agreed  by  and  between  the  parties 
to  these  presents  that  at  the  expiration  of  the  second  term  of  twenty -one 
years  (if  the  parties  of  the  second  part,  their  executors,  administrators— or 
assigns,  shall  have  elected  to  hire  the  premises  for  such  term),  the  parties  of 
the  first  part  their  successors  or  assigns,  will,  at  their  own  election,  eithei  (1) 
grant  to  the  parties  of  the  second  part,  their  executors,  administrators — or 

assigns,  at  -  or  their  expense,  a  renewal  of  this  lease,  for  a  third  term  of 

twenty-one -  years,  to  commence  at  the  expiration  of  the  second  term,  at  a 

yearly  rent  to  be  determined  as  hereinafter  provided  and  to  be  payable  in  like 
manner  and  on  the  same  days  as  the  rent  reserved  in  the  present  lease;  or  (2) 
purchase  the  building  or  buildings,  with  their  appurtenances,  which  may  have 
been  erected  by  the  paities  of  the  second  part,  their  executors,  administrators 

_  or  assigns,  and  which  may  then  be  standing  on  the  said  premises,  at 

_  their  value,  to  be  determined  as  hereinafter  provided.  Such  renewal 

agreements  shall  operate  as  a  renewal  of  all  the  covenants,  conditions,  provisos 
and  agreements  of  this  indenture  except  the  foregoing  covenants  for  renewal. 

The  tenement  houses  located  on  the  lots  were  5-story  buildings, 
having  in  some  cases  one  or  more  stores  on  the  ground  floor  ;  con¬ 
tained  apartments  of  from  2  to  5  rooms  each;  were  from  55  to  GO 
years  old;  had  no  air  shafts;  had  wooden  stairways;  and  did  not 

contain  any  modern  conveniences. 

The  leases  were  purchased  by  the  East  Eleventh  Street  Holding 
Co.  in  1912  or  1913  from  a  referee  in  bankruptcy  for  the  sum  of 
$73,331.50,  and  in  1918  were  sublet  to  Jacob  Bolton  for  a  period  of 

five  years  at  an  annual  rental  of  $18,000. 

The  leases  were  sold  and  assigned  by  the  East  Eleventh  Stieet 
Holding  Co.  to  Jacob  Bolton  on  November  15,  1921,  for  the  sum  of 
$100,000,  payable  $10,000  cash,  $G,000  annually  to  and  including  1927, 
and  $10,000  per  year  thereafter  until  the  balance  was  paid  in  full. 
The  deferred  payments  were  secured  by  a  mortgage  on  the  leasehold. 
At  the  time  of  their  sale  the  leases  had  about  four  years  yet  to  run 
under  their  original  terms. 
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The  balance  sheet  of  the  East  Eleventh  Street  Holding  Co.  on 
January  1,  1920 — no  substantial  changes  having  taken  place  in  the 
accounts  after  November  29,  1919 — according  to  the  statement  sub¬ 
mitted  in  evidence,  was  as  follows : 


Assets 

Investment..  _  --  .  _ 

$73, 331.  50 
500.  00 
142. 00 
1,608.81 
2,  424.  68 

Bills  receivable  _ 

M.  Beckman  -_ 

Henry  London _  _ _  . 

Cash _  _  -  _ _ 

Income  (deficit) _ _ 

78,  006.  99 
24,  599.  39 

Total  .  .  .  _  _ 

102,  600.  38 

Liabilities 


Capital  stock _  $61, 000.  00 

M.  Beckman  security _  150.00 

Reserve  for  depreciation _ 1  19,  380.  27 

Paradiso  310 _  35.00 

Zinoca  314 _  32.00 

Weingarten  Bros _  7,510.66 

Jacob  Bolton  security _  1,600.00 

O.  &  D.  Weingarten _  12,898.45 


Total. _ _ ;  102,606.38 


The  corporation  had  no  assets  other  than  those  shown  by  the  above 
accounts  and  had  no  rental  income  aside  from  the  sum  of  $18,000  due 
each  year  from  J acob  Bolton  as  a  sublessee. 

The  profits  and  losses  of  the  East  Eleventh  Street  Holding  Co. 
between  1915  and  1919  according  to  the  books  of  account,  were : 


Gain 

Loss 

1915 _ 

$4,  380.  31 

1916 _ 

$428.  67 
534.  55 

1917 _ 

1918 _  _ 

6, 929.  77 

1919 _ 

229.  09 

The  net  loss  of  the  corporation  over  the  five-year  period  was 
$10,117.77.  It  did  not  pay  any  dividends  prior  to  1920. 

The  decedent’s  6,100  shares  of  stock  of  the  East  Eleventh  Street 
Holding  Co.  had  a  value  of  $18,300  on  November  29,  1919. 

On  an  audit  of  the  return  filed  by  the  estate  the  respondent  in¬ 
creased  the  value  of  the  1,000  shares  of  stock  of  Weingarten  Bros. 
Realty  Co.  owned  by  the  deceased  at  the  time  of  his  death  from 
$149,190  to  $223,265.38,  and  the  6,100  shares  of  stock  the  deceased 
held  in  the  East  Eleventh  Street  Holding  Co.  from  $18,300  to  $39,833. 

OPINION. 

Arundell:  The  petitioner  returned  the  stock  owned  by  the  de¬ 
ceased  in  the  Weingarten  Bros.  Realty  Co.  at  a  value  of  $149,190, 
and  the  stock  of  the  East  Eleventh  Street  Holding  Co.  at  a  value  of 
$18,300.  In  each  case  the  amount  was  based  entirely  upon  the  value 
of  the  assets  behind  the  stock.  The  stock  values  determined  by  the 
respondent  were  found  in  the  same  manner,  but  on  the  basis  of  a 
valuation  of  $1,325,000  for  the  office  building  owned  by  the  Wein- 
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bros  Real  Estate  Co.,  this  amount  being  the  price  for  which  the 
property  was  sold  in  1923,  instead  of  $1,102. <  <3.06,  the  book  value  i 
used  by  the  petitioner,  and  a  valuation  of  $100,000  for  the  three  leases 
owned  by  the  East  Eleventh  Street  Holding  Co.  in  lieu  of  the  lesser  I 
valuation  used  by  the  petitioner.  The  petitioner  is  now  claiming 
that  the  Weingarten  Bros.  Realty  Co.  stock  is  worth  $75,000  and  j 
that  the  other  stock  is  without  value. 

The  petitioner’s  valuation  of  about  $1,100,000  for  the  Terminal  j 
Building  is  supported  by  the  depositions  of  two  expert  witnesses,  both  j 
of  whom  had  had  considerable  experience  in  the  real  estate  business 
and  were  acquainted  with  property  value  in  the  so-called  Borough 
Hall  section  of  Brooklyn  where  the  building  is  located.  E.  J.  Grant, 
one  of  the  two  witnesses,  had  appraised  the  building  for  the  Wein-J 
bros  Real  Estate  Co.  on  April  25,  1915,  October  18,  1922,  and  again 
on  February  26,  1925,  as  of  December  31,  1919.  On  each  occasion 
he  valued  the  land  at  $600,000  and  the  building  at  $500,000.  Both 
witnesses  testified  that  real  estate  sales  were  not  active  in  1919  in  the 
section  of  the  city  in  which  the  building  was  located  and  that  sales i 
did  not  become  active  until  after  the  first  of  January,  1924.  E.  P. 
Dalmasse,  the  other  witness,  testified  that  the  favorable  terms  under 
which  the  property  was  sold  made  it  possible  for  the  owner  to  obtain 
the  price  it  did. 

The  uncontradicted  evidence  of  petitioner’s  witnesses  convince  us 
that  the  fair  market  value  of  the  Terminal  Building  at  the  time  of 
decedent’s  death  was  $1,100,000,  and  that  the  sales  price  of  the  prop- 
ertv  in  1923,  almost  four  years  later,  did  not  represent  its  fair  market 
value  on  the  basic  date. 

In  determining  the  value  of  the  stock  of  the  East  Eleventh  Street 
Holding  Co.  the  respondent  valued  the  three  leases  at  $100,000,  the 
amount  for  which  the  leases  were  sold  in  1921  to  Jacob  Bolton,  the 
sublessee.  He  endeavored  to  substantiate  this  determination  by  the 
testimony  of  a  qualified  expert  witness,  who  expressed  the  opinior 
that  the  leases  were  worth  more  in  1919  than  in  1921  because  of  the 
greater  length  of  time  they  had  to  run. 

We  are  disposed  to  give  little  or  no  weight  to  this  testimony  as  the 
witnesses  had  never  examined  the  property  and  based  his  opinior 
solely  on  certain  assumptions  contained  in  hypothetical  question4 
which  we  do  not  believe  embodied  all  of  the  facts.  The  petitioner’s 
witness  had  never  examined  the  property  and  based  his  opinior 
ical  question  having  as  its  facts  the  pertinent  provisions  of  the  leaser 
the  gross  and  net  income  of  the  corporation  in  1919,  and  the  owner 
ship  of  its  stock,  that  the  leases  had  a  value  not  in  excess  of  $3,750 
He  also  testified  that  market  conditions  for  leases  on  property  of  the 
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type  covered  by  the  agreements,  were  much  better  in  1921  than  in 
1919,  due  to  a  shortage  of  housing  in  the  later  year.  We  are  con¬ 
vinced  that  the  leases  were  not  worth  $100,000  on  November  29,  1919, 
and  the  evidence  does  not  warrant  the  acceptance  of  the  nominal 
value  testified  to  by  petitioner’s  witness.  From  all  the  evidence  we 
are  satisfied  that  the  book  figure  used  by  the  petitioner  represents  the 
fair  market  value  of  the  leases  at  the  time  of  decedent’s  death. 

The  witness  presented  by  the  petitioner  to  testify  as  to  the  value  of 
the  stock  itself,  as  distinguished  from  the  assets  behind  it,  gave  as  his 
opinion  that  a  block  of  1,000  out  of  3,000  shares  of  Weingarten  Bros. 
Realty  Co.  stock  was  worth  $75  or  $105  a  share,  depending  upon 
whether  the  Terminal  Building  owned  by  Weinbros  Real  Estate  Co., 
all  of  the  capital  stock  of  which  was  held  by  the  former  company, 
was  valued  at  $1,100,000  or  $1,325,000.  The  hypothetical  question 
used  to  elicit  the  opinion  is  predicated  almost  entirely  upon  the  oper¬ 
ating  history  of  the  corporation  in  1919  and  did  not  include  othei 
facts  essentially  necessary  as  a  basis  to  form  an  opinion  on  a  question 
of  this  kind.  It  has  also  been  observed  that  the  witness  only  in¬ 
creases  the  value  of  the  stock  $30  a  share  on  an  increase  in  the  v  alue 
of  the  corporation’s  principal  asset  $225,000,  or  $  ( 5  a  share. 

The  stock  in  both  corporations  was  closely  held  and  none  of  it  ap¬ 
pears  to  have  been  traded  in.  None  of  the  corporations  ever  earnea 
a  large  profit  on  their  capital  investment  and  all  of  them  operated  at 
a  loss  during  several  of  the  five  years  immediately  preceding  1920. 
In  1919  the  profits  of  Weingarten  Bros.  Realty  Co.  were  only 
$5,908.27;  Weinbros  Real  Estate  Co.  sustained  a  loss  of  $12,299.21 
in  the  operation  of  the  Terminal  Building,  and  the  East  Eleventh 
Street  Holding  Co.’s  profits  amounted  to  but  $229.09. 

After  eliminating  the  sinking  fund  account  from  the  current 
liabilities  of  the  Weingarten  Bros.  Realty  Co.,  neither  paity  having 
presented  any  evidence  as  to  what  the  account  repiesented,  and  ad¬ 
justing  the  assets  of  the  Weinbros  Real  Estate  Co.  to  correspond  with 
our  finding  of  value  for  the  Terminal  Building,  we  find  that  the  net 
worth  of  the  former  corporation  on  November  29,  1919,  was  $46^,- 
016.16  and  that  the  1,000  shares  of  stock  held  by  the  decedent  had  a 
value  of  $154,338.72  on  the  date  of  his  death.  We  are  convinced  that 
the  evidence  supports  the  value  of  $18,300  found  by  the  petitioner 
for  the  6,100  shares  of  stock  the  decedent  held  in  the  East  Eleventh 
Street  Holding  Co,  at  the  time  of  his  death. 

Judgment  will  be  entered  under  Rule  50. 
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William  S.  Doig,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  13905,  16312.  Promulgated  August  17,  1928. 

1.  The  assessment  of  taxes  for  the  years  1918  and  1919  is  not 
barred  by  the  statute  of  limitations. 

2.  Depreciation  rate  determined. 

Nathan  Agar ,  C.  P.  A .,  for  the  petitioner. 

W.  F.  Gibbs ,  Esq .,  for  the  respondent. 

These  proceedings,  which  were  consolidated  for  hearing  and  de¬ 
cision,  involve  deficiencies  in  income  and  excess-profits  taxes  for 
the  years  1918,  1919,  and  1920,  in  the  respective  amounts  of  $21,- 
960.11,  $11,876.77,  and  $12,107.62.  The  issue  for  1918  and  1919  is 
whether  assessment  of  the  taxes  is  barred  by  the  statute  of  limita¬ 
tions,  and  the  issues  for  the  year  1920  are  whether  respondent  erred 
in : 

(a)  Figuring  depreciation  on  small  tools  used  in  the  business  at  a  rate  of 
10  per  cent  per  annum  instead  of  at  the  rate  of  30  per  cent  per  annum. 

(b)  Computing  depreciation  on  the  petitioner’s  case  hardening  plant  at 
the  rate  of  5  per  cent  per  annum  instead  of  at  the  rate  of  10  per  cent  per 
annum. 

(c)  Allowing  depreciation  on  an  iron  building  costing  $4,835.62  at  the 
rate  of  2  per  cent  per  annum  instead  of  at  the  rate  of  25  per  cent  per  annum. 

(d)  Reducing  invested  capital  by  the  full  amount  and  prorated  amount  of 
proposed  assessments  of  additional  taxes  for  the  years  1918  and  1919. 

In  the  event  its  assignment  of  error  for  1919  is  not  sustained, 
the  petitioner  alleges  further  that  error  was  committed  in: 

(a)  Capitalizing  the  amount  of  $3,953.77  in  its  accounts  for  drawings,  and 
patterns  instead  of  allowing  the  total  sum  as  a  business  expense. 

(b)  Computing  depreciation  on  small  tools  at  the  rate  of  10  per  cent  per 
annum  instead  of  at  the  rate  of  30  per  cent  per  annum. 

(c)  Reducing  invested  capital  by  $9,280.34,  this  figure  being  the  prorated 
amount  of  a  proposed  assessment  of  additional  tax  for  the  prior  year. 

FINDINGS  OF  FACT. 

The  petitioner,  a  New  York  corporation,  with  principal  offices  at 
'A  ranklin  Street,  Rrooklyn,  is  engaged  in  the  business  of  manufac¬ 
turing  box  nailing  machines.  It  was  organized  April  1,  1918,  as  the 
successor  of  a  partnership  formed  in  about  1884. 

The  petitioner’s  returns  for  the  years  1918  and  1919,  showing  a 
tax  liability  of  $8,140.32  and  $8,755.95,  were  filed  on  June  5.  1919. 
and  March  12,  1920,  respectively.  Some  time  in  1921,  the  petitioner’s 
accounts  were  audited  by  a  revenue  agent,  who  proposed,  as  a  result 
of  the  audit,  that  an  assessment  be  made  for  additional  taxes. 
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On  December  28,  1921,  the  petitioner  filed  amended  returns  for  the 
ears  1918,  1919,  and  1920,  together  with  a  brief  concerning  its  tax 
iability  for  those  years.  The  amended  returns  indicated  additional 
ax  liability  of  $21,960.11  for  the  year  1918,  and  $9,582.01  for  the 
ear  1919. 

Under  date  of  October  14,  1925,  the  respondent  notified  the  peti- 
ioner  by  letter  that  there  had  been  assessed  against  it  for  the  years 

918  and  1919,  additional  income  and  excess-profits  taxes  of  $31,542.12, 
his  sum  being  equal  to  the  total  of  the  additional  taxes  shown  by 
he  amended  returns  filed  by  the,  petitioner  for  those  years.  In  the 
tatement  accompanying  the  letter  the  respondent  said,  in  connection 
v-ith  his  assessment  for  the  year  1918,  that: 

Since  the  statute  of  limitations  has  expired  with  respect  to  all  additional 
axes  for  the  year  under  consideration  except  that  shown  on  your  amended 
eturn  filed  December  28,  1921,  the  additional  assessment  has  been  made  in  the 
itter  amount. 

nd  as  to  the  year  1919,  that : 

The  latter  amount  has  been  assessed,  being  the  amount  shown  on  your 
mended  return  which  is  accepted  as  waivering  the  statutory  limitation  to 
bat  extent. 

The  additional  tax  found  to  be  due  was  assessed  under  the  pro- 
isions  of  section  274(d)  of  the  Revenue  Act  of  1924,  on  lines  3  and  4 
f  page  1  of  the  respondent’s  November,  1925,  list. 

On  November  20,  1925,  the  collector  of  internal  revenue  at  Brook- 
yn  sent  the  petitioner  a  notice  and  demand  for  the  additional  taxes 
ssessed  and  on  or  about  November  27,  1925,  the  petitioner  filed  with 
he  collector  a  claim  for  abatement  of  all  of  the  additional  assess¬ 
ments.  The  collector  declined  to  receive  the  claim  without  ample 
ecurity  for  the  payment  of  such  taxes  as  might  be  found  to  be  due 
fter  a  consideration  of  the  claim.  Security,  consisting  of  various 
>onds  of  the  face  amount  of  $42,000,  was  deposited  by  the  petitioner 
vith  the  Corn  Exchange  Bank  under  an  escrow  agreement  dated 
November  27,  1925. 

On  December  11,  1925,  the  respondent  issued  a  30-clay  letter  advis- 
ng  the  petitioner  of  a  “  remaining  deficiency  ”  in  tax  for  the  year 

919  of  $6,774.23.  In  the  statement  attached  to  the  letter  the  respond - 
nt  said  the  following : 

The  following  statement  was  made  in  the  above  mentioned  office  letter  in 
onnection  with  the  assessment  of  $9,582.01 :  “  The  latter  amount  has  been 
ssessed,  being  the  amount  shown  on  your  amended  return  which  is  accepted 
s  waiving  the  statutory  limitation  to  that  extent”.  This  action  was  taken  in 
iew  of  the  fact  that  apparently  there  was  no  waiver  on  file  for  the  year  in 
uestion.  Since  that  date,  however,  a  waiver  extending  the  statutory  period 
f  limitation  for  the  year  1919  and  bearing  the  signature  of  your  vice-president 
ames  Doig,  has  been  brought  to  light.  This  waiver  which  had  become  sepa- 
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rated  from  the  file  of  the  case  was  received  in  the  Income  Tax  Unit  on  No¬ 
vember  24,  1924.  You  may,  therefore,  disregard  the  statement  made  in  office 
letter  dated  October  14,  1925,  as  quoted  above,  in  so  far  as  the  right  of  the 
Unit  to  make  an  assessment  is  concerned  for  the  year  in  question. 

The  petitioner  protested  the  deficiency  proposed  in  the  letter. 

The  petitioner's  claim  for  abatement  was  rejected  by  a  60-day 
letter  dated  March  27,  1926. 

Under  date  of  June  7,  1924,  the  respondent  requested  the  petitioner 
in  writing  to  execute  a  form  of  **  waiver,  enclosed  with  his  letter, 
extending  the  statutory  period  of  limitations  for  the  assessment  of 
additional  taxes  for  the  year  1918,  one  year.  The  petitioner  executed 
the  form  of  “  waiver  55  transmitted  with  the  letter  and  on  J une  9, 1924, 
forwarded  it  to  its  counsel  in  this  proceeding  with  instructions  to 
“  forward  the  same,  if,  in  your  opinion,  it  is  correct."  Petitioner’s 
counsel  gave  the  executed  instrument  to  his  stenographer  with 
instructions  to  mail  it  to  the  respondent. 

During  November,  1924,  counsel  for  the  petitioner  conferred  with 
the  respondent  in  Washington  regarding  its  tax  liability.  Subse¬ 
quently  in  the  same  month,  the  counsel  recommended  to  the  peti¬ 
tioner  that  it  execute  certain  “  waiver  ”  forms  obtained  from  the 
respondent  during  the  conference  extending  for  a  period  of  one 
year  the  statutory  period  of  limitations  for  the  assessment  of  taxes 
for  the  years  1918  and  1919.  The  petitioner  declined  to  execute  the 
form  of  “  waiver  ”  provided  by  the  respondent,  and  on  or  about 
November  22, 1924,  signed  and  transmitted  by  letter  to  the  respondent 
consent  agreements  for  the  years  1918  and  1919,  reading,  with  the 
single  exception  of  the  year  involved,  as  follows : 

William  S.  Doig.  Inc.  a  corporation,  organized  under  the  Laws  of  the  State 
of  New  York,  hereby  waives  the  statutory  limitations  with  respect  to  the  period 
provided  for  auditing  their  Income  Tax  return  by  the  United  States  Govern¬ 
ment  and  the  rendering  of  any  additional  assessments  found  thereon  for  the 
taxable  year  191S  and  agree  that  such  audits  and  assessments  may  be  ren¬ 
dered  subsequent  to  the  limitations  of  time  for  such  audits  and  assessments 
prescribed  by  the  statute. 

The  consent  agreements  were  signed  by  Jame^  Doig  as  vice  presi¬ 
dent  of  the  petitioner,  and  sometime  after  the  delivery  of  the  con¬ 
sents  the  respondent’s  name  was  affixed  thereto.  Each  instrument 
bears  a  notation  that  it  was  received  in  the  office  of  the  respondent 
on  November  24,  1924. 

During  the  year  1919  the  petitioner  employed  two  men  to  do  draw¬ 
ing  work  and  a  like  number  of  men  for  pattern  work.  One  of  the 
draftsmen  was  known  as  a  designer,  who,  with  the  assistance  of  the 
petitioner’s  superintendent  and  vice  president,  considered  requests  of 
customers  for  and  made  sketches  of  new  machines.  In  the  e\ent 
they  concluded  that  the  idea  presented  to  them  for  consideration  was 
meritorious,  the  sketch  made  of  the  proposed  machine  was  handed 
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to  the  other  draftsman  for  the  necessary  detail  work.  From  50  to  75 
per  cent  of  their  time  was  spent  preparing  drawings  for  new  patterns 
and  the  balance  on  general  maintenance  work.  The  pattern  makers 
kept  patterns  in  repair ;  rebuilt  patterns  damaged  beyond  repair,  and 
made  new  patterns.  About  75  per  cent  of  their  time  was  spent  in 
repairing  old  patterns  and  the  remainder  on  new  patterns.  The  peti¬ 
tioner  took  an  inventory  of  its  drawings  and  patterns  on  hand  at  the 
end  of  the  year  1919.  Some  patterns  may  be  used  as  long  as  10  years. 
Changes  were  made  in  the  drawings  from  time  to  time  which  ren¬ 
dered  the  original  drawing  obsolete. 

During  the  year  1919  the  petitioner  capitalized  $1,052.57  of  the 
cost  of  drawings  and  charged  the  balance  of  $979.69  to  business  ex¬ 
pense.  The  amount  capitalized  represents  the  cost  of  new  drawings 
for  new  designs  of  machines  and  the  amount  charged  to  expense 
represents  the  cost  of  maintaining  old  drawings,  and  the  drawing 
expense  of  experimental  work.  None  of  the  cost  of  patterns,  amount¬ 
ing  in  1919  to  $2,974.08,  was  capitalized.  All  of  its  was  charged  to 
expense.  This  method  of  treating  the  cost  of  drawings  and  patterns 
on  the  corporate  hooks  has  been  in  effect  since  April  1,  1918,  and  was 
used  by  the  petitioner’s  predecessor  for  20  years. 

On  an  audit  of  the  petitioner’s  returns  for  1919,  the  respondent 
capitalized  the  expense  items  of  $979.69  charged  to  drawings  and 
$2,974.08  charged  to  patterns  and  computed  depreciation  on  the 
balance  in  the  account  on  the  first  day  of  the  year  at  the  rate  of  10  per 
cent  per  annum. 

In  connection  with  its  business  the  petitioner  used  small  tools 
known  as  drills,  taps,  reamers,  drilling  machine  cutters,  counter 
bores,  tool  bits,  gear  cutters,  electric  drills,  slotting  machines,  and 
slip  saws.  Many  of  these  tools  break  easily  while  in  use  and  have  to 
be  ground  often  to  keep  them  in  working  condition.  The  cost  of 
small  tools  purchased  in  1919  and  the  maintenance  cost  of  tools  on 
hand  were  charged  to  expense  in  1919.  Of  the  total  of  $5,755.45 
charged  to  expense  in  1919,  $4,110.72  represented  the  cost  of  the  tools 
purchased  and  $1,644,73  the  cost  of  maintaining  tools  on  hand  in 
working  condition.  The  life  of  these  small  tools  ranges  from  a  day 
to  four  or  five  years.  The  year  1919  was  a  large  business  year  for 
the  petitioner. 

On  an  audit  of  the  petitioner’s  returns,  the  respondent  capitalized 
$351.06  of  the  original  and  maintenance  cost  of  small  tools  charged 
to  expense  in  1919,  and  of  the  amount  charged  to  expense  in  1920, 
capitalized  $362.02  and  allowed  the  balance  of  $4,161.45  as  a  business 
expense.  The  respondent  computed  depreciation  each  year  at  the 
rate  of  10  per  cent  per  annum  on  the  balance  in  the  account  on  the 
first  day  of  the  year. 
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The  furnace  of  the  case  hardening  plant  of  the  petitioner  was  con¬ 
structed  of  fire  brick,  which  burn  out  every  two  years  and  have  to  be 
replaced.  The  frame  within  which  the  furnace  is  located  had  a  much 
longer  life.  On  an  audit  of  petitioner’s  return  for  1920,  the  respond¬ 
ent  reduced  the  petitioner’s  claim  of  depreciation  on  the  plant  from 
10  to  5  per  cent  per  annum. 

The  parties  have  stipulated  that  the  iron  building  should  be  de¬ 
preciated  for  the  year  1920  at  the  rate  of  25  per  cent  per  annum  on  a 
cost  of  $4,835.62.  In  determining  the  petitioner’s  tax  liability  for 
the  year  1920,  depreciation  should  be  allowed  on  the  property  in  the 
amount  of  $1,208.91. 

In  determining  the  petitioner’s  tax  liability  for  the  years  1919 
and  1920,  the  respondent  reduced  the  former’s  invested  capital  for 
1919  by  $12,720.44,  this  sum  being  the  prorated  amount  of  taxes 
determined  by  respondent  for  1918,  and  for  the  year  1920  by  $30,- 
859.69,  the  total  of  taxes  determined  by  respondent  for  1918  and 
the  prorated  amount  of  taxes  determined  by  him  for  the  year  19i8. 

OPINION. 

Arundell:  Of  the  arguments  advanced  by  the  petitioner  against 
the  validity  of  the  consent  agreements  it  executed  on  or  about 
November  22,  1924,  for  the  years  1918  and  1919,  the  material  con¬ 
tentions  are  that  the  documents  (1)  do  not  bear  the  personal  signa¬ 
ture  of  the  Commissioner,  (2)  lack  a  definite  expiration  date,  (3) 
were  executed  subsequent  to  the  expiration  of  the  statutory  periods 
of  limitation,  and  (4)  do  not  bear  the  corporate  seal  of  the  peti¬ 
tioner  as  required  by  the  form  adopted  by  the  respondent.  The 
facts  involved  in  the  questions  raised  by  the  petitioner  do  not  differ 
in  any  material  respect  from  those  in  proceedings  heretofore  passed 
upon  by  us  contrary  to  the  contentions  being  made.  Perkins  Land 
&  Lumber  Co .,  9  B.  T.  A.  528;  Ohio  &  Big  Sandy  Coal  Co .,  9  B.  T. 

A.  617;  National  Piano  Manufacturing  Co .,  11  B.  T.  A.  46;  Cun¬ 
ningham  Sheep  <&  Land  Co .,  7  B.  T.  A.  652;  Joy  Floral  Co .,  (  B.  j 
T.  A.  800;  and  Pictorial  Printing  Co .,  12  B.  T.  A.  1407. 

The  return  for  1918  was  filed  on  June  5,  1919,  and  the  return 
for  1919  was  filed  on  March  12,  1920.  The  statutory  periods  of 
limitation  for  the  respective  taxable  years  expired  on  June  5,  1924, 
and  March  12,  1925.  Section  277  (a)  (2),  Revenue  Act  of  1924. 
The  consent  agreements  filed  by  the  petitioner  for  an  extension  of 
the  statutory  period  of  limitations  for  the  assessment  of  taxes  do 
not  contain  a  definite  expiration  date,  hence  they  operate  to  extend 
the  statutory  period  a  reasonable  time  after  their  date  of  execution. 
Cunningham  Sheep  c £  L.and  Co .,  supra.  The  respondent’s  final  de¬ 
termination  of  the  petitioner’s  tax  liability  for  the  years  covered 
by  the  agreements  was  made  on  March  27,  1926,  approximately  two 
years  after  the  expiration  of  the  statutory  period  of  limitations  lor 
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the  year  1918  and  one  year  after  such  period  had  expired  for  the 
year  1919.  The  petitioner  is  not  contending,  and  we  find  no  evi¬ 
dence  of  record  to  warrant  a  holding,  that  the  respondent  failed 
to  determine  the  deficiency  in  controversy  within  a  reasonable  time 
after  the  execution  of  the  consent  agreements.  It  is  our  opinion 
that  the  assessment  of  the  deficiencies  for  the  years  1918  and  1919 
is  not  barred  by  the  statute  of  limitations. 

The  petitioner  also  contends  that  the  jeopardy  assessments  made 
by  the  respondent  for  the  years  1918  and  1919  were  illegal  because 
no  jeopardy  existed  at  the  time  they  were  made.  In  California 
Associated  Raisin  Co.,  1  B.  T.  A.  1251,  cited  with  approval  in  Henry 
Veeder ,  10  B.  T.  A.  884,  and  James  C omens ,  11  B.  T.  A.  1040,  we 
held  that  the  Board  will  not  inquire  into  the  basis  for  the  Com¬ 
missioner’s  belief  that  jeopardy  exists. 

In  the  computation  of  the  deficiency  for  1919,  the  respondent 
adjusted  the  petitioner's  account  for  patterns,  woodcuts,  drawings 
and  photos,  by  capitalizing  the  amounts  of  $979.69  and  $2,974.08,  a 
total  of  $3,953.77,  charged  to  expense  for  drawings  and  patterns, 
and  allowed  depreciation  on  the  balance  in  the  account  at  January  1, 
1919,  at  the  rate  of  10  per  cent  per  annum.  The  petitioner  does  not 
question  the  rate  of  depreciation  allowed  by  respondent  but  contends 
that  these  two  amounts  are  properly  chargeable  to  expense  and 
should  not  be  capitalized. 

We  are  satisfied  from  the  evidence  that  the  allocation  made  by 
petitioner  in  its  books  of  the  amounts  expended  for  drawings  is 
correct,  and  that  $1,052.57  should  be  capitalized  and  $979.69  should 
be  charged  to  expense.  The  testimony  with  reference  to  the  patterns 
was  to  the  effect  that  75  per  cent  represented  repairs  and  25  per  cent 
represented  expenditures  for  new  patterns.  We  are  of  the  opinion 
that  25  per  cent  of  $2,974.68  should  be  capitalized  and  the  balance 
should  be  allowed  as  an  expense  and  as  such  deductible  from  income. 

The  statement  attached  to  the  deficiency  letter  shows  that  the 
respondent  exhausted  small  tools  at  the  rate  of  10  per  cent  per  annum 
from  1901  to  1917,  and  during  1917  and  1918  at  the  rate  of  20  per 
cent,  due  to  increased  production  during  those  years.  During  the 
years  1919  and  1920  depreciation  was  allowed  at  the  annual  rate  of  10 
per  cent  on  the  balance  in  the  account  on  the  first  day  of  the  year. 
The  petitioner  claims  that  the  rate  should  be  30  per  cent. 

The  petitioner’s  vice  president  testified  that  the  life  of  small  tools  in 
use  is  from  one  minute  to  four  or  five  years  and  an  average  of  two  and 
one-half  years.  The  petitioner’s  factory  superintendent  testified  that 
the  tools  had  an  average  life  of  three  years.  This  evidence  was  in  no 
way  refuted  by  respondent  and  we  are  satisfied  represents  the  true 
life  of  these  tools.  Petitioner  asks  for  a  depreciation  of  30  per  cent 
and  this  should  be  allowed  for  the  years  1919  and  1920. 
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As  to  the  question  concerning  the  proper  rate  of  depreciation  for 
the  petitioner’s  case  hardening  plant,  the  superintendent  ol  peti¬ 
tioner’s  plant  testified  that  the  fire  bricks  comprising  the  furnace; 
of  the  plant  burn  out  and  the  furnace  has  to  be  replaced  every  twe 
years.  He  also  testified  that  the  frame  within  which  the  furnace  id 
located  “  would  probably  last  a  lifetime.”  This  testimony  constitutes 
all  the  evidence  before  us  on  the  probable  life  of  the  plant  and  is? 
insufficient  upon  which  to  base  a  rate  of  depreciation  other  than  that 
used  by  the  respondent.  Accordingly,  the  respondent’s  determination 
is  sustained. 

The  adjustment  of  petitioner’s  invested  capital  for  the  years  191f 
and  1920  on  account  of  taxes  due  for  prior  years  was  correct  in  prin¬ 
ciple,  but  the  amount  thereof  should  be  recomputed  in  the  light  ol 
the  foregoing  opinion.  Section  1207,  Revenue  Act  of  1926  and 

Wheel  &  Foundry  Co .,  3  B.  T.  A.  1168.  I 

Judgment  will  be  entered  under  Rule  50\ 


Walter  S.  Gurnee  and  C.  J.  O’Conor,  Executors,  Estate  of 

Bell  B.  Gurnee,  Petitioners,  v.  Commissioner  of  Internai 

Revenue,  Respondent. 

i  l 

Docket  No.  10429.  Promulgated  August  17,  1928. 

The  fact  that  estate  tax  paid  in  the  taxable  year  exceeds  the 
income  of  the  estate  does  not  render  a  beneficiary’s  distributive 
share  nontaxable. 

Edward  II.  Green ,  Esq .,  for  the  petitioners. 

Maxwell  E.  MeDowell ,  Esq.,  for  the  respondent. 

The  respondent  determined  an  overassessment  of  income  tax  foi 
1919  in  the  amount  of  $306.26  and  deficiency  for  1920  in  the  amount 
of  $1,817.14.  The  overassessment  arises  out  of  the  partial  rejection 
of  a  claim  in  abatement.  The  petition  filed  sought  a  redetermination 
of  taxes  for  both  years,  but  at  the  hearing  counsel  for  petitioner 
abandoned  the  1919  proceeding.  The  question  for  1920  is  whethei 
respondent  erred  in  taxing  as  income  the  amount  received  by  Bell  B 
Gurnee  as  a  beneficiarv  of  the  estate  of  Walter  S.  Gurnee,  the  execu- 
tors  of  that  estate  having  paid  a  Federal  estate  tax  in  that  year  m 
excess  of  its  income. 

FINDINGS  OF  FACT. 

Petitioners  are  the  duly  qualified  executors  of  the  estate  of  Bell 
B.  Gurnee,  who  died  in  1925,  a  resident  of  the  State  of  Xew  ^  ork. 

In  1920  decedent  received  from  the  executors  of  the  estate  ol 
Walter  S.  Gurnee,  as  a  beneficiary  under  his  will,  the  sum  of, 
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$34,613.78,  which  was  returned  as  income.  Of  this  sum  $17,306.89 
was  included  in  Schedule  H  as  dividends  and  subjected  only  to  sur¬ 
tax,  and  the  balance,  $17,306.89,  was  included  as  other  income  from 
fiduciaries  in  Schedule  C  and  subjected  to  both  normal  tax  and 
surtax. 

In  the  same  year,  1920,  the  executors  of  the  estate  of  Walter  S. 
Gurnee  paid  a  Federal  estate  tax  in  the  amount  of  $375,793.61.  The 
entire  income  of  the  estate  for  that  year  was  less  than  the  Federal 
estate  tax  paid  and  the  estate  had  no  net  income  in  that  year. 

OPINION. 

Arundell  :  It  is  the  contention  of  the  petitioners  that  the  amount 
which  Mrs.  Gurnee  received  in  1920  as  a  beneficiary  under  the  will 
should  not  be  included  in  income.  The  argument  is  that  the  law  taxes 
only  the  beneficiary’s  distributive  share  in  the  net  income  of  an 
estate,  and,  as  the  estate  here  had  no  net  income  there  was  no  dis¬ 
tributive  share  upon  which  the  law  could  operate.  It  is  not  con¬ 
tended  that  the  estate  had  no  gross  income;  the  lack  of  net  income 
was  due  to  the  payment  of  the  Federal  estate  tax. 

This  question  at  first  glance  would  seem  to  be  governed  by  the  deci¬ 
sion  in  Baltzell  v.  Mitchell ,  3  Fed.  (2d)  428,  and  the  decisions  of  the 
Board  which  are  collated  in  Arthur  H.  Fleming ,  6  B.  T.  A.  900.  The 
petitioners  argue  that  the  Baltzell  decision  is  not  opposed  to  their 
contention  here  but  on  the  contrary  supports  it.  Their  theory  is  that 
the  court  recognized  a  distinction  between  income  from  capital  trans* 
actions  and  income  in  which  a  beneficiary  could  share,  and  that  inas¬ 
much  as  there  was  sufficient  income  of  the  latter  class,  the  beneficiary 
was  taxable  on  the  amount  received.  True,  the  losses  involved  in  the 
Baltzell  case  were  capital  losses,  but  we  do  not  understand  the  decision 
to  rest  on  that  fact.  Our  understanding  of  the  basis  of  the  decision 
is  that  the  distributive  share  of  a  beneficiary  which  is  to  be  returned 
as  income  must  be  determined  in  accordance  with  the  terms  of  the 
trust  regardless  of  the  amount  of  gains  or  losses  of  the  trust  entity. 
This  result  naturally  follows  from  the  well  established  fact  that  the 
estate  or  trust  and  the  beneficiary  are  separate  taxable  entities. 
Merchants  Loam  <&  Trust  Co.  v.  Smietanlca ,  255  U.  S.  509.  What 
income  the  estate  may  have,  or  what  deductions  it  may  take  are  of  no 
interest  to  a  beneficiary  where  the  latter’s  distributive  share  is  fixed 
by  the  terms  of  the  instrument  creating  the  estate  or  trust. 

The  principle  involved  in  this  case  is  the  same  as  that  in  the  case 
of  Jamies  B.  Waller ,  Jr.,  8  B.  T.  A.  935,  although  the  question  is  put 
in  a  different  form.  In  that  case  the  beneficiary  claimed  a  deduction 
for  estate  taxes  which  he  paid  to  prevent  the  sale  of  real  estate  com¬ 
prising  a  part  of  the  corpus  of  the  estate.  The  deduction  claimed  was 
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disallowed  on  the  "round  that  the  taxes  under  United  States  v. 
Woodward,  256  U.  S.  632,  were  allowable  as  a  deduction  only  to  the 
estate  and  not  to  the  beneficiary.  The  fact  that  the  question  is 
framed  differently  in  the  two  cases  does  not  change  the  result.  See 
also  O.  Ben  Haley ,  6  B.  T.  A.  782. 

Judgment  will  be  entered  for  the  respondent. 


Estate  of  William  C.  Burling,  Peoples  Trust  Co.  and  William 

Raymond  Burling,  Executors,  Petitioners,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  14112.  Promulgated  August  17,  1928. 

The  petitioners  have  failed  to  prove  that  certain  transfers  made 
by  the  decedent  within  two  years  prior  to  his  death  were  not  made 
in  contemplation  of  death. 

« 

Maurice  I).  Moore ,  Esq.,  for  the  petitioner. 

Frederick  K.  Blanker,  Esq.,  and  Frank  Horner,  Esq.,  for  the  re¬ 
spondent. 

The  petitioners  seek  the  redetermination  of  a  deficiency  in  estate 
tax  of  $2,640.93.  It  is  claimed  that  the  respondent  erred  in  holding 
that  certain  transfers  of  stocks  and  real  property  were  made  in  con¬ 
templation  of  death. 

FINDINGS  OF  FACT. 

The  petitioners  are  the  duly  appointed  executors  of  the  estate  of 
William  C.  Burling,  who  died  testate  on  September  22,  1923,  a 
resident  of  Brooklyn,  N.  Y. 

By  an  instrument  dated  October  14,  1921,  the  decedent  assigned 
and  transferred  to  the  Peoples  Trust  Co.  of  Brooklyn  and  Maurice 
J.  Moore,  as  trustees,  for  the  benefit  of  his  three  children,  certain 
shares  of  stock. 

Under  date  of  December  27,  1922,  the  decedent  conveyed  to  his 
son.  William  R.  Burling,  premises  located  at  1917  and  1919  Church 
Avenue,  Brooklyn.  At  the  time  of  transfer  and  decedent’s  death, 
each  piece  of  property  was  subject  to  a  first  mortgage  of  $9,000. 
Accrued  interest  to  September  22,  1923,  under  both  mortgages 
amounted  to  $90. 

Under  date  of  January  1,  1923,  the  decedent  and  his  widow  con¬ 
veyed  to  the  Peoples  Trust  Co.  of  Brooklyn,  as  trustees,  for  the 
benefit  of  his  two  daughters,  three  parcels  of  real  property  located 
at  1911.  1913,  and  1915  Church  Avenue,  Brooklyn.  Each  piece  of 
property  was  subject  to  a  first  mortgage  of  $9,000  and  the  properties 
located  at  1913  and  1915  Church  Avenue  were  each  subject  to  a 
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second  mortgage  of  $1,400.  At  the  date  of  decedent’s  death,  the  first 
nortgages  were  in  the  same  amount  and  each  of  the  second  mort¬ 
gages  had  been  reduced  to  $1,000.  Accrued  interest  to  the  date  of 
iecedent’s  death  under  all  the  mortgages  amounted  to  $840. 

On  Thanksgiving  Day,  1914,  the  decedent  suffered  a  severe  attack 
)f  chronic  myocarditis,  and  did  not  sufficiently  recover  to  leave  the 
louse  for  several  weeks.  In  August,  1920,  or  1921,  the  decedent  had 
i  stroke  of  apoplexy  and  two  or  three  months  elapsed  before  he 
was  able  to  attend  to  his  business.  A  second  stroke  of  apoplexy 
iccurred  a  few  days  before  decedent’s  death. 

The  decedent’s  health  during  the  period  between  1914  and  the 
late  of  his  death  showed  an  improvement  at  times,  and  at  other 
;imes  was  worse  than  usual.  The  improvement  was  most  evident 
n  1917,  when  the  decedent  served  on  a  local  draft  board  during  the 
mmmer  and  fall.  From  1920  until  his  death  the  decedent  was  con- 
med  to  his  house  the  greater  part  of  the  time  and  during  that  period 
was  under  the  care  of  a  physician,  who,  during  1922  and  1923, 
visited  the  decedent  not  less  than  every  other  day  to  treat  him  for 
?hronic  myocarditis  and  the  effect  of  his  stroke  of  apoplexy.  Dur- 
ng  the  course  of  the  decedent’s  illness  the  attending  physician  con¬ 
sulted  not  less  than  six  heart  specialists  concerning  the  decedent’s 
physical  condition.  As  a  result  of  the  first  stroke  of  apoplexy  the 
decedent  lost  his  power  of  speech  but  regained  it  gradually  and  to 
such  an  extent  that  he  was  able  to  talk  with  some  hesitation.  After 
1920  the  decedent  was  incapacitated  to  a  great  extent  but  his  health 
improved  sufficiently  during  that  time  to  take  a  few  rides  in  an 
xutomobile. 

The  decedent’s  family  physician  regarded  his  patient’s  ailment  as 
serious  and  would  not  have  been  surprised  had  the  decedent  died 
suddenly  at  any  time  after  the  attack  of  chronic  myocarditis  in  1914. 
Chronic  myocarditis  is  not  an  uncommon  ailment  among  men  who 
have  reached  the  age  the  decedent  had  in  1914  and  persons  suffering 
from  it  may  die  at  any  time  from  its  effect  and  seldom  live  longer 
than  15  years  after  the  first  attack.  At  some  time  after  the  decedent 
suffered  the  attack  of  chronic  myocarditis,  his  physician  informed 
him  of  the  nature  of  his  illness  and  he  realized  that  his  condition 
was  serious.  He  and  his  family,  however,  were  of  the  belief  until 
a  short  time  before  decedent  died,  that  his  condition  would  improve. 

The  estate-tax  return  of  the  estate,  showing  a  tax  liability  of 
$8,293.94,  was  filed  with  the  collector  at  Brooklyn,  N.  Y.,  September 
20,  1924.  The  tax  shown  by  the  return  was  subsequently  paid.  The 
return  for  the  estate  tax  did  not  include  in  the  gross  estate  the  value 
of  the  stocks  and  properties  hereinbefore  mentioned  as  having  been 
assigned  to  and  for  the  benefit  of  the  decedent’s  children.  On  an 
audit  of  the  return  the  respondent  included  the  real  property  con- 
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veyed  among  the  assets  of  the  estate  at  a  value  of  $26,000  for  each 
parcel,  and  the  stocks  at  a  value  of  $11,697.87,  a  total  of  $141,697.87. 

OPINION. 

Artjndell:  Section  402(c)  of  the  Revenue  Act  of  1921  provides,  in 
part,  that : 

Any  transfer  of  a  material  part  of  liis  property  in  the  nature  of  a  final 
disposition  or  distribution  thereof,  made  by  the  decedent  within  two  years 
prior  to  his  death  without  such  a  consideration,  shall,  unless  shown  to  the 
contrary,  be  deemed  to  have  been  made  in  contemplation  of  death  within  the 
meaning  of  this  title. 

Other  than  admissions  made  by  the  respondent  in  his  answer  of 
formal  matters  alleged  in  the  petition,  we  have  only  the  deposition 
taken  by  the  respondent  of  the  physician  who  attended  the  decedent 
from  1914  until  his  death  and  the  estate-tax  return  with  its  accom¬ 
panying  schedules. 

This  evidence  aids  the  statutory  presumption  and  petitioners 
offered  no  evidence  to  overcome  it.  See  C .  1).  Lehman ,  6  B.  T.  A. 
791,  and  Second  National  Bank  of  New  Haven ,  12  B.  T.  A.  1066. 

While  no  issue  was  raised  by  the  pleadings  as  to  the  value  of  the 
property  transferred,  at  the  hearing  counsel  for  the  respondent  con¬ 
ceded  that  the  value  of  the  real  estate  should  be  reduced  by  the 
amount  of  the  mortgages  against  the  properties.  This  question  is  a 
matter  for  adjustment  between  the  parties  under  their  recomputation 
of  the  deficiency  for  decision  under  Rule  50. 

Judgment  will  he  entered  under  Rule  50. 


Woodside  Cotton  Mills  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  11625.  Promulgated  August  22,  1928. 

1.  The  fact  that  exhaustion  of  machinery  is  accelerated  under 
unusual  conditions  of  operation  is  not  sufficient  evidence  of  the  rate 
at  which  such  exhaustion  should  be  measured. 

2.  The  rate  of  exhaustion  must  be  based  on  facts  in  evidence 
and  is  not  proven  by  opinions  of  witnesses  whose  judgment  is  not 
shown  to  be  authoritative  or  convincing. 

3.  Expenditures  for  paving  streets  of  petitioner’s  mill  village  are 
capital,  and  the  fact  that  they  are  occasioned  by  the  necessity  to 
attract  competitive  labor  does  not  make  them  deductible  as  ordi¬ 
nary  and  necessary  expenses. 

4.  The  fact  that  such  streets  are  used  by  the  public  does  not 
establish  them  as  deductible  business  donations. 

5.  An  inconsistency  in  the  Commissioner’s  treatment  of  an  item 
as  between  its  exclusion  from  invested  capital  for  1917  and  its  in- 
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elusion  in  invested  capital  for  1918  and  1919  does  not,  in  the 
absence  of  evidence  as  to  the  facts  in  respect  thereof,  require  its 
inclusion  for  1917. 

6.  In  considering  whether  an  agreement  exists  under  section 
240  (a),  Revenue  Act  of  1918,  for  the  apportionment  of  consolidated 
tax  liability,  all  the  circumstances  are  to  be  considered,  and  if  an 
agreement  can  reasonbly  be  inferred  the  Board  is  not  bound  to  be¬ 
lieve  oral  testimony  that  no  such  agreement  was  made. 

Jamies  Craig  Peacock ,  Esq.,  and  C .  F.  Haynsworth,  Esq.,  for  the 

petitioner. 

James  A.  CPC allaghan,  Esq .,  for  the  respondent. 

The  respondent  determined  deficiencies  in  income  and  profits  taxes 
of  $431,134.32  for  1918,  and  $243,744.01  for  1919.  The  petitioner 
claims : 

(1)  Greater  deduction  for  depreciation  of  machinery  than  that 
allowed. 

(2)  A  deduction  as  business  expenses  of  expenditures  for  street 
paving. 

(3)  That  its  invested  capital  should  not  be  reduced  by  applying 
a  tentative  tax  to  earnings  available  for  dividends. 

(4)  An  increase  in  invested  capital  through  good  will  said  to  be 
inadvertently  disallowed. 

(5)  Freedom  from  any  part  of  the  consolidated  tax  because  of  an 
absence  of  agreement  among  the  affiliated  corporations  for  appor¬ 
tionment. 

(6)  The  readjustments  which  necessarily  would  follow  from  a 
favorable  determination  of  the  foregoing  issues. 

FINDINGS  OF  FACT. 


The  petitioner  and  its  affiliated  corporations  owned  and  used 
cotton-mill  machinery,  including  opening  machines,  picking  ma¬ 
chines,  cards,  roving  and  spinning  and  tying-in  machines,  warp¬ 
drawing  machines,  spoolers,  spinning  frames,  spinning  machines, 
looms  and  cloth  loom  machinery.  Under  usual  conditions  of  opera¬ 
tion  in  years  other  than  1918  and  1919  a  reasonable  allowance  for 
exhaustion,  wear  and  tear  and  obsolescence  of  the  machinery  owned 
and  operated  by  the  petitioner  and  its  affiliated  corporations  is  at  the 
rate  of  5  per  cent. 

In  the  years  1918  and  1919  unusual  conditions  of  operation  of  the 
said  machinery  existed,  resulting  in  increased  exhaustion,  wear  and 
tear,  and  obsolescense,  and  a  reasonable  allowance  for  exhaustion, 
wear  and  tear,  and  obsolescence  of  such  machinery  in  1918  and  1919 


. 


is  at  the  rate  of  6  per  cent. 
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In  1918,  $1,216.72,  and  in  1919,  $132,353.19,  was  expended  by  peti¬ 
tioner  and  its  affiliated  corporations  for  paving  certain  streets  of  its 
mill  village  surrounding  the  Greenville  plant  which  were  used  bv 
the  public. 

In  determining  the  deficiency  for  1918  and  1919,  the  Commissioner 
included  in  invested  capital  $354,372.79.  under  the  designation  of 
“  oood  will.”  At  the  same  time,  the  Commissioner  determined  an 
overassessment  for  1917,  which  is  not  here  in  issue,  and  in  computing 
the  said  overassessment  he  omitted  from  invested  capital  the  amount 
of  $354,372.79  or  any  amount  in  respect  of  good  will. 

During  1918  petitioner  owned  all  the  stock  of  the  Woodside  Cot¬ 
ton  Mills,  Simpsonville  Cotton  Mills,  and  Fountain  Inn  Manufac¬ 
turing  Co.  On  December  18,  1918,  the  three  above  named  corpora¬ 
tions  filed  certificates  of  dissolution,  and  on  January  1.  1919,  their 
property  was  acquired  by  petitioner.  This  dissolution  and  transfer 
were  the  consummation  of  a  “  plan  for  consolidation  ”  which  had  been 
carried  out  since  its  inauguration  in  1911.  In  September,  1919,  a 
consolidated  return  for  1918  was  filed  and  the  tax  shown  thereon 
was  paid  entirely  by  petitioner  without  reimbursement  from  or 
charge  against  any  of  the  three  aforesaid  corporations.  It  was 
agreed  upon  among  the  corporations  that  the  petitioner  should  pay 
the  total  tax. 

opinion. 

Sternhagen  :  The  several  issues  presented  by  the  petitioner  have 

already  been  set  forth  and  will  be  considered  in  the  order  in  which 
•/ 

they  have  been  presented. 

The  petitioner  claims  that  for  the  years  1918  and  1919  the  ex¬ 
haustion  of  its  machinery  was  so  seriously  increased  by  inefficient 
labor  and  other  conditions  growing  out  of  the  war  that  instead  of 
the  usual  rate  of  5  per  cent,  which  both  parties  agree  is  applicable 
under  usual  conditions,  its  deduction  for  depreciation  should  be  at  the 
rate  of  10  per  cent,  or  double  the  usual  rate.  The  Commissioner  ir 
determining  the  eleficiency  recognized  the  effect  of  the  unusual  con- 
ditions  in  1918,  and  increased  the  allowance  from  5  per  cent  to  6  pel 
cent,  and  for  1919  he  has  disallowed  any  increase. 

In  our  opinion  the  evidence  does  not  sustain  an  allowance  greatei 
than  G  per  cent  for  each  of  the  two  years.  While  it  is  clear  that 
operating  conditions  in  1918  and  1919  were  such  as  to  increase  oi 
accelerate  the  exhaustion  of  the  machinery,  the  evidence  falls  short 
of  establishing  a  10  per  cent  rate.  The  only  evidence  of  the  measure 
of  exhaustion  in  these  years  consists  of  the  categorical  opinions  of  the 
vice  president  and  treasurer  of  the  petitioner  and  of  the  superintend 
ent  of  one  of  the  plants.  These  opinions,  however,  were  not  sub¬ 
stantiated,  and  the  qualifications  of  the  witnesses  to  express  an  opinior 
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>n  this  subject  were  not  satisfactorily  demonstrated.  They  are  not 
'onclusive.  The  Conqueror ,  166  U.  S.  110;  IF.  S.  Bogle  Co.  v. 

Commissioner  of  Internal  Revenue ,  - Fed.  (2d)  -  (C.  C.  A., 

'th  Cir.,  decided  June  12,  1928).  They  had  been  associated  with 
:otton  mills  for  many  years,  but  that  alone  is  not  sufficient  to  make 
heir  judgment  authoritative  or  convincing.  Although  the  precise 
ate  of  such  exhaustion  may  not  be  susceptible  of  scientific  demon- 
;tration,  it  is,  on  the  other  hand,  not  a  matter  of  arbitrarily  fixing  a 
•onvenient  rate.  From  the  facts  before  us,  as  distinguished  from  the 
vitnesses’  opinions,  it  could  be  as  readily  concluded  that  the  machin¬ 
ery  would  be  exhausted  in  20  years  as  that  it  would  be  exhausted  in 
)  years.  And  under  these  circumstances  there  is  no  reason  to  accept 
)lindly  the  judgment  of  these  witnesses  that  it  will  be  exhausted 
n  10  years,  in  lieu  of  respondent’s  determination.  The  respondent, 
presumably  after  an  examination,  has  determined  for  1918  that  an 
idditional  1  per  cent  is  adequate  to  allow  for  the  unfavorable  con- 
litions,  and  the  evidence  does  not  lead  us  to  a  different  conclusion. 

As  to  1919,  the  evidence  indicates  that  the  conditions  were  similar 
:o  those  existing  in  1918  and,  therefore,  the  allowance  should  also  be 
•similar  and  an  additional  1  per  cent  should  be  applied. 

The  petitioner  claims  that  amounts  of  $1,216.72  and  $132,353.19 
spent  for  street  paving  are  deductible  in  the  respective  years  in 
question  under  section  234  (a)  (1)  of  the  Revenue  Act  of  1918  as 
‘  ordinary  and  necessary  expenses  paid  or  incurred  during  the  tax¬ 
able  year  in  carrying  on  an}^  trade  or  business.”  To  support  this 
contention  evidence  was  introduced  tending  to  show  that  the  peti¬ 
tioner  believed  it  necessary  in  order  to  attract  labor  at  a  time  when 
laborers  were  difficult  to  procure,  to  pave  the  streets  of  its  mill  vil¬ 
lage.  It  wTas  testified  that  this  labor  necessity  was  the  direct  occa¬ 
sion  for  the  paving  expenditure  and  that  under  ordinary  circum¬ 
stances  such  an  expenditure  would  not  have  been  made.  It  was  tes¬ 
tified  further  that  although  the  streets  were  owned  by  the  corpora¬ 
tion  and  had  not  been  formally  dedicated  to  the  public,  they  had  in 
fact  been  thrown  open  to  the  public  and  were  in  public  use.  From 
this  it  is  argued  that  the  expenditures  were  directly  attributable  to 
the  business  of  the  years  in  question,  wTere  therefore  properly  to  be 
charged  off  entirely  in  those  years,  and  were  not  capital  expenditures. 

It  is  also  argued  that  because  the  paving  was  upon  streets  devoted 
to  the  public  its  cost  may  be  regarded  as  a  donation  to  the  public. 

We  are,  however,  of  the  opinion  that  these  expenditures  were  not 
within  the  statutory  deduction.  From  the  fact  that  labor  difficulties 
were  the  direct  occasion  for  these  improvements  by  the  petitioner,  it 
does  not  follow  that  the  benefits  thereof  to  the  petitioner  were  sub¬ 
stantially  limited  to  the  year  or  that  the  profits  of  the  year  should 
alone  be  burdened  with  their  cost.  This  is  true  even  if  it  be  assumed 


270  13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (266) 

that  the  improvements  were  public  and  not  solely  for  the  private 
benefit  of  the  plant.  Even  as  to  municipal  improvements  covered  by 
special  assessments,  Congress  has  clearly  provided  in  section  234 
(a)  (3)  that  such  assessments  are  not  to  be  deducted.  See  Caldwell 
Milling  Co .,  3  B.  T.  A.  1232.  And  in  section  235  and  section  215  (b) 
it  is  provided  that  no  deduction  may  be  allowed  for  amounts  paid  for 
permanent  improvements.  So  far  as  the  evidence  shovrs,  we  may 
infer  that  irrespective  of  the  particular  occasion  which  necessitated 
the  improvement,  its  re,sult  was  to  benefit  the  petitioner  and  its  prop¬ 
erty  for  a  period  substantially  longer  than  the  year  when  the  work 
was  done.  See  E.  JV.  Edwards  &  Sons ,  3  B.  T.  A.  889.  There  is 
nothing  to  justify  writing  this  expenditure  off  in  its  entirety  in  this 
single  year  when  its  effect  is  materially  to  enhance  the  value  and 
utility  of  the  entire  plant.  It  is  fanciful,  in  view  of  the  evidence, 
to  call  the  expenditure  a  “  donation,”  or  to  allow  its  deduction  as  if 
it  were  a  contribution  to  the  community  in  order  to  increase  current 
profits. 

In  computing  the  invested  capital  for  1918,  the  Commissioner  ar¬ 
rived  at  the  amount  of  earnings  available  for  dividends  paid  during 
the  year  after  deducting  a  so-called  u  tentative  tax  of  $631,339.50. 
The  method  was  the  same  as  that  condemned  in  L.  S.  Ayers  &  Co 
1  B.  T.  A.  1135;  All  America  Cables ,  Inc.,  10  B.  T.  A.  213,  and  the 
deficiencies  should  in  this  respect  be  recomputed  in  accordance  with 
those  decisions. 

While  1917  is  not  one  of  the  years  in  issue,  the  petitioner  claims 
that  the  deficiencies  for  1918  and  1919  are  incorrectly  increased  by 
reason  of  the  fact  that  they  reflect  an  excessive  tax  for  1917,  which  is 
said  to  arise  from  the  omission  from  invested  capital  of  an  alleged 
good  will  of  $354,372.79.  It  is  not  disputed  that  the  Board  may  prop¬ 
erly  examine  into  the  invested  capital  for  1917  to  the  extent  neces¬ 
sary  to  fix  the  correct  liability  for  1918  and  1919.  Reading  Hardware 
Co.,  7  B.  T.  A.  337.  There  is,  however,  an  insufficient  basis  in  the 
evidence  for  a  finding  that  the  Commissioner  has  understated  the 
invested  capital  of  1917.  The  only  proof  is  that  the  Commissioner 
has  been  inconsistent  in  omitting  the  item  of  good  will  for  1917  and 
including  it  for  1918  and  1919.  But  it  does  not  appear  from  the  evi¬ 
dence  that  the  inconsistency  itself  is  contrary  to  the  statute,  nor  does 
it  appear  that  if  it  is  unwarranted  it  should  be  straightened  out  by  an 
allowance  in  1917  rather  than  a  disallowance  for  1918  and  1919. 
There  are  no  facts  in  the  record  to  indicate  even  slightly  that  intangi¬ 
ble  property  called  good  will  had  been  so  paid  in  to  the  corporation 
as  to  bring  it  within  section  207  of  the  1917  Act  or  section  326  of  the 
1918  Act;  nor  is  there  anything  from  which  a  valuation  could  be 
made,  even  assuming  that  the  contribution  of  good  will  could  be  seen 
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n  the  evidence.  The  petitioner  treats  this  item  as  if  it  were  a  patent 
nathematical  error,  and  if  this  were  the  situation  we  might  be  justi- 
ied  in  requiring  its  correction  without  exhaustive  evidence  of  the 
substantive  facts.  Bruce  &  Human  Drug  Co.,  1  B.  T.  A.  342;  Quad¬ 
riga  Manufacturing  Co.,  2  B.  T.  A.  1119.  But  since  we  can  not  ascer- 
ain  whether  there  has  been  an  error  or  what  the  true  source  of  the 
dleged  inconsistency  is,  we  must  leave  the  situation  as  we  find  it  in 
he  record.  John  W.  Anderson,  12  B.  T.  A.  1111. 

The  petitioner  seeks  to  avoid  any  liability  for  deficiency  for  1918  by 
nvoking  the  following  provision  of  section  240  (a),  Revenue  Act  of 
.918: 

In  any  case  in  which  a  tax  is  assessed  upon  the  basis  of  a  consolidated  return, 
he  total  tax  shall  be  computed  in  the  first  instance  as  a  unit  and  shall  then  be 
issessed  upon  the  respective  affiliated  corporations  in  such  proportions  as  may 
<e  agreed  upon  among  them,  or,  in  the  absence  of  any  such  agreement,  then  on 
he  basis  of  the  net  income  properly  assignable  to  each. 

The  petitioner  sought  to  prove  by  oral  testimony  that  there  was  an 
ibsence  of  an  agreement  for  assessment  upon  a  basis  other  than  that 
•of  the  net  income  properly  assignable  to  each.”  From  the  alleged 
ibsence  of  an  agreement  the  argument  is  made  that  the  only  taxable 
let  income  of  the  affiliated  group  was  that  of  the  three  subsidiary 
:orporations,  and  that  since  no  net  income  is  assignable  to  the  peti- 
ioner,  no  assessment  of  any  part  of  a  consolidated  tax  may  be  made 
igainst  it.  See  Cincinnati  Mining  Co.,  8  B.  T.  A.  79.  Petitioner 
further  attempts  to  show  that  as  to  the  three  subsidiaries  the  statutory 
period  of  limitation  upon  assessment  has  expired;  and  for  this  pur¬ 
pose  there  is  an  attempted  repudiation  of  several  written  consents 
iled  with  the  Commissioner  under  section  250,  Revenue  Act  of  1921, 
ind  section  278,  Revenue  Act  of  1924.  These  consents  are  now  said 
o  have  been  null  because  the  signature  thereon  and  the  corporate 
;eal  were  unauthorized. 

The  operation  of  the  statute  of  limitations  and  the  effectiveness  of 
the  written  consents  do  not  require  consideration,  because,  in  our 
opinion,  the  evidence  establishes  an  agreement  for  the  payment  of 
the  tax  by  the  petitioner.  At  the  time  that  the  consolidated  return 
was  filed,  the  petitioner  was  all  that  remained  of  the  legal  structure 
by  which  the  business  of  these  various  plants  had  been  operated. 
This  business  had  for  some  time  been  substantially  operated  in  the 
interest  of  a  single  group  of  individuals.  A  plan  for  consolidation 
is  in  evidence,  dated  May  8,  1911,  which  contains  the  opening  state¬ 
ment  to  stockholders  that  “  for  the  purpose  of  consolidating  the 
Woodside  Cotton  Mills,  the  Fountain  Inn  Manufacturing  Co.,  and  the 
Simpsonville  Cotton  Mills,  it  is  proposed  to  organize  a  company 
chartered  under  the  law  of  the  State  of  South  Carolina  to  be  known 
as  Woodside  Cotton  Mills  Company,  with  John  T.  Woodside  as  presi- 
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dent,  and  with  a  capital  stock  *  *  *.”  The  acquisition  of  the 

stock  of  the  three  corporations  had  proceeded  over  a  period  of  years 
and  was  completed  in  1917. 

In  the  taxable  year  in  question  all  of  the  stock  was  owned  by  the 
petitioner,  and  it  was  in  complete  control  of  the  situation.  There 
was  no  necessity  for  any  writing  to  evidence  or  support  a  demand 
upon  any  of  the  three  corporations,  except  where  outsiders  were  in¬ 
volved.  Under  these  circumstances,  actions  speak  louder  than  words. 
When  in  September,  1919,  a  consolidated  return  was  filed  as  required 
by  the  statute,  the  interests,  which  in  1918  were  in  unity  despite  the 
separate  legal  entities,  had  become  completely  identical  through  the 
abolition  of  the  three  subsidiary  corporations.  The  petitioner  was 
at  that  time  the  owner  of  everything  which  had  theretofore  been  the 
property  of  its  affiliated  corporations.  Presumably  (and  there  is 
nothing  in  the  evidence  to  the  contrary)  this  acquisition  of  property 
carried  a  correlative  agreement  to  discharge  the  liabilities  incident 
thereto.  And  we  see  nothing  in  section  240  (a),  Revenue  Act  of 
1918,  which  requires  the  agreement  therein  referred  to  to  be  a  volun¬ 
tary  written  agreement  or  excludes  an  agreement  which  the  law 
necessarily  implies  from  conduct.  See  Essex  Coal  Co ..  12  B.  T.  A.  994. 

But  it  is  not  necessary  to  resort  to  such  a  construction  of  the 

*/ 

statute  in  this  case,  for  it  was  testified  that  the  petitioner  voluntarily 
paid  the  entire  tax,  accounted  for  it  entirely  as  its  own  liability, 
made  no  charge  of  any  part  thereof  against  anyone  else,  and  never 
expected  to  be  relieved  of  any  part.  It  also  transferred  to  its  own 
books  all  the  liabilities  of  the  subsidiaries.  This  action  was  taken 
with  the  full  knowledge  and  acquiescence  of  the  officers  of  the  peti¬ 
tioner  and  has  never  been  questioned.  In  view  of  this  evidence,  we 
can  not  permit  the  mere  statement  of  one  of  the  officers  of  the  com¬ 
pany  to  the  effect  that  no  agreement  had  been  made  to  prevail.  A 
form  of  written  agreement  signed  in  September,  1919,  would  have 
been  a  mockery  and  would  have  added  nothing  to  the  clear  liability 
otherwise  assumed.  Having  found  as  a  fact  that  the  petitioner 
agreed  to  bear  the  entire  tax,  we  sustain  the  respondent  in  determin¬ 
ing  that  petitioner  should  bear  the  assessment. 

The  summary  of  the  decisions  in  respect  of  the  foregoing  issues 
is  that  the  petitioner  is  entitled  to  a  deduction  for  depreciation  of 
machinery  for  1919  of  1  p£r  cent  in  addition  to  that  already  allowed 
by  the  Commissioner,  and  that  for  1918  its  invested  capital  should 
be  computed  pursuant  to  L.  S.  Ayers  &  Co .,  supra.  In  all  other 
respects  the  respondent’s  determination  is  sustained.  It  follows 
therefore  that  the  necessary  adjustments  should  be  made  to  carry 
through  these  two  modifications. 

• Judgment  will  be  entered  under  Rule  50. 
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Kent  Paper  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  14437.  Promulgated  August  22,  1928. 

Solomon  Goodman ,  Esq.,  for  the  petitioner. 

George  S.  Herr ,  Esq.,  for  the  respondent. 

Sternhagen  :  The  Commissioner  determined  a  deficiency  of 
$1,199.68  in  income  and  profits  tax  for  1919  against  the  petitioner 
and  in  doing  so  disallowed  $49,775  of  the  invested  capital  which  the 
taxpayer  claimed  on  its  return.  The  disallowance  of  the  Commis¬ 
sioner  was  based  upon  a  failure  of  evidence  to  establish  the  tax¬ 
payer’s  claim  at  that  time  that  $49,775  was  the  value  of  intangibles 
called  good  will  and  watermark  acquired  for  stock  at  the  time  of 
organization.  The  taxpayer  comes  to  the  Roard  upon  a  petition 
alleging  that  the  $49,775  represents  several  items,  (1)  dandy  rolls, 
$2,400;  (2)  organization  expenses,  watermark  experiments,  artist’s 
services,  traveling  expenses,  $5,000;  (3)  sales  commissions  to  stock¬ 
holders  earned  but  not  withdrawn;  and  (4)  good  will  and  trade¬ 
mark,  as  evidenced  by  earnings  of  a  predecessor  corporation  prior 
to  reorganization  and  earnings  of  the  petitioner  thereafter.  The 
material  allegations  were  denied  by  the  respondent. 

The  proof  is,  in  our  opinion,  entirely  insufficient  to  establish  any  of 
the  alleged  invested  capital  in  excess  of  the  $28,316.33,  which  ap- 
parently  has  already  been  allowed  by  respondent.  A  single  witness 
Avas  called,  who  is  no  longer  connected  with  the  petitioner,  and  aa4io 
testified  as  best  he  could  from  memory.  We  gather  from  the  evidence 
that  the  petitioner’s  business  was  probably  that  of  a  dealer  in  paper. 
The  business  had  been  organized  originally  about  1914  by  a  cor¬ 
poration  with  about  half  a  dozen  stockholders.  In  August,  1917,  this 
corporation  Avas  dissoRed  and  simultaneously  a  neAV  corporation  Avas 
organized.  Prior  to  this  apparent  reorganization  the  witness  had 
acquired  more  than  half  the  stock  of  the  old  corporation,  and  after 
the  reorganization  he  seems  to  have  OAvned  more  than  half  the  stock 
in  the  new  corporation.  If  these  facts  be  true,  as  the  Avitness  indi¬ 
cated,  the  Avhole  case  might  be  disposed  of  under  section  331,  Revenue 
Act  of  1918,  Avhich  provides  that  the  neAV  corporation  in  such  cir¬ 
cumstances  may  receive  no  greater  iiwested  capital  by  reason  of  the 
value  of  any  of  the  transferred  assets  than  that  of  its  predecessor. 

Rut,  passing  that  point,  there  is  too  little  in  the  evidence  from 
which  to  build  up  an  inA7ested  capital  under  section  326.  As  to  the 
dandy  rolls,  the  evidence  is  confusing.  The  Avitness  at  one  time  said 
that  he  purchased  in  behalf  of  the  corporation,  at  the  time  of  reorgani¬ 
zation  (Avhether  before  or  after  does  not  appear),  12  or  16  dandy 
rolls  at  $150  apiece.  In  describing  these  as  cylindrical  devices  for 
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imprinting  watermarks  in  paper  in  the  course  of  manufacture,  he 
left  it  doubtful  as  to  whether  these  devices  were  owned  by  the 
petitioner  or  simply  assigned  to  it  by  the  paper  manufacturer  as  a 
method  of  having  its  individual  watermarked  paper  for  sale.  But 
assuming  that  they  were  purchased  for  cash,  the  evidence  is  entirely 
silent  as  to  whether  the  cash  had  already  been  included  in  invested 
capital  by  the  respondent.  If  so,  of  course  it  should  not  be  included 
again  when  used  for  the  purchase  of  dandy  rolls.  At  another  time 
the  witness  indicated  that  the  dandy  rolls  had  been  turned  in  for 
stock  or  at  least  that  when  the  stock  was  issued  the  dandy  rolls  were 
regarded  as  among  the  assets  received.  It  may  be  that  a  clear  view 
of  the  facts  would  require  an  inclusion  of  their  value  in  invested 
capital,  but  the  evidence  falls  short  of  proving  that  the  respondent 
has  been  in  error. 

The  round  figure  of  $5,000  is  said  to  represent  various  kinds  ol 
preorganization  expenses.  No  attempt  has  been  made  to  segregate 
the  items  which  are  included  within  this  approximate  figure,  anc 
the  witness  explained  it  as  traveling  expenses,  artist’s  expenses,  or 
ganization,  and  the  expense  of  inducing  paper  mills  to  supply  th< 
petitioner’s  needs.  No  facts  are  given  which  would  justify  charac 
terizing  any  of  these  matters  as  property  paid  in  for  stock  or  share 
as  required  by  section  326,  or  even  calling  them  capital  in  a  mor 
general  sense.  The  so-called  commissions  which  are  alleged  to  hav 
been  earned  and  left  in  the  business  in  exchange  for  capital  stock  ar 
likewise  too  vaguely  stated  to  be  included.  It  appears  that  ordinaril; 
in  this  trade  commissions  of  10  per  cent  are  paid  by  dealers  to  sales 
men.  The  witness  and  another  secured  from  one  printer  approxi 
mately  $40,000  or  $50,000  of  business.  They  were  stockholders  o 
the  petitioner  and  took  no  commissions.  This,  in  our  opinion,  doe 
not  establish  that  the  individuals  had  any  right  to  commissions  o 
that  having  a  right  they  relinquished  it  in  exchange  for  stock,  and  w 
can  not  from  the  evidence  find  that  this  was  property  paid  in  fo 
stock  or  shares. 

Judgment  will  be  entered  for  the  responder 


George  E.  Farrington,  IT.  Stanwood  Hollis,  and  Edward  ^ 
Bancroft,  Executors  of  the  Will  of  Norton  Eugene  Holli 
Petitioners,  v.  Commissioner  of  Internal  Revenue,  Ri 

SPONDENT. 

Docket  No.  19811.  Promulgated  August  22,  1928. 

In  considering  a  deduction  under  section  403  (a)(3),  Revenue 
Act  of  1921,  where  by  will  a  remainder  is  left  to  a  municipality 
after  the  death  of  a  daughter  without  issue,  it  will  be  assumed  that 
issue  may  at  any  time  be  born  to  the  daughter  to  defeat  the  charit¬ 
able  remainder. 
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Nelson  B.  V anderhoof ,  Esq.,  for  the  petitioner. 

Frank  T.  Homer ,  Esq.,  for  the  respondent. 

This  proceeding  involves  a  deficiency  of  $30,419.89  in  estate  tax. 
Hie  petitioners  assert  that  the  respondent  erred  in  placing  too  high 
i  value  on  certain  shares  of  stock  included  in  the  gross  estate,  and  in 
lot  allowing  the  deduction  of  the  alleged  value  of  a  remainder  inter- 
st  bequeathed  to  a  political  subdivision  of  a  State,  to  be  used  for 
mblic  purposes. 

FINDINGS  OF  FACT. 

The  petitioners  are  the  executors  of  the  will  of  Norton  Eugene 
lollis,  of  Craigville,  Mass.,  who  died  October  12,  1923. 

By  his  will  and  codicils  thereto  the  decedent  left  all  his  property 
n  trust  for  the  following  uses  and  purposes  (portions  not  pertinent 
o  this  proceeding  have  been  omitted)  : 

First: — To  pay  from  the  income  to  the  Selectmen  of  the  Town  of  Braintree, 
he  sum  of  five  hundred  (500.00)  dollars  per  year  to  be  expended  upon  the 
’arks  and  Playgrounds  in  the  Town  of  Braintree,  the  expenditure  thereof  to 
>e  approved  by  my  trustees,  and  said  sum  to  be  paid  annually  so  long  as  my 
on,  E.  Stanwood  Hollis  or  my  daughter,  Lucia  E.  Farrington  shall  survive, 
>r  in  case  they  should  die  leaving  issue,  then  until  the  expiration  of  the  trusts 
lereinafter  set  forth  for  the  benefit  of  my  son  and  my  daughter  and  their  issue. 

Second  : — To  pay  over  to  my  son,  E.  Stanwood  Hollis  and  my  daughter, 
mcia  E.  Farrington,  the  remaining  net  income  of  said  trust  fund  during  their 
latural  lives,  share  and  share  alike,  annually,  in  quarterly  payments,  or  more 
requently  if  my  trustees  deem  it  expedient,  and  at  the  death  of  either  leaving 
.0  child  or  children,  to  pay  to  the  survivor  the  remaining  net  income  annually, 
n  quarterly  payments,  or  more  frequently,  if  my  said  trustees  deem  it  expedient, 
luring  the  natural  life  of  said  survivor,  and  at  the  death  of  the  last- survivor 
»f  my  son  and  daughter,  neither  leaving  issue,  then 

To  pay  over  out  of  the  principal  to  the  Town  of  Braintree  the  sum  of 
en  thousand  (10,000)  dollars  referred  to  in  the  Seventh  Clause  of  this  will 
ipon  the  Trust  there  n  created,  and  the  sum  of  one  hundred  thousand  (100,000) 
iollars  referred  to  in  the  Fifth  Clause  of  this  will,  upon  the  Trust  therein 
reated,  together  with  the  legacies  given  in  the  Third  and  Fourth  Clauses 
)f  this  will,  provided  the  same  have  not  heretofore  been  paid  or  lapsed,  and 
hereafter  to  pay  over  the  entire  principal  remaining  in  their  hands  to  the 
Town  of  Braintree  upon  the  Trusts  set  forth  in  the  Eighth  Clause  of  said 
vill. 

% 

Should  my  said  son  and  daughter  die,  either  or  both  leaving  issue,  then 

1st.  To  pay  over  out  of  the  principal  to  the  Town  of  Braintree  the  sum  of 
en  thousand  (10,000)  dollars  referred  to  in  the  Seventh  Clause  of  this  will 
ipon  the  Trust  therein  created,  and  also  the  sum  of  one  hundred  thousand 
:  $100,000)  dollars  referred  to  in  the  Fifth  Clause  of  this  will  upon  the  Trust 
herein  created,  and  also  the  legacies  given  in  the  Third  and  Fourth  Clauses 
)f  this  will. 

2nd.  To  divide  the  remaining  principal  in  their  hands  as  Trustees  into  two 
(2)  equal  parts  and  to  pay  over  the  net  income  therefrom  as  follows: — - 

(a)  To  any  child  or  children  of  my  son,  E.  Stanwood  Hollis,  the  net  income 
)f  one  of  said  equal  parts,  share  and  share  alike,  and  as  each  or  any  of  said 
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children  arrive  at  the  age  of  thirty  (30)  years,  then  to  pay  over  to  such  child 
or  children  of  said  E.  Stanwood  Hollis,  his  or  her  proportionate  share  of  the 
principal,  discharged  of  all  trusts. 

In  the  event  that  any  child  of  my  said  son,  E.  Stanwood  Hollis  shall  die  be¬ 
fore  reaching  the  age  of  thirty  (30)  years,  leaving  no  issue,  then  to  pay  over  the 
income  previously  paid  such  deceased  child  of  said  E.  Stanwood  Hollis  to  the 
surviving  child  or  children  of  said  E.  Stanwood  Hollis,  until  they  arrive  at  the 
age  of  thirty  (30)  years,  and  as  each  child  arrives  at  the  age  of  thirty  (30) 
years,  then  to  pay  over  to  such  child  so  arriving,  its  proportionate  part,  of  the 
principal  previously  held  for  the  benefit  of  such  deceased  child,  the  issue  of  any 
deceased  child  to  take  its  parent’s  share  by  right  of  representation,  and  at 
the  death  of  the  last  survivor  of  such  child  or  children  of  my  son,  E.  Stanwood 
Hollis,  none  having  reached  the  age  of  thirty  (30)  years,  and  none  leaving  issue, 
then  to  pay  over  to  the  Town  of  Braintree  the  principal  sum  previously  held 
for  the  benefit  of  the  children  of  said  E.  Stanwood  Hollis,  upoi\  the  trusts  set 

forth  in  the  Eighth  Clause  of  my  will. 

(b)  To  any  child  or  children  of  my  daughter,  Lucia  E.  Farrington,  the  net 
income  of  the  other  one-half  of  said  equal  parts,  share  and  share  alike,  and  as! 
each  or  any  of  said  children  arrive  at  the  age  of  thirty  (30)  years,  then  to  pay 
over  to  such  child  or  children  of  my  daughter,  Lucia  E.  Farrington,  his  or  her 
proportionate  share  of  the  principal,  discharged  of  all  trusts. 

In  the  event  that  any  child  of  my  said  daughter,  Lucia  E.  Farrington,  shall 
die  before  reaching  the  age  of  thirty  (30)  years,  leaving  no  issue,  then  to  paj 
over  the  income  previously  paid  to  such  deceased  child  of  said  Lucia  E.  tairing-1 
ton  to  the  surviving  child  or  children  of  said  Lucia  E.  Farrington,  until  they! 
arrive  at  the  age  of  thirty  (30)  years,  and  as  each  child  arrives  at  the  age  of 
thirty  (30)  years,  then  to  pay  over  to  such  child  so  arriving,  its  proportionate 
part  of  the  principal  previously  held  for  the  benefit  of  such  deceased  child,  the 
issue  of  any  deceased  child  to  take  its  parent’s  share  by  right  of  representation, 
and  at  the  death  of  the  last  survivor  of  such  child  or  children  of  my  daughter. 
Lucia  E.  Farrington,  none  having  reached  the  age  of  thirty  (30)  years,  and 
none  leaving  issue,  then  to  pay  over  to  the  Town  of  Braintree  the  principal  sum 
previously  held  for  the  benefit  of  the  children  of  said  Lucia  E.  Farrington,  upon 
the  trusts  set  forth  in  the  Eighth  Clause  of  my  will. 

In  no  event  is  any  child  by  adoption  to  receive  any  benefit  under  this  will. 

THIrd: — In  case  my  said  daughter  shall  die,  leaving  no  issue  I  direct  that 
there  shall  be  paid  to  her  husband  George  E.  Farrington,  the  sum  of  five  thou¬ 
sand  (5,000.00)  dollars. 

Fourth  : — In  case  my  said  son,  E.  Stanwood  Hollis,  shall  die  leaving  no  issue 
I  direct  that  there  shall  be  paid  to  his  wife,  Etta  I.  Hollis,  the  sum  of  five 
thousand  (5,000.00)  dollars. 

Fifth : — At  the  death  of  the  last  survivor  of  my  said  son  and  daughter 
whether  leaving  issue  or  not,  I  direct  that  my  Trustees  shall  pay  over  to  tin 
Town  of  Braintree  aforesaid  the  sum  of  one  hundred  thousand  ($100, 000)  dol 
lars  to  be  forever  kept  separate  and  apart  by  said  town  and  to  be  known  as  tin 
“N.  E.  Hollis  Park  and  Plat-Ground  Fund”  the  income  thereof  to  be  ex 
pended  on  the  parks  and  play-grounds  of  the  Town  of  Braintree  and  for  tin 
upkeep  and  care  of  the  Fountain,  now  located  in  Storrs  Square,  so  called,  ii 
said  Braintree,  and  I  direct  that  said  Town  of  Braintree  shall  invest  said  fund  s< 
as  to  yield  not  less  than  throe  and  y2  (3M>)  per  cent  per  annum  on  the  tota 
amount  of  said  fund,  and  shall  expend  said  income  of  said  fund  each  am 
every  year  for  the  benefit  of  parks  and  play-grounds  in  said  Town  of  Braintree 
and  for  the  upkeep  and  care  of  said  Fountain. 
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Sixth  : — In  the  event  that  my  son  and  daughter  should  die  one  leaving  issue 
and  the  other  not  leaving  issue,  I  direct  that  my  trustees  shall  pay  over  to  the 
>aid  Town  of  Braintree  one-half  (y2)  of  the  residue  of  my  estate  remaining 
(after  the  payment  required  for  the  legacies  hereinbefore  set  forth  and  after 
he  payment  necessary  for  the  establishment  of  the  “  N.  E.  Hollis  Park  and 
Play-Ground  Fund  ”  hereinafter  mentioned)  to  be  used  by  said  town  for  the 
purposes  hereinafter  set  forth ;  the  other  one-half  ( y2 )  of  the  residue  to  be 
leld  by  said  trustees,  the  income  thereof  to  be  paid  to  the  child  or  children  of 
ny  deceased  child,  until  such  child  of  my  deceased  child  shall  arrive  at  the  age 
>f  thirty  (30)  years,  then  to  pay  over  to  such  child  his  or  her  proportionate 
fiiare  of  said  one-half  ( y2 )  of  the  residue  free  from  all  trusts.  And  if  such 
•hild  or  ail  of  such  children  of  my  deceased  child  shall  be  deceased  leaving  issue 
lefore  the  youngest  of  such  children  shall  attain  the  age  of  thirty  (30)  years, 
hen  to  pay  over  to  such  issue  then  living  said  one-half  ( y2 )  of  the  residue  by 
fight  of  representation,  free  and  discharged  of  all  trusts. 

Seventh  : — At  the  death  of  the  last  survivor  of  my  son  and  daughter,  leaving 
10  issue,  then  to  pay  over  to  the  said  Town  of  Braintree  the  sum  of  ten  thou¬ 
sand  (10,000)  dollars  to  be  called  the  “Lucia  E.  Hollis  and  E.  Stanwood  Hol¬ 
lis  Fund,”  the  income  thereof  to  be  spent  every  year  in  the  purchase  of  books 
!or  the  Public  Library  in  the  Town  of  Braintree.  The  same  to  be  forever  kept 
separate  and  apart,  and  also, 

Eighth  : — To  pay  over  to  said  Town  of  Braintree  all  the  rest  and  residue  of 
ny  estate  of  whatever  nature  then  remaining  in  their  hands  to  be  called  the 
‘Annie  Stores  Hollis  and  Norton  Eugene  Hollis  School  Fund”  the  same 
o  be  forever  kept  separate  and  apart  and  the  income  thereof  to  be  expended 
>y  said  town  for  the  benefit  of  the  Public  Schools  of  the  Town  of  Braintree, 
md  I  direct  that  said  Town  of  Braintree  shall  invest  said  fund  so  as  to  yield 
lot  less  than  three  and  y2  (3 y2)  per  cent  per  annum  on  the  total  amount  of  said 
and,  and  shall  expend  said  income  of  said  fund  each  and  every  year  for  the 
>enefit  of  the  Public  Schools  in  the  Town  of  Braintree. 

The  testator  was  survived  by  his  daughter,  Lucia  E.  Farrington, 
ind  his  son,  E.  Stanwood  Hollis. 

Lucia  E.  Farrington  was  born  May  27,  1871,  and  at  the  date  of 
ter  father’s  death  was  over  52  years  of  age.  She  was  married  to 
deorge  E.  Farrington,  August  30,  1894,  and  they  have  always  lived 
ogether  as  husband  and  wife.  No  children  had  been  born  to  her. 
Her  menopause  occurred  approximately  6  years  prior  to  the  testa- 
or’s  death. 

Included  in  the  gross  estate  of  the  decedent  were  96  shares  of  the 
•ommon  stock  of  the  George  E.  Skinner  Co.  of  Boston,  the  value 
>f  which  at  the  date  of  death  was  $34,560. 

OPINION. 

Sternhagen  :  The  first  of  the  two  issues  is  whether  the  respondent 
‘rred  in  his  valuation  of  the  decedent’s  96  shares  of  common  stock 
)f  the  George  E.  Skinner  Co.  at  $360  a  share.  Upon  this  question 
)f  fact  we  are  of  opinion  that  the  evidence  does  not  establish  a 
ower  value.  ' 
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The  petitioner  relies  largely  on  the  value  indicated  by  the  balance 
sheets  taken  from  the  corporate  books  of  account  as  of  September 
29  1923,  and  November  3,  1923,  without  analysis.  There  is  also 
evidence  that  in  1925  it  lost  its  favorable  location  in  Faneuil  Hall, 
Boston,  and  that  the  principal  stockholder,  who  was  principally 
responsible  for  the  conduct  and  success  of  the  business,  had  some 
difficulty  in  selling  the  business.  The  business  was  sold  in  1926. 
These  conditions  were  neither  present  nor  contemplated  m  1923 
when  the  testator  died  and  the  value  of  his  stock  would  not,  so 
far  as  the  evidence  shows,  have  reflected  them.  At  that  time  the 
business  was  in  good  condition  and  its  earnings  had  steadily  in¬ 
creased  from  $17,000  in  1920  to  $33,000  in  1923.  The  respondents 

valuation  is  sustained.  . 

The  petitioner’s  second  point  is  that  it  is  entitled  under  section 

403(a)  (3),  Revenue  Act  of  1921,  to  a  deduction  of  the  value  at  the 
time  of  death  of  an  interest  bequeathed  to  the  town  of  Braintree.  The 
interest  arises  from  the  provision  of  the  will  to  the  effect  that  if  the 
daughter  should  die  without  issue  the  property  in  which  she  has  a 
life  "estate  shall  go  to  the  town.  By  deposition  of  physicians  it  was 
testified  without  objection  that  at  the  time  of  decedent’s  death  the 
daughter  had  no  children  and  would  have  none.  Thus,  it  is  urged 
that  the  bequest  to  the  town  was  substantial  and  hence  deductible 
from  the  gross  estate  in  determining  the  taxable  net  estate.  Respond¬ 
ent's  position  is  simply  that  the  law  presumes  conclusively,  irrespec¬ 
tive  of  the  views  of  the  witnesses,  that  children  may  be  born  to  the 

daughter.  . 

We  have  examined  the  many  decisions,  both  English  and  American, 

cited  by  counsel  for  both  parties,  and  in  our  opinion  they  support 
the  respondent’s  view.  In  the  United  States  the  question  has  gen¬ 
erally  arisen  in  cases  where  it  has  been  sought  to  vest  in  a  remain¬ 
derman  title  or  possession  of  property  during  the  life  of  the  inter¬ 
mediate  tenant.  The  courts  have  refused  to  recognize  the  possibility 
that  no  further  issue  would  be  born  to  claim  the  remainder.  This 
rule  has  become  uniform  and  well  established.  It  has  been  founde 
on  the  practical  necessity  for  maintaining  the  title  to  property  free 
from  confusion  and  also  upon  social  considerations.  The  cases  cited 
by  petitioner  to  indicate  that  the  rule  is  not  universal  do  not  in  om 
opinion  affect  the  general  doctrine.  The  intendment  of  the  revenue 
act  is  to  be  read  in  the  light  of  the  well  recognized  rule  rather  than  oi 
the  minor  exception,  and  we  see  no  reason  to  assume  that  Congies 
intended  to  ignore  the  rule  in  order  to  allow  a  deduction  for  the  con 
tingent  interest  of  a  municipality  or  charity.  The  testator  intendec 
thc° bequest  to  be  contingent  and  the  deduction  of  the  revenue  ac 

tr0e.s  no  further. 

to 
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There  is  no  dispute  as  to  valuation.  If  there  were,  it  would  be 
lecessary  to  consider  whether  the  contingency  is  so  remote  as  to  have 
ittle  or  no  effect  upon  the  value  of  the  remainder,  as  in  First  National 
Bank  of  Birmingham ,  Exr.  Patterson  v.  Snead ,  24  Fed.  (2d)  186,  or, 
>n  the  other  hand,  whether  the  contingency  is  such  as  to  make  the 
emainder  of  only  remote  speculative  value,  as  in  Humes  v.  United 

States ,  48  Sup.  Ct.  347 ; - U.  S. - .  But  the  presumption  of  the 

.aw  has  the  effect  of  saying  that  the  town  may  at  any  time  by  the  ap¬ 
pearance  of  issue  be  deprived  of  its  interest,  and  it  can  not  be  consist¬ 
ently  said  that  the  interest  may  be  valued  as  if  it  were  only  to  await 
he  death  of  the  life  tenant. 

Judgment  will  he  entered  for  the  respondent. 


I.  I.  R.  Henry,  Executrix,  Estate  of  Bayard  Henry,  Petitioner, 
v.  Commissioner  of  Internal  Revenue,  Respondent. 

Samuel  F.  Houston,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Sallie  H.  Henry,  Petitioner,  u.  Commissioner  of  Internal 

Revenue,  Respondent. 

William  W.  Porter,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  11807,  11832,  11833,  12734.  Promulgated  August  28,  1928. 

1.  A  taxpayer  who  entered  into  a  transaction  prior  to  March  1, 

1913,  by  which  he  acquired  certain  rights  at  a  certain  cost,  but  who 
offers  no  proof  of  the  March  1,  1913,  value  of  the  rights  or  of  its 
comparison  with  cost  has  not  established  the  basis  for  a  loss  on  the 
final  disposition  of  those  rights  in  1920  or  1921  for  a  certain 
amount. 

2.  The  Commissioner  may  in  his  discretion  reconsider  any  tax¬ 
payer’s  liability  to  income  and  profits  taxes  originally  decided  by 
him  at  any  time  within  the  period  of  the  statute  of  limitations, 
subject  only  to  the  provisions  of  sections  1309  and  1312  of  the 
Revenue  Act  of  1921  and  corresponding  sections  of  subsequent 
revenue  acts  as  the  same  may  be  applicable. 

William  Clarke  Mason ,  Esq .,  James  Craig  Peacock ,  Esq.,  and 

William  C .  Alexander ,  Esq.,  for  the  petitioners. 

J.  F.  Greaney,  Esq.,  and  Oscar  M.  McPeak,  Esq.,  for  the  respondent. 

The  Commissioner  determined  deficiencies  as  follows: 


Name 

yf- 

Year 

Amount  of 
deficiency 

Bayard  Henry.. 

1921 

1920 

1921 
1921 

$2, 891. 56 
191, 830.  53 
100,  870.  29 
7,  268.  60 

-'amuel  F.  Houston.. 

Sallie  H.  Henry 

William  W.  Porter. 

. 
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Each  petitioner  alleges  that  the  Commissioner  erroneously  failed 
to  allow  as  a  deduction  a  loss  sustained,  arising  out  of  the  failuie  of 
the  Real  Estate  Trust  Co.  of  Philadelphia. 

In  the  case  of  Samuel  F.  Houston  the  loss  was  alleged  to  have  been 
sustained  in  the  year  1920,  and  in  the  case  of  each  of  the  other  peti¬ 
tioners  the  loss  was  alleged  to  have  been  sustained  in  the  yeai  1921. 
In  the  case  of  William  W.  Porter,  an  additional  error  was  alleged 

as  follows: 

The  Commissioner  of  Internal  Revenue  having  approved  ruling  of  the  Solici¬ 
tor  of  Internal  Revenue  upon  a  point  of  law  under  date  of  August  21,  1923, 
wherein  the  deduction  heretofore  claimed  was  allowed,  and  having  made  a 
refund  to  the  taxpayer  of  the  amount  of  the  deficiency  herein,  is  not  authorized 
to  review  and  annul  said  ruling  in  the  absence  of  fraud  or  mistake. 

J.  I.  R.  Henrv,  Executrix,  has  been  substituted  as  the  petitioner 

%/  ' 

in  place  of  Bayard  Henry,  deceased. 

The  cases  were  consolidated. 


FINDINGS  OF  FACT. 


The  petitioners,  Samuel  F.  Houston,  Sallie  H.  Henry,  and  William 
W.  Porter,  are  individuals,  residing  at  Philadelphia,  Pa. 

Bayard  Henry  was  an  individual  residing  at  Germantown,  Phila¬ 
delphia,  Pa.  He  died  on  September  IT,  1926,  and  J.  I.  R.  Henry  is 
the  duly  constituted  executrix  of  his  estate. 

The  Real  Estate  Trust  Co.  of  Philadelphia  closed  its  doors  in  the 
year  1906,  and  on  August  28  of  that  year  George  H.  Earle,  Jr.,  was 
appointed  receiver  for  it  by  the  Court  of  Common  Pleas  ot  Philadel¬ 
phia  County,  Pennsylvania.  The  financial  embarrassment  of  the 
Real  Estate  Trust  Co.  was  brought  about  by  the  improper  conduct 
of  its  affairs  by  its  president,  Frank  Hippie.  Hippie  loaned  exces¬ 
sive  amounts  to  Adolph  Segal  and  took  therefor  collateral  which 
could  not  be  easily  liquidated,  but  which  was  not  without  value.  He 
also  wrongfully  permitted  Segal  to  withdraw  certain  of  this  col¬ 
lateral  for  the  purpose  of  placing  it  as  collateral  for  loans  from 
other  sources. 

The  receiver  for  the  Real  Estate  Trust  Co.  proposed  a  plan  of 
reorganization  for  that  company  which  included  as  one  of  its  pro¬ 
visions  the  creation  of  a  fund  of  $2,500,000  from  subscriptions  by 
directors  of  the  company  to  guarantee  a  value  of  $3,000,000  for  the 
Segal  collateral,  designated  in  the  plan  “Segal  Matters.”  The  com¬ 
pany  was  to  be  given  the  $2,500,000  outright  and  then  was  to  have 
in  addition  the  first  $3,000,000  which  might  be  realized  from  the 
“  Segal  Matters.”  The  subscribers  were  to  be  reimbursed,  if  at  all, 
by  all  of  the  excess  over  $3,000,000  which  might  be  realized  from  the 
“  Segal  Matters.”  This  plan  of  reorganization  became  effective.  It 


(279) 


J.  I.  R.  HENRY  ET  AL. 


281 


provided  in  part  that  the  subscribers  to  the  $2,500,000  fund  made 
such  subscriptions  with  the  understanding  that  if  from  the  adminis¬ 
tration  of  the  “  Segal  Matters  ”  $3,000,000  should  be  realized  the 
subscribers  were  to  receive  any  excess  over  this  amount  which  might 
be  realized  from  the  same.  No  restrictions  or  time  limits  were  placed 
upon  the  Real'  Estate  Trust  Co.  in  regard  to  its  administration  and 
final  disposition  of  the  assets  included  in  the  “  Segal  Matters.”  The 
Real  Estate  Trust  Co.  resumed  business  on  November  1,  1906,  and 
thereafter  and  until  December  30,  1920,  the  “  Segal  Matters  ”  were 
administered  exclusively  by  it  under  the  direction  of  George  H. 
Earle,  Jr.,  formerly  receiver  and  thereafter  president  of  that 
company. 

The  following  table  shows  the  names  of  the  directors  of  the  Real 
Estate  Trust  Co.  in  1906,  the  amount  that  each  subscribed  and  paid 
to  the  guaranty  fund,  and  the  number  of  shares  of  stock  in  the  com¬ 
pany  held  by  each  at  that  time  : 


Name 

Subscription 

Number 
of  shares 

John  H.  Converse  _ _  _ 

$1,005,  000 

155 

Samuel  F.  Houston. .  _ _ _  .  _ _ 

i  755,  000 

512 

John  F.  Betz _  _ 

153,  375 

75 

William  A.  Patton _  _ 

103,  000 

150 

R.  Dale  Benson _ 

100,  025 

230 

Bavard  Henry _ _ _  _  .  ..  _  _ 

92,  500 

375 

(Of  this  sum  Bayard  Henry  personally  contributed  $42,500,  $50,000  being 

furnished  to  him  from  other  sources.) 

Edward  P.  Borden _ _ _  _ 

77,  000 

45 

W.  W.  Porter _  _ _ _  _ 

75,  000 

175 

Frank  C.  Roberts.  .  _  _ _ _ 

75,  000 

175 

S.  Wier  Mitchell _  _ _ _ _ 

52,  500 

553 

Joseph  de  Forest  Junkin _ _ 

11,000 

450 

1  Samuel  F.  Houston,  a  director,  subscribed  $755,000  to  the  fund  and  when  the  plan  became  effective  by 
the  required  consents  of  creditors,  stockholders,  and  others,  and  the  subscribers  to  this  fund  were  called  upon 
to  make  payment  of  their  subscription,  Houston  found  that  a  payment  by  him  of  the  full  amount  of  his  sub¬ 
scription  would  necessitate  a  sacrifice  of  his  securities  and  investments  in  the  then  existing  market  at  con¬ 
siderable  loss  to  him,  and  at  his  proposal  his  sisters  and  his  mother  took  participating  interests  in  his  sub¬ 
scription.  Houston  actually  contributed  $305,000  to  the  fund  and  his  sister,  Sallie  II.  Henry,  contributed 
£200, 000  to  the  fund. 

Sallie  H.  Henry  was  not  a  director,  but  owned  1,071  shares  of 
stock  in  the  company.  She  made  her  subscription  upon  the  under¬ 
standing  that  no  personal  responsibility  to  her  was  assumed  by 
Samuel  F.  Houston,  but  that  she  was  to  look  to  the  so-called  “  Segal 
Matters  ”  as  the  source  from  which  to  realize  upon  her  subscription. 
Throughout  the  transactions  involved  herein  Samuel  F.  Houston 
acted  as  her  agent. 

Samuel  F.  Houston  at  the  time  he  subscribed  to  the  guaranty 
fund  believed  that  the  “  Segal  Matters  ”  had  considerable  potential 
value  which  under  Earle’s  administration  could  be  converted  into 
a  sufficient  amount  of  cash  to  repay  the  subscribers  the  amount  of 
their  subscription  with  interest  and  possibly  some  profit  in  addition. 
He  explained  the  plan  of  reorganization  to  his  sister  and  told  her  of 
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his  beliefs  in  regard  to  the  value  and  possibilities  of  the  4  Segal 
Matters.” 

At  and  before  the  time  that  the  petitioners  herein  subscribed  to 
the  guaranty  fund,  George  H.  Earle,  Jr.,  the  receiver  for  the  Real 
Estate  Trust  Co.,  had  had  conversations  with  the  directors  in  which 
he  expressed  a  belief  that  a  sufficient  amount  might  be  icalized 
from  the  “  Segal  Matters  ”  to  repay  to  the  subscribers  the  amount 
of  their  subscription  with  interest  and  possibly  a  profit. 

Segal  had  secured  a  loan  of  $1,250,000  from  Gustave  E.  Kissel. 
As  collateral  for  this  loan,  Segal  gave  certain  bonds  and  stock  which 
had  been  deposited  with  the  Real  Estate  Trust  Co.  as  collateral  se¬ 
curity  for  loans  made  by  it  to  Segal  and  which  had  been  wrong¬ 
fully  withdrawn  from  the  Real  Estate  Trust  Co.  by  Segal  v  ith  the 
permission  of  Hippie.  Included  in  this  collateral  were  certain  bonds 
and  shares  of  stock  of  the  Pennsylvania  Sugar  Refining  Co.  and  in 
connection  with  the  loan  it  was  agreed  between  Kissel  and  Segal 
that  until  the  loan  was  repaid,  Kissel,  or  some  one  to  be  named  by 
him,  should  have  the  right  to  select  four  out  of  seven  directors  of  the 
Pennsylvania  Sugar  Refining  Co.  and  that  the  lattei  s  i  efincr^ 

should  not  be  operated. 

At  the  time  the  subscriptions  to  the  guaranty  fund  were  made,  a 
suit  against  the  American  Sugar  Refining  Co.  under  the  Sherman 
Anti-Trust  Act  was  contemplated  on  behalf  of  the  Pennsylvania 
Sugar  Refining  Co.  and  the  value  of  the  “  Segal  Matters  ”  depended 
to  some  extent  upon  the  successful  prosecution  of  such  a  suit. 

Such  a  suit  was  brought  in  the  United  States  District  Couit  for 
the  Southern  District  of  New  York  for  $10,000,000  and  another  in 
the  Court  of  Chancery  in  New  Jersey,  on  the  ground  that  Kissel,  as 
agent  for  the  American  Sugar  Refining  Co.,  had  made  a  contract  in 
restraint  of  trade  with  Segal.  In  January,  1910,  the  pending  liti¬ 
gation  was  compromised  upon  the  delivery  to  the  Real  Estate  Trust 
Co.  by  the  American  Sugar  Refining  Co.  of  certain  bonds  viong- 
fully  withdrawn  from  the  Real  Estate  drust  Co.,  among  which  vere 
bonds  of  the  Pennsylvania  Sugar  Refining  Co.  The  Real  Estate 
Trust  Co.  afterwards  converted  the  latter  bonds,  through  a  fore¬ 
closure,  into  7,268  shares  of  stock  in  the  reorganized  company,  there¬ 
after  called  Pennsylvania  Sugar  Co.  Thig  was  on  or  before  Jan 
uary  22,  1912. 

The  petitioners  were  thoroughly  familiar  with  the  progress  o< 
the  liquidation  of  the  “  Segal  Matters  ”  under  the  administration  o: 
the  Real  Estate  Trust  Co.  Some  question  arose  between  the  partie 
in  regard  to  the  rights  under  the  subscription  agreement  including 
rights  to  interest  and  on  May  5,  1916v  a  supplemental  agreement  wa 
entered  into.  At  this  time  and  for  some  time  prior  thereto  the  prin 
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eipal  unliquidated  a,sset  of  the  original  “  Segal  Matters  ”  was  the 
7,268  shares  of  stock  in  the  Pennsylvania  Sugar  Co.  and  under  the 
supplemental  agreement  it  was  provided  that  when  this  stock  was 
disposed  of  the  contributors  to  the  guaranty  fund  should  receive  one- 
fourth  of  the  proceeds. 

In  the  latter  part  of  1920,  the  parties  concerned,  after  full  investi¬ 
gation,  concluded  that  the  liquidation  agreement  had  rendered  its 
maximum  of  service  and  that  the  remaining  Segal  assets  would  not 
have  any  greater  value  during  a  substantial  period  of  time  in  the 
future  than  they  then  had.  Whereupon,  the  subscribers  either  indi¬ 
vidually  or  by  their  duly  constituted  representatives  entered  into 
separate  agreements  which  as  a  group  provided  for  complete  liquida¬ 
tion  of  the  “  Segal  Matters  ”  by  the  Real  Estate  Trust  Co.  distribut¬ 
ing  one-fourth  of  the  7,268  shares  of  Pennsylvania  Sugar  Co.  stock 
to  the  subscribers  to  the  fund  in  proportion  to  the  amount  of  their 
subscription  in  full  satisfaction  of  all  agreements  of  the  parties 
pertaining  thereto.  The  subscribers  never  received  any  other  return 
on  their  subscriptions. 

Samuel  F.  Houston  entered  into  such  an  agreement  on  December 
30,  1920,  and  on  that  date,  in  accordance  with  the  terms  of  the  agree¬ 
ment,  received  548.734  shares  of  Pennsylvania  Sugar  Co.  stock.  He, 
personally,  was  entitled  to  222  of  these  shares.  The  remaining  shares 
he  received  as  agent  for  his  sisters  and  others  who  had  subscribed 
through  him.  These  latter  shares  were  later  distributed  to  them  by 
him,  158.61  shares  being  delivered  to  Sallie  H.  Henry  in  the  early 
part  of  1921. 

Bayard  Henry  signed  an  agreement  with  the  Real  Estate  Trust  Co. 
and  on  January  21,  1921,  received  as  his  pro  rata  share  37  shares  of 
Pennsylvania  Sugar  Co.  stock. 

William  W.  Porter  signed  such  an  agreement  and  on  January  23, 
1921,  and  received  as  his  pro  rata  share  54  shares  of  Pennsylvania 
Sugar  Co.  stock. 

Each  share  of  Pennsylvania  Sugar  Co.  stock  received  by  the  peti¬ 
tioners  at  the  time  received  had  a  fair  market  value  of  $150. 

At  the  end  of  1920  Samuel  F.  Houston  wrote  off  his  books,  as  a 
loss,  $271,700,  computed  by  deducting  the  value  of  the  stock  which 
he  received  from  $305,000,  the  amount  of  his  subscription.  In  report¬ 
ing  income  for  1920  he  deducted  this  amount  as  a  loss. 

In  reporting  his  income  for  the  year  1921  William  W.  Porter  de¬ 
ducted  $66,900  as  a  loss,  computed  by  deducting  the  value  of  the 
shares  he  received  from  the  amount  of  his  subscription.  He  later 
paid  tax  under  protest  on  his  income  increased  by  the  amount  of 
this  alleged  loss.  He  thereafter  filed  a  claim  for  refund,  whereupon 
the  Commissioner  advised  him  that  the  amount  of  the  loss  claimed 
had  been  allowed  and  enclosed  a  copy  of  a  letter  signed  by  the  Solici- 
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tor  of  Internal  Revenue,  dated  August  21,  1923,  stating  that  the 
alleged  loss  constituted  an  allowable  deduction.  The  Commissioner 
refunded  the  difference  in  tax  to  the  petitioner.  Thereafter,  on  Feb¬ 
ruary  3,  1925,  the  Commissioner  sent  a  deficiency  notice  to  the  peti¬ 
tioner,  in  which  he  stated  in  part  as  follows: 

In  a  recent  decision  made  by  the  Solicitor  of  Internal  Revenue  with  respect 
to  the  Real  Estate  Trust  Company  transaction,  it  is  held  that  no  deductible  loss 
was  incurred  by  the  directors  of  such  company  and  the  former  ruling  in  your 
favor  is  revoked. 

Sallie  H.  Henry  and  Bayard  Henry  on  their  1921  returns  deducted 
as  losses  the  difference  between  the  amount  subscribed  and  the  value 
of  the  shares  received. 

In  the  case  of  each  petitioner  the  Commissioner  has  disallowed  the 
deduction  for  the  alleged  loss  resulting  from  the  subscription  to  the 
guaranty  fund. 

OPINION. 

Murdock:  With  the  exception  of  William  W.  Porter,  none  of  the 
petitioners  herein  have  pointed  to  any  particular  section  of  the 
Revenue  Act  as  authority  for  the  deduction  claimed.  1  hey  all  con¬ 
tend,  however,  that  the  transaction  was  entered  into  for  profit.  Wil¬ 
liam  W.  Porter  claims  the  deduction  under  section  214  (a)  (5)  of  the 
Revenue  Act  of  1921.  We  will  discuss  the  case  as  if  each  petitioner 
were  claiming  a  loss  under  this  section,  or,  in  the  case  of  Samuel  I . 
Plouston,  the  corresponding  section  of  the  Revenue  Act  of  1918, 
because  we  can  think  of  no  other  section  of  these  Revenue  Acts  which 
would  give  any  more  support  to  the  petitioner’s  contentions.  Ihese 
sections  provide  for  the  deduction  of  “  Losses  sustained  during  the 
taxable  year  and  not  compensated  for  by  insurance  or  otherwise,  if 
incurred  in  any  transaction  entered  into  for  profit,  though  not  con¬ 
nected  with  the  trade  or  business  *  * 

We  need  not  discuss  at  length  the  question  of  whether  or  not  the 
petitioners  entered  into  this  transaction  for  profit,  since  for  another 
reason  we  can  not  allow  the  deductions  which  they  claim. 

In  consideration  of  the  money  subscribed  and  paid  to  the  so-called 
guaranty  fund,  each  subscriber  thereto  acquired  certain  rights  which 
were  thenceforth  his  property  and  which  cost  him  the  amount  of  his 
subscription.  On  March  1,  1913,  each  subscriber  still  had  these  same 
rights.  If  he  disposed  of  them  in  1920  or  in  1921,  then  under  section 
202  (a)  (1)  of  the  Revenue  Act  of  1918,  as  interpreted  by  the  courts 
and  by  this  Board,  and  under  the  express  provisions  of  section  202 
(b),  the  loss,  if  any,  from  the  disposition  of  those  rights,  the  subject 
matter  of  the  entire  transaction,  would  be  the  difference  between 
what  was  ultimately  received  for  the  rights  and  their  cost,  or  March 
1,  1913,  value,  whichever  was  lower.  See  the  Acts  referred  to; 
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roodrich  v.  Edwards ,  255  U.  S.  527 ;  Walsh  v.  Brewster ,  255  U.  S. 
>36;  United  States  v.  Flannery ,  268  U.  S.  98;  McCaughn  v.  Ending  - 
on, ,  268  U.  S.  106;  Anniston  City  Land  Co .,  2  B.  T.  A.  526;  Frank 
7.  Stearns ,  5  B.  T.  A.  958;  and  also  v.  Blair,  26  Fed.  (2d)  547. 

The  subscribers  to  the  so-called  guaranty  fund  in  accordance  with 
heir  agreement  paid  to  the  Real  Estate  Trust  Co.  $2,505,000  in  the 
/ear  1906.  This  money  was  thenceforth  the  property  of  the  Real 
Estate  Trust  Co.  and  the  subscribers  to  the  fund  were  to  look  solely 
o  the  excess  proceeds  which  the  Real  Estate  Trust  Co.  might  sub- 
equently  realize  on  certain  assets  which  were  called  u  Segal  Matters.” 
f  and  when  the  amount  realized  by  the  Real  Estate  Trust  Co.  from 
he  administration  of  these  “  Segal  Matters  ”  amounted  to  $3,000,000, 
my  additional  amount  which  might  thereafter  be  realized  from  the 
nrther  administration  or  disposition  of  these  assets  was  to  belong  to 
he  subscribers  to  the  fund.  The  subscribers  could  at  no  time  with- 
Iraw  their  subscriptions,  but  if  a  purchaser  could  have  been  found 
hey  could  at  any  time  have  sold  their  rights  under  the  subscription 
igreement.  The  Real  Estate  Trust  Co.  was  only  required  to  use  due 
liligence  and  reasonable  judgment  in  the  administration,  disposition 
tnd  final  liquidation  of  the  “  Segal  Matters.”  It  began  to  admin- 
ster  these  assets  in  1906,  and  it  had  not  completed  its  task  at  the 
;nd  of  1920.  We  know  nothing  of  the  amount  realized  by  the  com- 
3any  from  any  of  these  assets  prior  to  December  30,  1920.  The 
ecord  in  this  case  gives  no  basis  for  a  conclusion  that  during  all 
>f  this  time  the  value  of  the  rights  which  subscribers  to  the  fund 
icquired  in  1906  remained  constant.  No  effort  has  been  made  to 
show  us  what  the  March  1,  1913,  value  of  the  rights  in  question  were 
)r  whether  indeed  these  rights  had  any  value  on  that  date.  Conse¬ 
quently,  we  can  not  do  otherwise  than  approve  the  determination  of 
he  Commissioner. 

In  addition,  in  the  case  of  Sallie  H.  Henry,  it  clearly  appears  that 
her  brother  Samuel  F.  Houston,  as  her  agent,  received  her  share 
of  the  Pennsylvania  Sugar  Co.  stock  in  the  year  1920.  The  mere 
fact  that  he  did  not  deliver  the  shares  to  her  in  person  in  the  year 
1920  would  not  delay  the  closing  of  the  transaction  for  income-tax 
purposes  or  entitle  her  to  deduct  any  resulting  loss  in  1921  rather 
than  in  1920. 

The  petitioner  William  W.  Porter  has  alleged  an  additional  error 
as  set  out  in  our  opening  statement  above.  He  admits  that  the 
decisions  of  this  Board  have  been  adverse  to  his  contention,  but  calls 
our  attention  to  the  case  of  W oodwiorth  v.  Kales ,  26  Fed.  (2d)  178. 
A  careful  consideration  of  the  latter  case  leads  us  to  the  conclu¬ 
sion  that  the  decision  therein  was  based  upon  facts  substantially 
different  from  those  involved  in  the  present  case  and  that  the  court 
in  deciding  the  Kales  case  indicated  that  it  did  not  intend  to  decide 
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such  a  case  as  is  now  before  us.  A  case  more  nearly  in  point  is  the 
Dallas  Brass  &  Copper  Co .,  3  B.  T.  A.  856,  and  following  that  case 
we  hold  against  the  petitioner.  See  also  James  Couzens ,  11  B.  T  A. 
1040,  and  Rosetta  V.  Havss,  12  B.  T.  A.  755. 

Judgment  will  be  entered  for  the  respondent. 


Iron  City  Electric  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  11311.  Promulgated  August  28,  1928. 

Special  assessment  denied. 

Walter  TF.  McYay ,  Esq.,  for  the  petitioner. 

J.  F.  Greaney,  Esq.,  for  the  respondent. 

Income  and  excess-profits  taxes  for  the  fiscal  year  ending  October 
31,  1918,  in  the  amount  of  $740.37  are  in  controversy  for  the  single 
reason  that  the  petitioner  contends  for  special  assessment.  The 
Commissioner  has  held  and  contends  that  the  petitioner  is  not  en¬ 
titled  to  special  assessment.  Under  Rule  62  (b)  the  proceeding  was 
limited  to  the  question  of  whether  or  not  the  petitioner  is  entitled  to 
have  its  tax  determined  as  provided  in  section  210  of  the  Revenue 
Act  of  1917  and  328  of  the  Revenue  Act  of  1918. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  in  1909,  under  the  laws  of  Penn¬ 
sylvania.  It  is  engaged  in  selling  electrical  supplies,  both  wholesale 
and  retail,  at  Pittsburgh. 

In  1901  the  Iron  City  Engineering  Co.  was  organized  and  took 
over  the  business  of  a  partnership.  It  did  electrical  contracting  and 
sold  electrical  supplies  wholesale.  The  petitioner  was  organized  to 
take  over  the  sales  department  of  the  Iron  City  Engineering  Co. 
The  latter  company  continued,  doing  only  electric  contracting.  The 
Iron  City  Engineering  Co.  transferred  certain  assets  at  $53,811.50 
subject  to  certain  liabilities  in  the  amount  of  $27,811.50  to  the  peti¬ 
tioner  for  $25,000  par  value  of  the  common  and  $1,000  par  value  of 
the  preferred  stock  of  the  petitioner.  At  this  time  the  Iron  City 
Engineering  Co.  represented  certain  manufacturers  of  electrical  sup¬ 
plies  and  had  a  number  of  customers  to  whom  it  had  sold  supplies. 
The  petitioner  succeeded  to  these  relations.  The  petitioner  there¬ 
after  sold  supplies  to  the  Iron  City  Engineering  Co.  at  market  prices. 
In  such  sales  the  petitioner  incurred  no  sales  expense. 

For  the  taxable  year  the  Commissioner  determined  that  the  peti¬ 
tioner’s  gross  sales  amounted  to  $1,250,023.63,  from  which  its  gros> 
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income  was  $212,798.79 ;  total  gross  income  was  $238,907.73  and  net 
income  $86,446.18;  invested  capital  was  $155,383.94;  and  its  excess- 
profits  tax  at  1917  rates  was  $32,927.30,  at  1918  rates,  $54,326.23,  and 
its  tax  for  the  fiscal  year,  $54,298.37. 

OPINION. 


Murdock:  The  petitioner  offered  evidence  for  the  purpose  of  show¬ 
ing  that  it  received  good  will  of  a  certain  value  at  the  time  of  its 
incorporation.  We  need  not  decide  whether  or  not  this  evidence 
established  a  value  in  dollars  for  this  alleged  good  will  because  in 
any  event  it  would  not  show  that  invested  capital  could  not  be  satis¬ 
factorily  determined.  The  petitioner  argued  that  the  evidence  proved 
a  value  and  therefore  invested  capital  could  not  be  satisfactorily 
determined.  We  confess  our  inability  to  follow  such  an  argument 
or  to  see  in  the  evidence  any  reason  for  special  assessment  based  upon 
the  provisions  of  section  210  of  the  Revenue  Act  of  1917  or  of  sec¬ 
tion  327  (a)  or  (c)  of  the  Revenue  Act  of  1918.  This  leaves  section 
327  (d)  for  our  consideration  as  a  possible  basis  for  the  petitioner’s 
contention. 

We  were  shown  that  for  the  }^ear  the  petitioner  had  borrowed  on 
notes  and  a  mortgage  in  the  average  amount  of  $42,500,  which  amount 
was  about  67  per  cent  of  the  average  par  value  of  capital  stock  out¬ 
standing  and  about  27.3  per  cent  of  the  average  invested  capital  for 
the  year.  On  authority  of  G.  M.  Standifer  Construction  C orp oration, 
4  B.  T.  A.  525,  an  abnormal  condition  affecting  capital  is  claimed. 
The  facts  clearly  distinguish  the  two  cases.  We  see  no  abnormality 
in  the  facts  before  us.  Higginbotham-Bailey-Logan  Co .,  8  B.  T.  A. 
566. 

The  petitioner  conducted  its  business  in  a  rented  building.  In  the 
taxable  year  it  paid  two  officers  $23,000  as  compensation  whereas  in 
the  following  year  it  paid  these  same  men  $36,000.  It  sold  supplies 
to  the  Iron  City  Engineering  Co.  at  market  prices  without  thereby 
incurring  any  selling  expense.  These  facts  are  immaterial.  The 
petitioner  tried  to  show  that  its  good  will  had  grown  and  that  its 
income  during  several  years  before  the  war  was  unusually  small. 
But  even  if  these  facts  were  established  the  petitioner  would  not  be 
entitled  to  the  relief  sought.  We  have  carefully  considered  all  of  the 
evidence  but  have  been  unable  to  find  any  such  abnormality  as  was 
intended  to  be  the  basis  for  special  assessment.  Denver  Powerine  Co ., 
7  B.  T.  A.  1186;  Home  Industry  Iron  Works ,  8  B.  T.  A.  1267; 
Morris  <&  Co .,  1  B.  T.  A.  704;  Providence  Mill  Supply  Co..  2  B.  T.  A. 
791. 

Judgment  will  be  entered  for  the  respondent. 
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Frances  P.  McIlhenny,  Francis  S.  McIlhenny,  and  The  Penn¬ 
sylvania  Company  for  Insurance  on  Lives  and  Granting 

Annuities,  Executors,  Estate  of  John  D.  McIlhenny,  Peti¬ 
tioners,  v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  12395.  Promulgated  August  30,  1928. 

The  Commissioner’s  decision  on  a  question  of  law  which  results 
in  the  allowance  of  a  claimed  loss  does  not  estop  him  from  reversing 
such  opinion  and  asserting  a  deficiency  based  upon  the  disallowance 
of  the  deduction  claimed. 

R.  \E.  Laniberton ,  Esq.,  for  the  petitioners. 

Harold  Allen,  Esq.,  and  W.  R.  Lcmsford ,  Esq.,  for  the  respondent. 

The  respondent  lias  determined  deficiencies  of  $2,043.82  and 
$5,358.14  in  income  taxes  for  the  years  1920  and  1921,  respectively. 
At  the  hearing  petitioners  abandoned  the  errors  alleged  in  their  peti¬ 
tion  and  upon  leave  granted  amended  the  petition  so  as  to  raise  a 
single  issue  for  1920.  The  issue  presented  and  upon  which  the  case 
was  tried  is  whether  the  respondent  after  having  issued  an  assess¬ 
ment  letter  on  or  about  February  27,  1924,  in  which  a  pro  rata  share 
of  losses  sustained  by  the  estate  of  John  McIlhenny  was  allowed  as  a 
deduction,  to  John*  D.  McIlhenny,  a  beneficiary  thereunder,  was 
thereby  estopped  from  determining  a  deficiency  on  January  8,  1926,  in 
which  said  deduction  was  disallowed. 

FINDINGS  OF  FACT. 

The  petitioners  are  the  duly  appointed  executors  of  the  Estate  of 
John  I).  McIlhenny,  who  died  November  23,  1925,  a  resident  of  Phila¬ 
delphia,  Pa.  John  McIlhenny,  father  of  the  decedent,  died  testate 
February  23,  1916.  Clause  four  of  his  will  reads  as  follows: 

All  the  rest,  residue  and  remainder  of  my  estate,  real,  personal  and  mixed, 
whatsoever  and  wheresoever,  I  give,  devise  and  bequeath  to  my  beloved  wife, 
Bernice  B.  McIlhenny,  for  and  during  all  the  term  of  her  natural  life,  without 
her  being  required  to  give  any  bond  for  the  protection  of  the  remaindermen. 
Upon  the  death  of  my  said  wife  or  upon  my  death  if  I  survive  her,  I  direct 
that  my  said  entire  residuary  estate  shall  be  divided  share  and  share  alike, 
absolutely  and  in  fee  simple,  amongst  all  my  children,  then  living,  and  the 
issue  of  deceased  children,  such  issue  together  taking  only  such  share  as  their 
parent  would  have  received  if  living. 

Bernice  B.  McIlhenny  predeceased  John  McIlhenny,  having  died 
January  8,  1915. 

For  the  year  1920  the  executors  of  the  estate  of  John  McIlhenny 
returned  net  income  of  $23,129.80.  Among  the  deductions  claimed 
was  a  loss  of  $23,747.10  sustained  on  the  sale  of  the  following  stocks: 
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200  shares  United  Gas  Improvement  Co - $4,  364.  00 

400  shares  Washington  Gas  Light  Co - 14,  401.  60 

100  shares  Consolidated  Gas  Co _  4,  981.  50 


During  February  and  March,  1923,  a  revenue  agent  made  an  ex¬ 
planation  of  the  records  of  the  estate  of  John  Mcllhenny  and  of  the 
ecedent  in  connection  with  their  returns  filed  in  the  years  1918  to 
920,  inclusive.  In  his  report  the  revenue  agent  listed  the  losses 
ncurred  by  the  estate  in  the  sale  of  the  above  shares  of  stock,  but 
lisallowed  these  losses  as  a  deduction  in  determining  the  income 
eceived  from  the  estate  by  the  several  residuary  legatees,  including 
he  decedent,  on  the  ground  that  “  loss  on  sale  of  securities  is  against 
he  corpus  of  Estate.”  The  revenue  agent  in  said  report  made  other 
hanges  not  now  in  issue  and  recomputed  the  distributive  shares  of 
Qcome  of  the  five  legatees,  increasing  the  distributive  shares  of 
ncome  of  the  decedent  on  account  of  disallowance  of  loss  on  the  sale 
f  such  securities  by  one-fifth  of  the  amount  of  the  loss.  A  copy  of 
he  report  of  the  revenue  agent  was  furnished  each  taxpayer. 

On  or  about  May  22,  1923,  the  decedent  filed  with  the  respondent 
protest  against  the  disallowance  of  the  deductions  and  the  in- 
reases  in  income  shown  by  the  revenue  agent’s  report,  including  the 
ncrease  in  income  caused  by  the  disallowance  of  the  losses  on  sale 
if  securities  of  the  estate  of  John  Mcllhenny.  On  February  27, 
924,  the  respondent  after  giving  consideration  to  the  revenue  agent’s 
eport  and  decedent’s  protest  expressly  allowed  the  sum  of  $23,747.10 
or  losses  on  sale  of  securities  of  the  estate  of  John  Mcllhenny  as  a 
leduction  in  determining  the  distributive  shares  of  the  five  residuary 
egatees.  In  his  letter  to  decedent  the  respondent  stated : 

The  deduction  of  $23,747.10  claimed  in  Block  C  of  the  return  for  1920  for 
he  John  Mcllhenny  Trust,  representing  losses  sustained  through  the  sale  of 
ecurities  has  been  allowed  in  full. 

The  respondent  then  disallowed  some  of  decedent’s  contentions  on 
>ther  points,  and  computed  and  assessed  against  decedent  an  addi- 
ional  tax  of  $5,506.78,  wdiich  additional  tax  was  duly  paid  by 
lecedent. 

Under  date  of  November  18,  1925,  the  respondent  wrote  to  the 
lecedent  advising  that  an  examination  of  his  return  for  the  year 
920  showed  additional  income  of  $4,749.42,  on  account  of  which 
here  would  be  an  additional  tax  of  $2,043.82.  The  explanation  of 
his  increase  given  by  the  Commissioner  in  said  letter  was  as  follows : 

Loss  of  $23,747.10  on  the  sale  of  securities  of  the  John  Mcllhenny  Trust  has 
»een  disallowed.  Losses  sustained  by  an  estate  or  trust  on  the  sale  of  its 
)roperty  are  not  deductible  by  the  beneficiary.  Such  losses  will  be  reflected 
a  the  final  liquidation  of  the  corpus  of  the  estate.  Your  pro  rata  share  of  the 
oss  disallowance  amounts  to  $4,749.42.  This  amount  has  been  added  to  your 
»et  income. 
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This  action  of  the  respondent  was  protested  by  the  petitioner  in 
a  brief  filed  by  the  former  under  date  of  December  11,  1925,  in  which 
the  petitioner  stated  that : 

This  matter,  therefore,  having  been  fully  considered  by  the  Treasury  Depart¬ 
ment,  and  having  once  been  passed  upon  by  the  Department,  it  is  respectfully 
submitted,  should  be  considered  as  res  adjudicata. 

The  deficiency  letter  forming  the  basis  of  this  proceeding  was 
issued  on  January  8,  1926. 

OPINION. 

Arundell:  The  petitioners  do  not  question  in  this  proceeding  the 
correctness  of  respondent’s  determination  as  embodied  in  his  notice  of 
deficiency  dated  January  8,  1926.  They  do  contend,  however,  that 
respondent,  having  once  determined  decedent’s  tax  liability,  may  not 
reopen  and  reconsider  the  case  and  that  in  the  absence  of  fraud  the 
determination  once  made  must  stand.  Nor  do  they  limit  their  con¬ 
tention  to  a  case  where  the  reopening  was  by  a  different  person  from 
the  one  making  the  prior  determination. 

The  argument  made  rests  upon  the  decision  in  1 V  oodworth  v.  Kales . 
26  Fed.  (2d)  178.  As  we  understand  that  case  it  involved  only  the 
question  of  the  power  of  a  Commissioner  to  revise  findings  of  fact  of  a 
predecessor  in  office.  In  our  case  Commissioner  Blair  was  in  office 
when  the  letter  of  February  27,  1924,  was  written,  which  allowed  the 
decedent  the  loss  deduction  claimed,  and  likewise  when  the  deficiency 
Avas  determined  and  the  petitioners  notified  thereof  by  letter  of  Jan¬ 
uary  8,  1926.  The  Kales  decision  is  therefore  not  in  point  with  the 
question  here  presented.  But  putting  aside  this  distinction  between 
the  cases,  the  Kales  decision  does  recognize  that  a  mistake  of  law 
made  by  a  Commissioner  “will  often,  or  usually  justify  a  revision  of 
his  conclusion.”  The  question  upon  which  the  Commissioner  in  the 
case  before  us  reversed  his  opinion  was  a  question  of  law  and  not  a 
question  of  fact. 

The  question  presented  in  this  case  has  been  decided  adversely  to 
the  contentions  of  the  petitioners  in  Dallas  Brass  &  Copper  Co .,  3 
B.  T.  A.  856;  Masajiro  Fumy  a,  4  B.  T.  A.  357;  and  James  Couzens , 
11  B.  T.  A.  1040. 


Judgment  will  be  entered,  for  the  respondent. 
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James  M.  Hays  and  Florence  G.  Hays,  Petitioners,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  14303.  Promulgated  September  4,  1928. 

Gain  from  the  sale  of  real  estate  subject  to  a  mortgage  deter¬ 
mined. 

James  M.  Hays  for  the  petitioners. 

Frank  S.  Easby- Smith,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  of  $926.59  for  the  cal¬ 
endar  year  1920.  The  petitioners  alleged  that  he  erroneously  in¬ 
cluded  $16,413.56  in  their  income  on  account  of  a  sale  of  land  whereas 
he  should  have  included  a  lesser  amount  in  this  connection.  At  the 
hearing  the  respondent  asserted  a  claim  for  an  increased  deficiency. 

FINDINGS  OF  FACT. 

The  petitioners  are  husband  and  wife,  residing  at  Okmulgee,  Okla. 
During  the  first  part  of  the  year  1920  they  owned  some  land. 

The  cost  of  that  part  of  this  land  purchased  since  March  1,  1913, 
plus  the  March  1,  1913,  value  of  that  part  acquired  prior  thereto, 
which  value  was  greater  than  cost,  was  $12,160.61.  They  sold  this 
land  during  the  year  and  delivered  a  deed  therefor  to  the  purchaser 
in  consideration  of  which  the  latter  agreed  to  assume  a  mortgage 
of  $6,000  on  the  land  which  the  petitioners  had  given  and  which 
was  then  to  run  for  two  more  years,  pay  $20,000  in  cash  on  or  before 
July  1,  1920,  pay  a  “  royalty  ”  of  $400  a  month  for  7  months  begin¬ 
ning  July  1,  1920,  and  give  7  promissory  notes  each  for  $2,000,  dated 
July  1,  1920,  with  interest  at  6  per  centum,  one  due  on  the  first  day 
of  each  succeeding  month,  all  to  be  due  in  case  of  default  on  one, 
all  secured  by  a  mortgage  for  $14,000  subsequent  in  its  lien  to  the 
mortgage  for  $6,000. 

The  purchaser  paid  $20,000  in  cash  on  or  before  July  1,  1920, 
assumed  the  $6,000  mortgage,  paid  the  $2,000  note  due  on  August  1, 

I  together  with  $10  interest  thereon,  paid  the  $2,000  note  due  on  Sep¬ 
tember  1,  together  with  $20  interest  thereon,  paid  $1,000  in  “  roy¬ 
alties  ”  and  defaulted  in  all  other  payments.  During  1920,  the  peti¬ 
tioners  paid  $5,000  as  a  commission  on  the  sale.  By  the  end  of  1920 
the  unpaid  notes  and  the  mortgage  securing  the  same  had  no  value 
in  excess  of  $4,000,  the  then  value  of  the  land  over  and  above  the 
prior  mortgage  for  $6,000.  The  petitioners  in  1922  again  acquired 
title  to  the  property  and  paid  the  $6,000  mortgage. 

The  Commissioner  included  a  profit  of  $16,413.56  in  the  petitioner’s 
income  for  1920  on  account  of  this  transaction. 
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OPINION. 

Murdock  :  We  must  assume  that  the  basis  of  $12,160.61  used  bj 
the  Commissioner  was  correct  and  the  mortgage  for  $6,000  given  b^ 
the  petitioners  before  they  sold  the  property  did  not  represent  addi¬ 
tional  cost  not  accounted  for  in  that  basis.  Ihe  petitioners  in  1920 
parted  with  a  property  which  had  cost  them  $12,160.61  and  on  which 
they  had  secured  a  loan  of  $6,000.  In  selling  this  land  they  had  to 
pay  a  commission  of  $5,000. 

The  petitioners  sold  their  land  subject  to  the  $6,000  mortgage. 
They  concede  that  the  land  at  all  times  during  1920  w^as  worth  at 
least  $10,000  and  was  ample  security  for  the  mortgage.  Thus,  it  is 
apparent  that  after  the  transfer  the  mortgage  would  be  repaid  not 
by  the  petitioners,  but  by  either  the  owner  of  the  land  or  by  proceeds 
from  a  sale  of  the  land  on  a  foreclosure  of  the  mortgage.  Under 
these  circumstances  it  was  worth  $6,000  to  the  petitioners  to  sell  the 
land  subject  to  the  mortgage. 

The  petitioners’  profit  on  the  sale  of  their  land  for  income-tax 
purposes  should  be  computed  as  of  the  date  of  the  sale.  If  the  notes 
which  the  petitioners  received  w^ere  at  that  time  worth  their  full  face 
value,  the  profit  from  the  transaction  would  have  been  considerably 
more  than  $16,413.56.  The  facts  indicate  that  the  petitioners  realized 
profit  from  this  sale  in  at  least  this  amount. 

The  Commissioner  seeks  to  have  the  deficiency  increased,  but  has 
failed  to  prove  facts  which,  would  justify  an  increase  in  the  defi¬ 
ciency.  We  therefore  leave  the  parties  as  we  have  found  them. 

Judgment  of  a  deficiency  of  $926.59  for  the 
calendar  year  1920  will  he  entered. 


Kahuku  Plantation  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  19156.  Promulgated  September  5,  1928. 

Opinion  in  Kaliuka  Plantation  Co.,  12  B.  T.  A.  977,  modified  upon 
rehearing. 

S.  Milton  Simpson ,  Esq.,  for  the  petitioner. 

L.  C.  Mitchell ',  Esq.,  for  the  respondent. 

Phillips:  After  the  promulgation  on  June  29,  1928,  of  the  find¬ 
ings  of  fact  and  opinion  of  the  Board  herein,  directing  the  computa¬ 
tion  of  the  deficiency  under  Rule  50,  the  petitioner  filed  its  motion 
that  the  Board  permit  reargument  of  this  proceeding  or,  in  the 
alternative,  that  the  submission  of  the  record  be  vacated  and  that  the 
record  be  reopened  for  the  presentation  of  further  evidence  and 
argument. 
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From  the  affidavits  filed  in  support  of  such  motion  it  appeared 
probable  that  because  certain  terms  had  been  used  by  witnesses  in 
their  testimony  in  a  technical  or  limited  sense  there  had  been  a  mis¬ 
understanding  of  the  testimony  and  that  the  Board  was  in  error  in 
its  conclusion,  expressed  in  its  opinion,  that  an  undetermined  por¬ 
tion  of  the  loss  paid  with  respect  to  the  1922  crop  represented  a  pay¬ 
ment  of  the  estimated  profits  on  acreage  which  comprised  no  part 
of  that  crop.  The  testimony  given  at  the  hearing  was  not  sufficiently 
clear  to  indicate  whether  the  conclusion  reached  by  the  Board  was 
the  correct  interpretation  of  the  testimony  of  the  witnesses  or 
whether  the  affidavits  correctly  expressed  the  situation.  In  such  cir¬ 
cumstances  the  motion  for  a  reargument  was  denied  and  a  motion  to 
reopen  the  record  for  the  submission  of  further  testimony  was 
granted.  The  proceeding  having  come  on  for  further  hearing,  the 
parties  appeared  and  stipulated  as  follows: 

The  award  with  respect  to  the  loss  on  the  1922  crop  was  based  entirely  on 
the  acreage  which  was  either  seeded  or  ratooned  and  no  part  of  that  loss  arose 
from  any  uncultivated  area  or  any  area  which  was  not  seeded  or  ratooned. 

From  this  stipulation  it  appears  that  the  amount  of  losses  paid  with 
respect  to  the  1922  crop  was  definitely  related  to  the  crop  of  that  year 
and  constitute  a  part  of  the  receipts  from  that  crop.  It  did  not  rep¬ 
resent  to  any  extent  profits  foregone  on  acreage  which  was  not  culti¬ 
vated,  as  we  had  at  first  understood  to  be  the  case.  It  follows  that 
under  the  principles  discussed  in  our  previous  opinion  no  part  of  the 
amount  paid  in  1920  on  account  of  the  award  for  losses  to  the  1922 
crop  is  to  be  reported  as  income  in  1920.  Proposed  recomputations 
of  the  deficiency  should  be  submitted  in  accordance  with  the  opinion 
promulgated  June  29,  1928,  as  modified  herein. 

Decision  will  be  entered  under  Rule  50. 


Francis  L.  Burns  and  Lillian  Barry,  Executors,  Estate  of 
Michael  F.  Burns,  Petitioners,  v.  Commissioner  of  Internal 
Revenue,  Respondent. 

Docket  Nos.  14986,  21389.  Promulgated  September  5,  1928. 

1.  A  limited  partnership  of  New  York  is  a  partnership  under 
section  218,  Revenue  Act  of  1921. 

2.  The  failure  of  such  a  partnership  to  comply  with  statutory 
requirements  of  recording  and  publication  does  not  take  from  the 
limited  partner  his  liability  for  income  tax  as  a  partner. 

Harry  Cohen ,  Esq.,  and  Louis  H.  Moos ,  Esq.,  for  the  petitioners. 
Arthur  H.  Fast,  Esq.,  for  the  respondent. 
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These  proceedings  were  consolidated  and  involve  deficiencies  for 
the  calendar  years  1920  and  1923  and  for  the  period  from  January 
1  to  April  28,  1924.  The  deficiency  for  1920  has  been  conceded  by 
petitioner. 

Respondent  treated  as  decedent’s  income  from  a  partnership  dur¬ 
ing  1923  amounts  received  by  decedent  in  subsequent  periods,  and 
petitioners  attack  this  determination  on  the  ground  that  decedent 
was  not  a  member  of  a  partnership  and  therefore  not  taxable  in 
respect  of  these  amounts  until  they  were  received. 

FINDINGS  OF  FACT. 

Under  date  of  April  21,  1923,  the  decedent,  Michael  F.  Burns, 
entered  into  the  following  agreement: 

Agreement  made  this  21st  day  of  April,  1923,  between  James  M.  Curran,  of 
78  Clinton  Avenue,  Montclair,  New  Jersey,  and  Bartholomew  J.  Barry  of  16 
East  63rd  Street,  New  York,  N.  Y.,  hereinafter  described  as  the  General  Part¬ 
ners,  and  Michael  F.  Burns  of  16  East  63rd  Street,  New  York,  N.  Y.,  herein¬ 
after  described  as  the  Limited  Partner: 

WITNESSETH.— 1.  Said  parties  hereby  form  a  limited  partnership  for  the  pur¬ 
pose  of  conducting  a  general  business  in  cotton  goods  and  all  business  incidental 
thereto,  under  the  firm  name  and  style  of  Curran  &  Barry,  said  partnership  to 
have  its  principal  place  of  business  in  the  City,  County  and  State  of  New  York. 

2.  Said  partnership  shall  commence  on  the  16th  day  of  April,  1923,  and  shall 
terminate  at  the  close  of  business,  on  the  15th  day  of  April,  1928. 

3.  The  Limited  Partner  contributes  to  the  capital  of  the  partnership  the  sum 
of  Two  hundred  and  fifty  thousand  ($250,000.)  Dollars  in  cash. 

4.  The  Limited  Partner  shall  receive  by  reason  of  his  contribution  a  sum  equal 
to  one  (1%)  per  cent  of  the  net  business  invoiced  by  the  partnership  during 
the  term  thereof  specified  in  Clause  “  2  ”  of  this  agreement.  The  phrase  “  the  net 
business  invoiced  ”  is  defined  by  the  parties  as  meaning  the  gross  or  total  amount 
of  business  invoiced  minus  trade  and  cash  discounts  allowed,  mill  agents’  sell¬ 
ing  commissions,  allowances  for  goods  returned  if  any,  and  other  incidental 
deductions  customarily  made  or  occurring  in  the  cotton  goods  business.  Pay¬ 
ment  under  this  clause  shall  be  made  on  or  about  the  15th  of  each  month 
covering  the  net  business  invoiced  during  the  preceding  month. 

5.  The  General  Partners  at  all  times  during  the  continuance  of  this  copartner 
ship  shall  devote  their  and  each  of  their  best  endeavors  to  the  partnership  busi 
ness  and  for  the  joint  interest  and  advantage  of  the  partnership. 

6.  The  Limited  Partner  shall  not  have  any  liability  to  the  creditors  of  th< 
partnership  other  than  by  reason  of  his  capital  contribution  above  specified 
As  between  the  parties  hereto,  all  losses,  if  any,  incurred  by  the  paitnership 
shall  be  borne  by  the  General  Partners  to  the  extent  of  and  until  their  capita 
contributions  to  the  partnership  shall  be  exhausted  ;  in  the  latter  event,  anc 
then  only,  shall  the  losses  incurred  by  the  partnership  be  chargeable  to  tbf 
capital  contribution  of  the  Limited  Partner  above  specified. 

7.  The  General  Partners  shall  at  all  times  during  the  term  of  the  partnershij 
keep  accurate  and  complete  books  of  account  of  the  partnership  business  and  al 
the  transactions  thereof,  to  which  books  the  Limited  Partner  shall  at  all  time? 
have  free  and  ready  access. 
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8.  The  General  Partners  agree  that  without  the  written  consent  of  the  Limited 
Partner,  they  will  not  either  sell,  assign,  mortgage  or  in  any  manner  dispose  of 
the  business  of  the  copartnership ;  nor  of  its  assets  except  in  the  regular  course 
of  business. 

9.  No  withdrawals  shall  be  made  by  the  General  Partners,  or  either  of  them, 
which  shall  make  inroad  upon  the  capital  contribution  of  the  Limited  Partner 
above  specified. 

10.  Upon  the  dissolution  of  the  partnership,  under  operation  of  law  or  by 
agreement  of  the  parties,  the  Limited  Partner  shall  be  entitled  to  the  return  of 
his  capital  contribution  in  cash,  as  soon  as  the  liquidation  of  the  partnership 
accounts  will  permit  and  in  no  event  later  than  six  months  after  such  dissolu¬ 
tion ;  with  absolute  priority  of  payment  in  full,  before  any  payments  shall  be 
made  to  the  General  Partners. 

11.  The  death  of  the  Limited  Partner  during  the  term  of  the  partnership  shall 
not  operate  to  dissolve  the  partnership,  but  the  legal  representatives  of  the 
Limited  Partner  shall  become  the  substituted  Limited  Partner  under  all  the 
terms  and  conditions  of  this  agreement. 

In  Witness  Whereof,  the  parties  hereto  have  hereunto  set  their  hands  and 
seals  the  day  and  year  first  above  written. 

J.  M.  Curran.  [L.  S.] 

B.  J.  Barry.  [L.  S.] 

M.  F.  Burns.  [L.  S.] 

On  January  15,  1924,  Burns  received  from  Curran  and  Barry  for 
December,  1923,  the  sum  of  $6,001.20,  pursuant  to  the  above  agree¬ 
ment  and  computed  in  accordance  with  paragraph  4  thereof. 

Burns  died  on  April  28,  1924,  and  petitioners  are  the  executors  of 
hi^  estate. 

On  May  20,  1924,  the  estate  of  the  decedent  received  from  Curran 
and  Barry  for  April,  1924,  the  sum  of  $5,781.68,  pursuant  to  the 
above  agreement  and  computed  in  accordance  with  paragraph  4 
thereof. 

The  decedent  and  his  estate  kept  their  books  and  made  their 
returns  on  a  cash  basis.  The  estate  filed  returns  on  the  basis  of 
fiscal  years  ended  April  30  of  each  year. 

In  his  return  the  decedent  reported  the  amounts  received  from 
Curran  and  Barry  pursuant  to  this  agreement  as  “  income  from 
partnerships  *  * 

OPINION. 

Sternhagen:  The  Commissioner,  acting  under  section  218  (a), 
Be  venue  Act  of  1921,*  1  determined  that  the  item  of  $6,001.20  was 
part  of  the  distributive  share  of  Burns  as  a  partner  in  the  income 

f  ——————————————— 

1  Sec.  218.  (a)  That  individuals  carrying  on  business  in  partnership  shall  he  liable  for 
income  tax  only  in  their  individual  capacity.  There  shall  be  included  in  computing  the 
net  income  of  each  partner  his  distributive  share,  whether  distributed  or  not,  of  the  net 
income  of  the  partnership  for  the  taxable  year,  or,  if  his  net  income  for  such  taxable 
year  is  computed  upon  the  basis  of  a  period  different  from  that  upon  the  basis  of  which 
the  net  income  of  the  partnership  is  computed,  then  his  distributive  share  of  the  net 
income  of  the  partnership  for  any  accounting  period  of  the  partnership  ending  within  the 
fiscal  or  calendar  year  upon  the  basis  of  which  the  partner’s  net  income  is  computed. 
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of  the  partnership  of  Curran  and  Barry  in  1923.  If  this  provision 
of  the  statute  applies,  it  is  immaterial  that  the  amount  was  actually 
received  in  1924,  even  though  Burns  made  his  individual  return  on 
the  basis  of  actual  receipts.  The  petitioners  contend,  however,  that 
Burns  was  not  a  partner  and  therefore  section  218  is  not  applicable. 
They  concede  that  if  a  partnership  existed  the  deficiency  is  correct. 
That  a  New  York  limited  partnership  is  within  section  218,  as 
stated  in  article  1505,  Regulations  62, 2  is  not  disputed. 

The  agreement  sets  forth  that  the  parties  form  a  limited  partner¬ 
ship.  Its  terms  are  those  prescribed  by  the  Limited  Partnership  law 
of  New  York.  Cons.  Laws,  ch.  39,  art.  8,  which  are  those  of  the  uni¬ 
form  partnership  law.  It  is  suggested  by  petitioners  that  it  does  not 
appear  that  the  State  requirements  of  recording  and  publication  have 
been  fulfilled.  The  burden  of  proof  being  on  petitioners,  we  apply 
the  omission  against  them  and  assume  the  performance  of  these 
formal  statutory  requirements.  Were  they  not  performed,  authority 
is  lacking  to  establish  that  such  omission  is  ipso  facto  so  substantial 
as  to  make  the  relation  invalid  as  a  limited  partnership. 

Assuming,  however,  as  petitioners  urge,  that  these  formal  matters 
are  requisite  and  that  they  have  been  omitted,  the  effect  would  have 
been  not  to  destroy  the  partnership  relation,  but  rather  to  have  de¬ 
prived  the  decedent  of  his  limitation  of  liability  and  to  have  left  him 
a  general  partner. 

We  have  considered  the  petitioners’  argument  seeking  to  demon¬ 
strate  that  this  was  in  no  event  a  partnership  and  that  decedent  was 
a  mere  lender  with  no  interest  in  the  profits.  We  can  not  adopt 
petitioners’  reiterated  notion  that  decedent  had  no  proprietary  inter¬ 
est  in  the  firm.  Looking  at  the  evidence,  we  find  only  the  bare 
terms  of  the  agreement,  the  fact  of  payment  and  the  fact  that  both 
decedent  during  his  lifetime  and  the  firm  prior  to  and  after  his  death 
stated  on  their  income-tax  returns  that  this  was  a  partnership  of 
which  Burns  and  his  estate  were  members,  and  that  the  amount 
received  bv  Burns  and  his  estate  were  their  shares  of  partnership 
income.  From  the  evidence  we  are  of  opinion  that  a  partnership 
existed  within  the  meaning  of  section  218,  and  the  respondent’s 
determination  upon  that  hypothesis  was  correct. 

Judgment  will  be  entered  for  the  respondent. 

2  Art.  1505.  Limited  partnership  as  partnership. — So-called  limited  partnerships  of  the 
type  authorized  by  the  statutes  of  New  York  and  most  of  the  States  are  partnerships  and 
not  corporations  within  the  meaning  of  the  statute.  Such  limited  partnerships,  which 
can  not  limit  the  liability  of  the  general  partners,  although  the  special  partners  enjoy 
limited  liability  so  long  as  they  observe  the  statutory  conditions,  which  are  dissolved  by 
the  death  or  attempted  transfer  of  the  interest  of  a  general  partner,  and  which  can  not 
take  real  estate  or  sue  in  the  partnership  name,  are  so  like  common  law  partnerships  as 
to  render  impracticable  any  differentiation  in  their  treatment  for  tax  purposes.  Michigan 
and  Illinois  limited  partnerships  are  partnerships.  A  California  special  partnership  is  a 
partnership. 
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Blair  A.  Haun,  Petitioner,  v.  Commonwealth  of  Internal 

Revenue,  Respondent. 

Docket  No.  19660.  Promulgated  September  10,  1928. 

1.  Where  petitioner’s  personal  living  expenses  are  included  in  de¬ 
ductions  claimed  for  ordinary  and  necessary  business  expenses,  the 
respondent’s  disallowance  of  the  deductions  is  approved  in  the  ab¬ 
sence  of  evidence  showing  what  portion  of  such  amounts  was 
business  expenses. 

2.  The  deficiency  for  the  year  1922  is  not  invalidated  by  respond¬ 
ent’s  failure  to  comply  with  section  1005  of  the  Revenue  Act  of  1924. 

W.  Z.  Proctor ,  Esq.,  for  the  petitioner. 

Benton  Baker ,  Esq.,  for  the  respondent. 

The  respondent  has  asserted  deficiencies  in  income  taxes  for  the 
•alendar  years  1922,  1923,  and  1924,  in  the  respective  amounts  of 
>373.66,  $369.29,  and  $54.41.  The  petitioner  alleges  that  there  has 
)een  no  legal  determination  of  the  deficiency  asserted  for  the  year 
L922  in  that  no  written  notice  was  given  of  the  reexamination  upon 
vhich  this  deficiency  was  based,  as  provided  for  in  section  1005  of 
he  Revenue  Act  of  1924,  and  that  the  respondent  erroneously  deter- 
nined  net  income  for  each  of  the  years  by  deducting  from  gross  sales 
>nly  the  expenditures  shown  by  check  stubs  which  do  not  take  into 
iccount  cash  expenditures. 

FINDINGS  OF  FACT. 

Petitioner  is  an  individual  residing  at  Des  Moines,  Iowa,  where 
luring  the  taxable  years  he  operated  a  suburban  retail  drug  store. 

The  business  income  as  reported  by  the  petitioner  for  the  years 
1922,  1923,  and  1924  has  been  increased  by  the  respondent  in  the  re¬ 
spective  amounts  of  $6,170.07,  $6,857.25,  and  $2,786.70.  For  the  year 
1922  petitioner  kept  no  records  of  his  business  except  gross  sales,  and 
aet  income  as  shown  on  his  return  was  based  on  estimates.  Business 
records  for  the  years  1923  and  1924  consist  of  cash  register  readings, 
check  stubs  and  a  ledger  maintained  for  part  of  the  time  only.  Re¬ 
spondent  has  arrived  at  net  income  for  the  year  1922  by  applying  to 
gross  sales  the  average  percentage  of  net  income  to  gross  sales  shown 
in  his  computation  of  net  income  for  1923  and  1924.  The  net  income 
for  1923  and  1924  was  recomputed  by  taking  the  cash  register  read¬ 
ings  as  gross  sales  and  deducting  therefrom  expenses  as  shown  on  the 
check  stubs.  No  deduction  was  allowed  on  account  of  cash  expendi¬ 
tures. 

In  connection  with  his  drug  business  petitioner  conducted  a  lunch¬ 
eon  service.  Supplies  were  purchased  for  cash  at  a  nearby  grocery 
and  the  cooking  was  done  in  petitioner’s  living  quarters  above  the 
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store.  This  luncheon  service  was  responsible  for  a  large  part  of  gross 
income  during  the  taxable  years  and  supplies  therefor  constituted  a 
large  part  of  the  cash  expenditures.  There  were  many  small  expenses 
which  were  paid  in  cash,  such  as  papers,  magazines,  freight,  laundry, 
returned  bottles,  and  revenue  stamps.  For  each  cash  expenditure  a 
“  paid  out  ”  slip  was  put  in  the  cash  drawer  and  at  the  end  of  the 
day  the  total  of  these  slips  was  entered  in  the  ledger  and  the  slips 
destro}^ed.  The  average  daily  cash  expenditure  for  1923  and  1921 
was  $7. 

The  petitioner  maintained  his  home  above  the  drug  store.  All  his 
personal  living  expenses  were  paid  in  cash  from  the  business  funds 
and  were  included  in  the  daily  “paid  outs.”  These  in  turn  were 
entered  in  the  ledger  as  business  expenses  and  go  to  make  up  the 
$7  daily  average  found  above. 

OPINION. 

Lansdon  :  It  is  alleged  by  petitioner  that  in  asserting  the  deficiency 
for  the  year  1922  respondent  violated  the  provisions  of  section  1005  J 
of  the  Revenue  Act  of  1924  by  making  a  second  examination  of  his  j 
books  without  having  given  written  notice  of  his  intention  so  to  do. 

Section  1005  of  the  Revenue  Act  of  1924.  which  is  identical  with 
section  1309  of  the  Revenue  Act  of  1921,  provides : 

No  taxpayer  shall  be  subjected  to  unnecessary  examinations  or  investigations,  ! 
and  only  one  inspection  of  a  taxpayer’s  books  of  account  shall  be  made  for 
each  taxable  year  unless  the  taxpayer  requests  otherwise  or  unless  the  Com¬ 
missioner,  after  investigation,  notifies  the  taxpayer  in  writing  that  an  additional 
inspection  is  necessary. 

YTe  have  held  in  J.  S.  McDonnell ,  6  B.  T.  A.  685,  that  the  respond-  j 
ent's  failure  to  comply  with  the  above  section  by  notifying  the 
taxpayer  in  writing  that  an  additional  examination  of  books  was 
necessary,  may  not  be  interposed  as  a  defense  invalidating  the  defi¬ 
ciency  based  largely  upon  information  derived  from  other  sources, 
where  the  examination  was  conducted  without  objection  by  the  tax¬ 
payer,  as  the  protection  afforded  by  section  1005  was  waived  by  the 
failure  to  object.  There  is  no  evidence  in  the  instant  case  that  peti¬ 
tioner  objected  to  the  reexamination  of  his  books,  and  his  failure  so 
to  do  constitutes  a  waiver  of  the  protection  afforded  by  the  statute. 

The  petitioner  contends  that  in  computing  net  income  there  should 
be  allowed  as  a  deduction  all  ordinary  and  necessary  business  expenses 
whether  paid  in  cash  or  by  check.  He  contends  that  respondent’s 
method  disallows  the  deduction  of  cash  expenditures. 

During  the  years  herein  involved  petitioner's  living  expenses  were 
paid  in  cash  from  business  funds  and  were  entered  in  the  ledger  kept 
for  part  of  the  period  as  “  paid  outs,”  which  we  have  found  to  have 
averaged  $7  daily.  It  has  been  repeatedly  held  that  personal  ex- 
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penses  may  not  be  deducted  in  computing  net  income.  Samuel 
Cooper,  1  B.  T.  A.  615  5  Leland  D.  IF ebb,  1  B.  T.  A.  ^59. 

In  the  absence  of  evidence  to  show  what  portion  of  the  cash  ex¬ 
penditures  should  be  allocated  to  the  business,  the  respondent  s  deter¬ 
mination  must  be  approved. 

Decision  will  be  entered  for  the  respondent. 


Charles  Watson  Hull,  Petitioner,  u.  Commissioner  of  Internal 

Bevenue,  Bespondent. 

Docket  No.  11749.  Promulgated  September  10,  1928. 

Held,  that  certain  payments  and  credits  on  notes  owing  by  the 
petitioner  to  a  corporation  of  which  he  was  a  stockholder  were 
dividends  of  a  domestic  corporation  and  subject  to  surtax  in  the 
taxable  year. 

David  J.  Shorb,  Esq.,  for  the  petitioner. 

Arthur  H.  Murray,  Esq.,  for  the  respondent. 

The  respondent  originally  asserted  a  deficiency  in  income  surtax  for 
the  year  1923,  in  the  amount  of  $10,809.21.  At  the  hearing  he  was 
permitted  to  offer  proof  that  the  amount  of  $3,987  had  been  errone¬ 
ously  allowed  as  a  deduction  from  the  gross  income  of  the  petitioner 
for  the  taxable  year.  The  only  issue  is  whether  the  amount  of  $49,i8i 
credited  to  petitioner  on  the  books  of  a  corporation  of  which  he  was 
a  stockholder  at  January  11,  1923,  was  a  stock  dividend. 

FINDINGS  OF  FACT. 

1.  During  the  taxable  years  1919  to  1923,  inclusive,  petitioner,  an 
individual  residing  at  Omaha,  Nebr.,  was  a  stockholder  and  director 
of  the  Lyman-Richey  Sand  Co. 

2.  On  or  about  March  1,  1919,  the  board  of  directors  of  the 
Lyman-Richey  Sand  Co.  authorized  an  increase  in  its  capital  stock 
in  the  amount  of  1,002  shares  of  stock. 

3.  Of  the  foregoing  issue  of  stock  petitioner  purchased  234  shares 
at  a  cost  of  $31,590. 

4.  In  consideration  of  the  issue  to  him  of  such  stock  petitioner  exe¬ 
cuted  and  delivered  to  the  Lyman-Richey  Sand  Co.  his  note  for 
$31,590,  said  note  being  dated  March  1,  1919,  and  having  attached 
thereto  an  assignment  to  the  Lj^man-Richey  Sand  Co.  of  petitioner’s 
right  to  receive  dividends  declared  by  that  corporation  during  the 
indebtedness  to  it  of  petitioner. 

5.  Under  date  of  February  17,  1920,  the  board  of  directors  of  the 
Lyman-Richey  Sand  Co.  authorized  an  increase  of  its  capital  stock 
in  the  amount  of  1,498  shares. 
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6.  Of  the  said  1,498  shares  petitioner  purchased  458  shares  for  the 
amount  of  $45,800. 

7.  In  consideration  of  the  issue  to  him  of  the  said  458  shares  of 
stock  petitioner  executed  and  delivered  to  the  Lyman-Richey  Sand 
Co.  his  note  in  the  amount  of  $45,800,  said  note  being  dated  March  1, 
1920,  and  having  attached  thereto  an  assignment  to  the  Lyman-Richey 
Sand  Co.  of  petitioner’s  right  to  receive  dividends  declared  by  that 
corporation  during  the  indebtedness  to  it  of  petitioner. 

8.  The  notes  of  petitioner  were  affixed  to  the  certificates  of  stock 
and  remained  in  the  possession  of  the  Lyman-Richey  Sand  Co.  until 
on  and  after  Januarv  2,  1923. 

i/  / 

9.  The  said  notes  dated  March  1,  1919,  and  March  1,  1920,  provided 
that  annual  payments  on  the  principal  amount  thereof  should  be 
made  by  petitioner. 

10.  Payments  on  account  of  the  notes  dated  March  1,  1919,  and 
March  1,  1920,  were  made  during  the  years  1920,  1921,  and  1922. 

11.  On  December  31,  1922,  petitioner  was  indebted  to  the  Lyman- 
Richey  Sand  Co.  on  account  of  the  note  dated  March  1,  1919,  in  the 
amount  of  $20,475,  and  on  account  of  the  note  dated  March  1,  1920.  in 
the  amount  of  $29,312,  a  total  indebtedness  of  $49,787. 

12.  On  November  21,  1922,  the  board  of  directors  of  the  Lyman- 
Richey  Sand  Co.  passed  a  resolution  authorizing  the  declaration  of 
a  40  per  cent  dividend  to  be  paid  at  the  convenience  of  the  company 

on  stock  of  record  Januarv  2,  1923. 

*  , 

13.  Petitioner’s  share  of  the  said  40  per  cent  dividend  amounted  to 

$01,120. 

14.  Said  amount  of  $61,120  was  credited  on  January  2,  1923,  to 
petitioner’s  personal  account,  and  on  the  same  day  his  indebtedness 
for  the  two  notes  referred  to  above  was  liquidated. 

15.  This  liquidation  of  the  two  notes  in  question  was  effected  by 
crediting  petitioner’s  personal  account  with  $61,120  and  by  debiting 
same  with  the  amount  of  $49,787. 

16.  The  said  sum  of  $49,787  was  charged  against  the  dividend 
credit  of  $61,120  on  January  2,  1923,  and  the  balance,  namely,  $11,333. 
was  paid  to  petitioner  by  check  on  January  11,  1923,  and  debited  to 
his  personal  account. 

17.  In  filing  his  income-tax  return  for  the  taxable  year  1923  peti¬ 
tioner  reported  dividends  received  from  the  Lyman-Richey  Sand  Co. 
in  the  amount  of  only  $11,333. 

18.  In  determining  the  deficiency  tax  in  controversy  respondent  in¬ 
creased  the  amount  of  dividends  reported  in  petitioner’s  return  by 
$49,787,  representing  the  difference  between  the  amount  of  $11,333 
received  during  1923  from  the  Lyman-Richey  Sand  Co.  and  the 
amount  of  dividends  credited  to  his  account  on  the  books  of  that 
corporation,  namely,  $61,120. 


209) 


CHARLES  WATSOH  HULL. 


301 


19.  During  the  year  1923  petitioner  was  indebted  to  the  Lyman- 
Richey  Sand  Co.  only  on  account  of  the  two  notes.  He  paid  no 
nterest  on  account  of  such  notes  to  the  Lyman-Richey  Sand  Co. 
luring  the  year  1923. 

20.  In  his  return  for  the  taxable  year  1923  petitioner  deducted  on 
iccount  of  interest  paid  the  sum  of  $12,008.36. 

21.  In  his  supplemental  report  the  revenue  agent  who  examined 
petitioner’s  return  for  the  taxable  year  1923  increased  the  amount  of 
nterest  paid  and  deducted  in  petitioner’s  return  by  the  amount  of 
>3,987. 

22.  At  the  time  of  his:  examination  the  revenue  agent  knew  of  the 
‘xistence  of  only  the  note  for  $45,800,  and  assumed  that  the  debit  of 
>49,787  in  petitioner’s  personal  account  on  the  books  of  the  Lyman- 
Richey  Sand  Co.  represented  a  debit  of  the  note  for  $45,800  and 
nterest  of  $3,987. 

23.  Upon  the  assumption  that  the  debit  of  $49,787  appearing  in 
petitioner’s  personal  account  represented  petitioner’s  indebtedness 
ipon  his  note  of  $45,800  and  interest  thereon,  the  examining  officer 
ncreased  the  deduction  reflected  on  petitioner’s  return  for  interest 
paid  during  1923  by  the  amount  of  $3,987. 


OPINION. 


Lansdon:  The  evidence  discloses  that  at  March  1,  1919,  and  Feb¬ 
ruary  17,  1920,  the  petitioner  purchased  shares  of  stock  of  the 
Lyman-Richey  Sand  Co.  and  gave  his  notes  therefor  in  the  respective 
i mounts  of  $31,590  and  $45,800.  The  stock  certificates  representing 
such  purchases  were  attached  to  the  notes  as  collateral  to  secure  the 
payment  thereof,  and  dividends  accruing  to  the  petitioner  by  reason 
pf  such  purchases  and  stock  ownership  were  assigned  to  the  corpora¬ 
tion  to  be  applied  to  the  principal  of  the  notes.  Prior  to  January  1, 
1923,  the  petitioner  was  credited  with  certain  payments  on  such  notes 
which  reduced  his  obligations  to  the  amount  of  $49,787  at  that  date. 

By  regular  corporate  action  on  November  21,  1922,  the  Lyman- 
Richey  Sand  Co.  declared  a  dividend  of  40  per  cent  on  its  capital 
stock  outstanding  at  January  2,  1923.  By  this  action  the  petitioner 
at  that  date  became  entitled  to  receive  a  dividend  from  such  company 
in  the  amount  of  $61,120.  He  received  this  amount  in  the  taxable 
year  in  two  payments,  viz,  cash  in  the  amount  of  $11,333  and  a  credit 
against  his  indebtedness  to  the  corporation  for  stock  as  set  forth 
above  in  the  amount  of  $49,787. 

The  petitioner  contends  that  the  credit  of  $49,787  should  be  re¬ 
garded  as  part  of  a  stock  dividend  transaction  and  therefore  not  tax¬ 
able  under  the  decision  of  the  Supreme  Court  in  Eisner  v.  Macomber , 
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252  U.  S.  189,  and  several  other  cases.  In  our  opinion  there  is 
nothinir  in  the  record  to  support  this  theory.  At  November  22, 
1922,  the  corporation  had  surplus  and  undivided  profits  more  than 
equal  to  the  dividend  declared.  The  fact  that  a  substantial  part  of 
its  assets  consisted  of  bills  receivable  owing  to  it  by  its  own  directors 
and  shareholders  did  not  hinder,  but  rather  facilitated  the  distribu¬ 
tion  of  the  dividends  declared  since  it  made  it  unnecessary  to  borrow 
funds  or  convert  inventories  or  other  property  into  cash  for  such 
purposes.  It  is  hardly  tenable  that  in  March  of  1919  and  1920  the 
corporation  declared  and  issued  stock  dividends  against  surplus  that 
could  then  be  foreseen  as  resulting  from  future  profits.  Stock  divi¬ 
dends  are  not  charges  against  future  earnings,  but  against  surplus 
already  accumulated.  The  simple  facts  here  are  that  the  petitioner 
purchased  certain  shares  of  stock  which  were  issued  in  his  name, 
gave  his  notes  therefor  with  the  stock  certificates  attached  as  col¬ 
lateral  security,  and  later  paid  his  notes  out  of  the  dividends  re¬ 
ceived  from  the  corporation. 

The  evidence  is  clear  that  the  petitioner  paid  no  interest  to  the 
corporation  in  the  taxable  year.  The  amount  of  $3,987  was  a  part  of 
the  unpaid  balance  of  the  petitioner's  notes.  Its  allowance  as  a  de¬ 
duction  from  petitioner's  income  in  the  taxable  year  was  erroneous 
and  it  should  be  added  to  income. 

If  the  amount  of  $49,787  had  been  paid  the  petitioner  in  cash  and 
he  had  then  paid  his  indebtedness  to  the  corporation  and  received  his 
notes  and  shares  of  stock  as  evidence  of  such  payment,  there  would 
have  been  no  question  of  a  stock  dividend.  In  effect  this  is  what  was 
done,  even  though  a  part  of  the  payment  took  the  form  of  book¬ 
keeping  entries  which  reduced  the  petitioner’s  obligations  in  the 
amount  of  $49,787,  and  correspondingly  reduced  the  surplus  account 
of  the  corporation.  In  our  opinion  the  petitioner  received  dividends 
from  the  Lyman-liichey  Sand  Co.  in  the  taxable  year,  subject  to 
surtax  rates  in  effect  at  that  time,  in  the  amount  of  $61,120. 

Decision  will  be  entered  under  Rule  50. 


Gerald  A.  Wharton  and  Glenn  C.  Wharton,  Executors,  Estate 
of  John  G.  Wharton,  Petitioners,  v.  Commissioner  of 
Internal,  Revenue,  Respondent. 

Docket  No.  2G439.  Promulgated  September  10,  1928. 

Value  of  a  certain  tract  of  Iowa  farm  land  at  May  7,  1924,  de¬ 
termined  for  estate-tax  purposes. 

John  C.  Cliew ,  Esq.,  for  the  petitioners. 

Renton  Raker ,  Esq.,  for  the  respondent. 
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The  respondent  has  asserted  a  deficiency  in  estate  tax  in  the  amount 
f  $1,657  23.  The  only  issue  to  be  determined  is  the  value,  for  estate- 
ax  purposes,  in  1924,  of  a  certain  tract  of  land  located  in  Woodbury 
pounty,  Iowa. 

FINDINGS  OF  FACT. 

The  petitioners’  decedent  died  on  May  7,  1924.  Included  in  the 
state  of  such  decedent  were  200  acres  of  land  located  in  TV  oodbury 
bounty,  Iowa.  For  estate-tax  purposes  the  petitioners  valued  such 
and  at  $75  per  acre,  or  a  total  of  $15,000.  Upon  audit  of  the  estate- 
ax  return  made  by  petitioners  the  Commissioner  determined  a  value 
,f  $25,000  for  the  land  in  question,  as  of  May  7,  1924,  and  asserted 
he  deficiency  here  in  controversy. 

The  land,  the  value  of  which  at  May  7,  1924,  is  here  in  controversy, 
s  low,  badly  drained,  and  at  the  date  in  question  was  without  any 
mildings  or  other  improvements.  In  the  year  1924  it  produced  no 
rops  on  account  of  the  wet  weather.  It  was  acquired  by  the  decedent 
n  1919  at  a  cost  of  $22,000  and  first  and  second  mortgages  thereon  in 
he  respective  amounts  of  $16,000  and  $2,000  were  put  on  it  by  the 
>urchaser. 

From  about  the  year  1913  until  the  beginning  of  1918  there  was  a 
steady  increase  in  farm  land  values  in  Woodbury  County,  Iowa, 
from  early  in  1918  until  about  the  middle  of  1919  there  was  a  rapid 
ncrease  in  the  values  of  such  lands  and  the  peak  of  such  increase  w~as 
•eached  in  the  latter  part  of  1919.  From  the  latter  part  of  1919  to 
lie  close  of  1924  there  was  a  very  substantial  decrease  in  such  farm 
and  values  with  few  sales  or  transfers. 

The  fair  market  value  of  land  in  question  at  May  7,  1924,  was  not 
nore  than  $15,000,  the  amount  at  which  it  was  tentatively  valued  by 
he  petitioners  for  estate-tax  purposes. 

opinion. 

Lansdon  :  The  petitioners  here  support  their  valuation  of  $15,000 
for  the  land  in  question  by  the  testimony  of  three  witnesses — a  real 
estate  dealer  who  knows  the  tract  and  has  bought  and  sold  farm  lands 
in  western  Iowa  for  many  years,  and  two  sons  of  the  decedent,  each 
of  whom  owns  several  tracts  of  farm  land  in  Iowa  and  other  western 
States.  Upon  the  evidence  we  base  our  conclusion  that  the  tract  in 
question  had  a  value  not  in  excess  of  $15,000  at  May  7,  1924. 

Decision  will  be  entered  for  the  'petitioners. 
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Capital  City  State  Bank,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  17609.  Promulgated  September  10,  1928. 

Deduction  from  income  on  account  of  debts  alleged  to  have 
become  worthless  in  the  taxable  year  disallowed. 

A.  F.  Schaetzle ,  Esq.,  for  the  petitioner. 

P.  M.  Clark,  Esq.,  for  the  respondent. 

The  respondent  has  asserted  a  deficiency  of  $1,876.35  in  income  and 
profits  tax  for  the  year  1920.  The  only  issue  is  whether  certain 
notes  were  ascertained  to  be  worthless  in  the  taxable  year. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Iowa  banking  corporation  with  its  principal 
place  of  business  at  Res  Moines. 

At  the  beginning  of  the  taxable  year  the  petitioner  held  the  notes 
of  C.  J.  Bristol,  Carmen  Whitney,  and  W.  It.  Vice,  in  the  respective 
amounts  of  $18,000.  $656.32,  and  $2,500,  each  acquired  prior  to  that 
date  at  a  cost  at  least  equal  to  its  face  value.  I  he  Bristol  note  was 
secured  by  deeds  on  660  acres  of  Texas  land ;  the  TV  hitney  note  by 
a  mortgage  on  160  acres  of  land  in  South  Dakota ;  and  the  \  ice  note 
by  deeds  to  640  acres  of  land  in  Canada.  On  August  23,  1920,  peti¬ 
tioner  credited  the  Bristol  note  with  a  payment  of  $4,435  realized 
from  the  sale  of  480  acres  of  the  Texas  land,  the  deeds  of  which  were 
held  as  security  therefor. 

In  its  income  and  profits-tax  return  for  1920,  petitioner  deducted 
the  amounts  of  $8,000  on  account  of  the  Bristol  note,  and  $656.32 
and  $2,500  on  account  of  the  Whitney  and  Vice  notes,  respectively, 
from  gross  income,  as  debts  ascertained  to  be  worthless  and  charged 
off  in  the  taxable  year.  At  the  date  of  such  charge-off  and  deduction 
the  petitioner  held  a  deed  to  180  acres  of  Iexas  land  as  security  for 
the  unpaid  balance  of  the  Bristol  note  and  was  still  in  possession 
of  the  collateral  taken  to  secure  the  Whitney  and  Vice  notes. 

OPINION. 

Lansdon  :  It  appears  from  the  evidence  that  at  the  date  of  the 
charge-off  for  which  deduction  is  here  claimed  the  petitioner  held 
collateral  taken  as  security  for  each  of  the  notes  alleged  to  have 
become  worthless  in  the  taxable  year.  The  action  of  the  C  ommis- 
sioner  in  disallowing  the  deductions  claimed  is  approved  (1)  because, 
as  to  the  Bristol  note,  under  the  Revenue  Act  of  1918  no  partial 
charge-off  of  a  debt  alleged  to  be  worthless  is  authorized,  and  (2) 
because,  as  to  each  of  the  notes  in  question,  the  petitioner  held  col- 
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lateral  of  some  value,  and  at  that  date  it  was  impossible  to  determine 
that  any  loss  had  been  sustained.  Steele  Cotton  Mill  Co .,  1  B.  T.  A. 
299;  Murchison  National  Bank,  1  B.  T.  A.  617;  Cherry  Basset  Co., 
2  B.  T.  A.  426;  Desolge  Consolidated  Lead  Co.,  4  B.  T.  A.  139; 
Blaine  County  National  Bank,  2  B.  T.  A.  966 ;  J oseph  H.  Reid  Estate, 
2  B.  T.  A.  1198;  Minnehaha  National  Bank,  8  B.  T.  A.  401. 

Decision  will  be  entered  for  the  respondent. 


Warfield-Pratt-Howell  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Bevenue,  Bespondent. 

Docket  Nos.  10191,  19194.  Promulgated  September  10,  1928. 

Deduction  from  closing  inventories  for  1918  and  1919,  and  from 
opening  inventory  for  1919  on  account  of  average  cash  discounts 
allowed  by  vendors  of  merchandise  not  consistent  with  the  ac¬ 
counting  practice  of  the  petitioner  and  did  not  reflect  true  taxable 
income  for  such  years.  The  respondent’s  action  in  adding  such 
deduction  to  taxable  income  for  the  several  years  involved  is 
approved. 

M.  J.  Holland,  Esq.,  for  the  petitioner. 

Arthurr  H.  Mu/rray,  Esq.,  for  the  respondent. 

• 

This  proceeding  results  from  the  determination  by  respondent  of 
deficiencies  for  1918  and  1919,  in  the  amounts  of  $17,028.67  and 
$6,135.97,  respectively.  The  issues  are:  (1)  Additions  to  the  inven¬ 
tories  of  1918  and  1919  of  the  amounts  of  $36,903.73  and  $44,106.17, 
respectively,  through  disallowance  of  the  deductions  taken  for  cash 
discounts;  (2)  reduction  of  earned  surplus  for  invested  capital  pur¬ 
poses  at  the  beginning  of  1918  by  $82,806.56,  on  account  of  inadequate 
depreciation  charged  off  in  prior  years;  and  (3)  reduction  of  invested 
capital  for  1918  on  account  of  the  income  and  profits-tax  liability  of 
the  preceding  year.  The  third  issue  was  abandoned  by  the  petitioner 
at  the  hearing.  The  parties  have  stipulated  that  of  the  total  reduc¬ 
tion  of  invested  capital  for  1918,  on  account  of  inadequate  deprecia¬ 
tion  charged  off  in  prior  years,  to  wit,  $82,806.56,  there  should  be 
restored  the  sum  of  $73,272.75.  All  of  the  facts  relating  to  the 
first  issue  have  been  stipulated  by  the  parties  in  writing,  and  upon 
the  basis  thereof  the  Board  makes  the  following 

FINDINGS  OF  FACT. 

1.  Petitioner  is  a  corporation  organized  under  the  laws  of  the 
State  of  Iowa,  and  during  the  taxable  years  1918  and  1919  was  en¬ 
gaged  in  business  as  a  wholesale  grocer. 
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2.  The  taxes  in  controversy  are  income  and  excess-profits  taxes  for 
the  taxable  years  1918  and  1919,  in  the  amounts  of  $17,028.67  and 
$6,135.97,  respectively. 

3.  In  listing  its  merchandise  inventory  at  the  close  of  business  on 
December  31, 1918,  petitioner  priced  such  inventory  at  cost  or  market, 
whichever  was  lower. 

4.  The  accounting  firm  which  made  an  audit  of  petitioner’s  books 
of  account  as  of  December  31,  1918,  reduced  the  amount  of  its 
closing  inventory  for  that  year  by  $36,903.73. 

5.  The  said  sum  of  $36,903.73  represents  V/2  per  cent  of  the  total 
amount  of  the  closing  inventory  for  the  taxable  year  1918,  and  re¬ 
flects  the  average  cash  discount  taken  upon  the  items  in  said  closing 
inventory. 

6.  In  accordance  with  the  findings  of  said  accounting  firm,  entries 
were  made  on  the  inventories  and  books  of  petitioner  reducing  the 
closing  inventory  and  net  income  of  petitioner  for  the  said  taxable 
year  1918  by  $36,903.73. 

7.  The  income  and  excess-profits-tax  return  of  petitioner  for  the 
taxable  year  1918  was  made  and  filed  showing  a  net  income  de¬ 
termined  after  reducing  the  closing  inventory  for  the  taxable  year 
1918  by  the  said  sum  of  $36,903.73. 

8.  Petitioner  did  not  reduce  its  opening  inventory  for  the  taxable 
year  1918  by  the  V/2  per  cent  average  cash  discount  referred  to  in 
paragraph  5  hereof. 

9.  In  determining  the  deficiency  in  taxes  involved  for  the  taxable 
year  1918,  respondent  increased  petitioner’s  net  income  by  the  amount 

of  $36,903.73.  .  •  * 

10.  In  listing  its  merchandise  inventory  at  the  close  of  business  on 
December  31,  1919,  the  petitioner  priced  such  inventory  at  cost  or 
market,  whichever  was  lower. 

11.  Petitioner  reduced  the  amount  of  its  closing  inventory  for  the 
taxable  year  1919  by  $44,106.17. 

12.  The  said  sum  of  $44,106.17  represents  1  y2  per  cent  of  the  total 
amount  of  the  closing  inventor}^  for  the  taxable  year  1919,  and  re¬ 
flects  the  average  cash  discount  taken  upon  the  items  in  said  closing 
inventory. 

13.  In  determining  its  net  income  for  the  taxable  year  1919,  peti¬ 
tioner  used  as  its  opening  inventory  for  said  taxable  year  the  closing 
inventory  of  the  taxable  year  ended  December  31,  1918,  as  reduced 
by  the  said  sum  of  $36,903.73,  heretofore  referred  to. 

"  14.  As  a  result  of  the  reduction  of  its  closing  inventory  as  of  De 
cember  31,  1919,  by  $44,106.17,  petitioner  reduced  its  net  income  foi 
that  taxable  year  by  $7,202.44. 
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15.  In  determining  the  deficiency  taxes  in  controversy  for  the  year 
919,  respondent  increased  petitioner’s  net  income  by  the  amount  of 
37, 202.44. 

16.  In  the  years  prior  to  the  taxable  years  1918  and  1919  peti- 
ioner  took  its  inventories  on  the  basis  of  cost  or  market,  whichever 
ras  lower. 

17.  Subsequent  to  the  taxable  year  1919  petitioner  took  its  inven- 
ories  on  the  basis  of  cost  or  market,  whichever  was  lower. 

18.  The  average  cash  discount  of  iy2  per  cent  was  not  in  excess  of 
he  actual  average  rate  which  had  been  allowed  petitioner  by  its 
endors  at  the  time  of  payment  for  items  included  in  its  inventories. 

19.  The  allowance  of  cash  discounts  in  95  per  cent  of  the  cases  was 
granted  to  petitioner  for  payment  of  the  amount  of  the  invoice  within 
0  days  from  the  date  of  the  invoice. 

OPINION. 

Lansdon  :  In  accordance  with  the  provisions  of  the  stipulation,  the 
nvested  capital  for  1918,  as  determined  by  the  respondent  in  the 
leficiency  notice,  should  be  increased  by  the  sum  of  $73,272.75. 

There  remains  but  one  issue  for  decision — that  relating  to  the  addi- 
ions  made  by  the  respondent  to  the  inventories  of  1918  and  1919  in 
he  amounts  of  $36,903.73  and  $44,106.17,  respectively,  resulting  from 
he  disallowances  of  the  deductions  taken  for  cash  discounts.  The 
>arties  have  stipulated  that  prior  to  1918  and  subsequent  to  1919  the 
>etitioner  priced  its  inventories  at  cost  or  market,  whichever  was 
ower;  and  we  understand  this  part  of  the  stipulation  to  mean  that, 
xcept  for  1918  and  1919,  the  two  years  in  controversy,  the  basis  for 
>etitioner’s  valuations  of  its  inventories  consistently  has  been  cost  or 
narket,  whichever  was  lower,  without  regard  to  cash  discounts.  The 
parties  stipulated  further  that  the  inventories  for  1918  and  1919  were 
irst  valued  by  the  petitioner  at  cost  or  market,  whichever  was  lower, 
nd  from  the  total  of  each  it  deducted  1%  per  cent  of  the  total,  or  the 
ums  of  $36,903.73  and  $44,106.17,  respectively,  as  the  average  cash 
iscounts  on  the  merchandise  in  the  inventories ;  that  the  average  cash 
liscount  of  iy2  per  cent  was  not  in  excess  of  the  actual  average  rate 
vhieh  had  been  allowed  petitioner  by  its  vendors  at  the  time  of  pay- 
nent  for  items  included  in  the  inventories;  and  that  the  allowances 
>f  cash  discounts,  in  95  per  cent  of  the  cases,  were  granted  to  peti- 
ioner  for  payment  of  the  invoices  within  10  days  from  the  dates 
hereof. 

The  applicable  statutory  provisions  are  found  in  section  203  of  the 
Revenue  Act  of  1918,  and  are  as  follow : 

That  whenever  in  the  opinion  of  the  Commissioner  the  use  of  inventories  is 
-cessary  in  order  clearly  to  determine  the  income  of  any  taxpayer,  inventories 
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shall  be  taken  by  such  taxpayer  upon  such  basis  as  the  Commissioner,  with  the 
approval  of  the  Secretary,  may  prescribe  as  conforming  as  nearly  as  may  be  to 
the  best  accounting  practice  in  the  trade  or  business  and  as  most  clearly 
reflecting  the  income. 

The  regulations  of  the  Commissioner,  promulgated  in  pursuance 
of  the  foregoing  provisions  of  the  statute,  so  far  as  material  here,  are 
as  follow: 

Art.  1582.  Valuation  of  inventories. — Inventories  must  be  valued  at  (a)  cosi 
or  (&)  cost  or  market,  whichever  is  lower.  *  *  * 

Art.  15S3.  Inventories  at  eost. — Cost  means : 

(1)  In  the  case  of  merchandise  purchased,  the  invoice  price  less  trade  or  othei 
discounts,  except  strictly  cash  discounts,  approximating  a  fair  interest  rate 
which  may  be  deducted  or  not  at  the  option  of  the  taxpayer,  provided  a  consist 
ent  course  is  followed.  *  *  * 

Art.  1584.  Inventories  at  market. — Under  ordinary  circumstances,  “  market ' 
means  the  current  bid  price  prevailing  at  the  date  of  the  inventory  for  tb 
particular  merchandise  in  the  volume  in  which  ordinarily  purchased  by  tk 
taxpayer  *  *  *. 

Our  inquiry  i,s  definitely  limited  by  the  pleadings  and  stipulate( 
facts  to  whether  the  petitioner,  under  the  provisions  of  the  statut 
and  the  respondent’s  regulations,  may  reduce  its  inventories  for  191 
and  1919,  valued  at  cost  or  market,  whichever  is  lower,  by  the  averag 
cash  discounts  taken  on  the  merchandise  comprising  its  inventories 
No  question  is  raised  as  to  the  validity  of  the  respondent’s  regulation 
relating  to  the  valuation  of  inventories ;  rather,  the  petitioner  demur 
thereto,  and  relying  upon  the  exception  in  subparagraph  (1)  o 
article  1583—“  except  strictly  cash  discounts,  approximating  a  fai 
interest  rate,  which  may  be  deducted  or  not  at  the  option  of  th 
taxpayer,  provided  a  consistent  course  is  followed,”  contends  that  i 
was  required  by  the  respondent’s  own  regulations  to  reduce  its  inver 
torie^  by  the  cash  discounts  taken  on  the  merchandise  included  theieii 
since  the  average  cash  discount  of  1^  Per  cent  for  10  days  “  is  equivt 
lent  to  3Gi/2  per  cent  per  year  and  greatly  in  excess  of  a  fair  intere* 
rate.”  Respondent  takes  the  position  that  the  petitioner  has  n( 
followed  a  consistent  course  in  its  treatment  of  cash  discounts,  wit 
the  result  that  the  net  income  of  the  years  in  controversy  is  not  clearl 
reflected  by  the  method  adopted  by  petitioner  for  those  years. 

Two  methods  of  accounting  for  purchase  cash  discounts  are  i 
general  use  in  business,  and  both  have  their  advocates  among  tt 
leading  accounting  authorities.  Under  one  method,  the  discouni 
are  deducted  from  the  invoice  prices  and  only  the  net  amounts  ai 
charged  against  purchases.  Under  the  other  method  the  gross  invoi< 
prices  are  charged  against  purchases  and  cash  discounts  allowed  ai 
accounted  for  as  financial  income  arising  from  the  employment  c 
business  funds.  It  was  undoubtedly  in  recognition  of  the  fact  thi 
both  of  these  methods  were  in  general  use,  and  that  the  effect  ( 
either  on  net  income  is  the  same,  that  taxpa}^ers  were  extended  tl 


,05)  WARFIELD-PRATT-HOWELL  CO.  309 

ption  in  article  1583  of  Regulations  45  to  deduct  or  not  to  deduct 
;om  invoice  prices  the  cash  discounts,  approximating  a  fair  interest 
ite,  provided  a  consistent  course  is  followed.  In  the  assignment  of 
alues  to  merchandise  in  the  inventory  at  the  close  of  the  year  due 
3gard  must  be  had  for  the  method  followed  in  the  treatment  of  cash 
iscounts.  If  cash  discounts  are  deducted  from  invoice  prices  and 
nly  the  net  amounts  are  charged  against  purchases,  a  like  procedure 
mst  be  followed  in  the  valuation  of  inventories  and  merchandise 

i  • 

lcluded  therein  priced  at  the  net  invoice  prices.  On  the  other  hand, 
:  the  practice  is  to  charge  the  gross  invoice  price  to  purchases  and 
ccount  for  the  discounts  as  income,  the  merchandise  in  the  inventory 
mst  be  priced  at  gross  invoice  prices,  i.  e.f  without  deduction  of  cash 
iscounts.  The  rule  is  partially  stated  in  Office  Decision  326,  promul- 
ated  by  respondent  in  Cumulative  Bulletin  No.  1,  p.  56,  as  follows : 

Taxpayers  who  as  a  matter  of  settled  practice  do  not  deduct  cash  discounts 
om  purchases,  but  who  take  the  merchandise  purchased  into  their  inventories 
;  invoice  price  (less  trade  or  other  discounts  other  than  strictly  cash  dis- 
mnts),  carrying  the  discounts  in  a  discount  account,  may  not,  in  valuing  their 
osing  inventories  for  income  tax  purposes,  deduct  from  the  invoice  price  of  the 
erchandise  on  hand  at  the  close  of  the  taxable  year  the  average  amount  of 
ish  discount  received  on  such  merchandise;  neither  may  the  amount  of  cash 
iscount  earned,  to  be  reported  as  income,  he  decreased  by  an  amount  repre- 
?nting  the  estimated  cash  discount  received  on  merchandise  .on  hand  at  the 
ose  of  the  year. 

Stated  briefly,  the  rule  is  that  whatever  the  method  employed  in 
ccounting  for  cash  discounts,  it  must  be  consistently  applied  in  the 
ntire  scheme  of  accounting  which  includes  the  valuation  of  the 
iventory  on  hand  at  the  close  of  the  year.  What  method  the  peti- 
oner  may  have  employed  in  accounting  for  cash  discounts,  we  do 
ot  know.  The  record  is  entirely  silent  in  that  respect.  It  could  not 
rice  its  inventories  at  net  invoice  prices,  unless  it  followed  the  prac- 
ice  of  taking  its  purchases  into  its  accounts  at  net  invoice  prices, 
'he  respondent  increased  the  inventories  by  the  amounts  deducted 
or  cash  discounts,  the  effect  of  which  was  to  value  the  merchandise 
herein  at  gross  invoice  prices,  and,  in  the  absence  of  evidence  to  the 
ontrary,  we  must  assume  that  the  respondent’s  action  was  in  con- 
ormity  with  petitioner’s  practice  as  to  the  treatment  of  cash  dis- 
ounts.  Such  being  the  case,  we  could  not  sanction  the  valuing  of  the 
iventories  upon  a  basis  inconsistent  with  that  practice. 

Article  1583  of  Regulations  45,  quoted  above,  requires,  by  implica- 
on  at  least,  that  in  valuing  the  inventories  at  cost  invoice  prices 
hall  be  reduced  by  cash  discounts  in  excess  of  a  fair  interest  rate, 
he  theory  of  this  requirement  is  that  so-called  “  cash  discounts  ”  in 
xcess  of  a  fair  interest  rate  are  not  strictly  cash  discounts,  but  are 
i  the  nature  of  rebates  or  trade  discounts,  and  are  to  be  regarded 
nd  treated  as  reductions  of  invoice  or  purchase  prices.  Petitioner 
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of  article  1583  of  Regulations  45,  but  must  be  deducted  from  invoice 
prices  m  valuing  tbe  inventories.  W  hctliei  a  specific  allowance  is  to 
be  considered  as  a  cash  discount  is  a  question  of  fact  to  be  detei  mined 
according  to  the  evidence.  Ao  general  rule  as  to  what  discounts 
approximate  a  fair  interest  rate  can  lie  laid  down,  because  of  the 
many  and  divergent  factors  to  be  considered,  such  as  prevailing  in¬ 
terest  rate  in  the  particular  localitjq  trade  or  business  customs  and 
practices,  and  other  relevant  circumstances.  The  burden  of  proof 
that  the  cash  discounts  allowed  to  it  were  in  excess  of  a  fair  interest 
rate  was  upon  the  petitioner.  We  can  make  no  mfeiences  based  on 
the  equality  of  a  translation  of  a  discount  rate  from  a  period  of  days 
to  one  of  a  year;  the  comparison  may  be,  and  usually  is,  a  wholly 
improper  one.  The  only  fact  in  this  connection  which  w'e  have  been 
able  to  find  is  that  stipulated  by  the  parties— “  That  the  average 
cash  discount  of  iy2  per  cent  w~as  not  in  excess  of  the  actual  average 
rate  which  had  been  allowed  petitioner  by  its  vendors  at  the  time  oi 
payment  for  items  included  in  its  inventories.”  Standing  alone,  this 
stipulated  fact  manifestly  indicates  a  discount  rate  of  “  1 V2  per  cent 
for  10  days  ”  to  be  usual  and  customary  in  petitioner’s  particular  line 
of  business.  Without  clear  and  convincing  proof  to  support  the 
allegation,  we  are  not  disposed  to  hold  with  petitionei  that  the  casl 
discounts  allowed  to  it  exceeded  a  fair  interest  rate  and  partook  o 
the  nature  of  rebates  or  trade  discounts  which  must  be  deducted  fron 
invoice  prices  in  valuing  the  inventories. 

The  reasons  advanced  by  respondent  for  his  action  are  sound 
The  option  to  deduct  or  not  to  deduct  cash  discounts,  extended  b; 
article  1583  of  Regulations  45,  is  obviously  not  one  which  may  b 
exercised  in  every  taxable  year.  Once  the  option  is  exercised,  th 
particular  method  adopted  must  be  followed  consistently  until  per 
mission  is  given  to  make  a  change  or  a  clear  reflection  of  inconi 
necessitates  that  a  change  be  made.  An\T  other  couise  would  lea< 
to  distortions  in  income,  and  the  net  income  of  the  year  in  which  th 
change  is  made  will  not  be  clearly  reflected.  Such  would  be  the  cas 
if  we  permitted  the  petitioner  to  value  its  inventory  for  1918  oi 
the  basis  for  which  it  contends.  The  opening  inventory  for  tha 
year  was  valued  on  the  basis  of  cost  or  maiket,  winches  ei  lowei 
without  regard  to  cash  discounts,  while  it  seeks  to  value  the  closin 
inventory  at  cost  or  market,  whichever  is  lower,  less  cash  discount: 
This  it  mav  not  do.  Appeal  of  Thomas  Shoe  Co .,  1  B.  T.  A.  124 


;  Holeproof  Hosiery  Co .,  11  B.  T.  A.  547. 
Decision  unll  he  entered  under  Rule  5( 
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E.  B.  Stephenson,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


» 

Charles  A.  McCloud,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

W.  M.  Leonard,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Jennie  Faulkner  and  B.  J.  Faulkner,  Executors,  Estate  of 
Albert  O.  Faulkner,  Petitioners,  v.  Commissioner  of 
Internal  Revenue,  Respondent. 


Docket  Nos.  6195,  7357,  12684,  22744,  20405.  Promulgated  September  10,  192S. 

1.  Deductions  for  alleged  losses  through  joint  investment  dis¬ 
allowed. 

2.  Loss  sustained  through  compromise  of  a  loan  constitutes  an 
allowable  deduction  for  the  taxable  year  in  which  final  payment 

,  was  made. 

T.  S.  Allen ,  Esq.,  for  the  petitioners. 

L.  A.  Luce ,  Esq.,  for  the  respondent. 

In  these  proceedings,  which  were  consolidated  for  trial,  the  peti¬ 
tioners  seek  redetermination  of  their  income-tax  liabilities  for  the 
years  set  forth  below,  for  which  respondent  has  asserted  deficiencies 
as  follows: 


Petitioner 

Docket  No. 

Year 

Deficiency 

E.  B.  Stephenson . . . . . . . . 

6195 

7357 

20105 

12684 

22744 

1921 

1922 
1921 

/  1922 
l  1923 

1921 

1922 

$975.  71 
1,711.84 
853.  78 
575.  94 
841.  49 
4, 384.  40 
2,  017.  33 

Charles  A.  McCloud... _ _  .  . . . . . . . 

W.  M.  Leonard. _ _ _ _ _  _  .  .  _ 

Albert  0.  Faulkner... . . .  . 

Petitioners  allege  error  on  the  part  of  the  respondent  in  disallow¬ 
ing  deductions  claimed  by  them  on  their  respective  income-tax  returns 
for  the  years  above  shown  for  losses  resulting  from  a  joint  purchase, 
made  through  a  trustee,  of  certain  securities  and  notes  from  the  City 
National  Bank  of  Lincoln,  Nebr.,  foT  the  purpose  of  relieving  the 
bank  of  slow  and  questionable  paper,  and,  as  further  claimed,  for 
profit. 

The  losses  claimed  by  petitioner  Stephenson  amounted  to  $35,000, 
and  were  apportioned  equally  between  the  years  1921  and  1922. 

The  loss  claimed  by  petitioner  McCloud  through  said  investment 
amounted  to  $30,000,  $15,000  of  which  was  claimed  as  a  deduction  for 
tie  year  1921  and  $15,000  for  1922. 

1  The  petitioner  Leonard  claimed  a  loss  of  $25,000  for  the  year  1921, 
tad  took  a  deduction  for  this  amount  on  his  return  for  that  year, 

) 
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but  now  claims  that  the  same  should  be  equally  divided  betwt 
the  years  1921  and  1922  and  requests  that  adjustments  be  ms 
accordingly. 

Petitioner  Faulkner  claimed  a  loss  of  $15,000  for  the  year  1922  a 
took  deductions  for  same  on  his  return  for  that  year,  but  now  reque 
that  should  it  be  determined  that  one-half  of  said  amount  was  a  1 
during  the  year  1921,  that  adjustments  be  made  accordingly. 

In  addition  to  the  aforesaid,  petitioner  Faulkner  alleged  error 
the  part  of  respondent  for  the  disallowance  of  a  deduction  clain 
on  a  building  owned  by  the  taxpayer,  but  abandoned  this  claim 

the  hearing. 

Petitioner  McCloud  claims  further  error  committed  by  respond 
in  disallowance  of  a  deduction,  claimed  by  him  in  the  sum  of  $2, 
for  the  year  1923,  of  loss  sustained  through  a  loan  of  $5,000  made 

him  in  1907  to  M.  C.  Snyder  &  Sons. 

With  respect  to  the  losses  sustained  by  petitioners  through  tl 
purchase  of  securities  from  the  City  National  Bank,  it  is  conten 
by  respondent  that,  petitioners  being  stockholders  in  said  bank,  tl 
investments  constituted  capital  contributions  or  donations  to  the  b 
and  therefore  not  items  properly  deductible  from  their  respec 
incomes  for  the  years  claimed. 


FINDINGS  OF  FACT. 


The  City  National  Bank  of  Lincoln,  Nebr.,  is  a  national  banl 
corporation  which,  prior  to  and  during  the  taxable  years  invol 
^  Avne  engaged  in  a  general  banking  business  at  Lincoln.  Its  ca] 
stock  was  TtgtQ-^i<3Jn  various  amounts  by  some  160  stockholders,  inc 
ing  these  petitioners,  whc^^^^ere  also  members  of  its  board  of  direct 
The  shares  of  stock  held  by^^^^etitioners  were  in  number  and  \ 
as  follows: 


Name 


E.  B.  Stephenson - 

Charles  A.  McCloud. 

W.  M.  Leonard . 

Albert  O.  Faulkner.. 


Number 
of  shares 


Par 


More  than  50  per  cent  of  the  capital  stock  of  t^^BpS  bank  was  o\ 
and  controlled  by  L.  B.  Howey  and  L.  J.  Dunn^^^pj-esident  and 
president,  respectively,  who  between  them  had  full^B^nanagement 
control  of  its  affairs,  including  all  loans  and  discoulW^^s  made 
credits  extended.  In  the  conduct  of  the  business 
said  Howey  and  Dunn  exercised  a  free  hand  and  made  loans  a 
extended  credit  without  seeking  advice,  consent  or  approval  of  tl 
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^arcl  of  directors,  concealing  in  some  instances,  by  means  of  sepa- 
ite  secret  records,  loans  made  and  credit  extended  to  certain  favored 
istomers. 

Among  the  various  customers  of  the  bank  favored  by  excessive 
>ans  and  credit  were  the  Hebb  Motor  Co.,  Patriot  Motor  Co.,  Ne- 
raska  Aircraft  Corporation,  Sheridan  Park  Investment  Co.,  Stand- 
:d  Securities  Corporation,  Union  Securities  Co.,  Continental  Mort¬ 
age  &  Land  Co.,  Charles  E.  Draper,  E.  C.  Hammond,  A.  G.  Hebb, 
I.  S.  Jones,  and  L.  A.  Winship. 

The  Hebb  Motor  Co.  was  a  corporation  engaged  in  the  manufacture 
tid  sale  of  motor  trucks  and  motor  bodies,  and  in  the  summer  o! 
}20  had  in  its  employ  some  300  to  400  employees.  Its  plant  was 
•cated  at  Ha  verst  ock,  a  suburb  of  Lincoln,  Nebr.,  and  at  such  time 
had  assets  of  a  reputed  value  of  $3,000,000.  Its  products  were 
larketed  in  some  16  States  and  were  sold  principally  upon  a  basis  of 
ne-third  of  the  purchase  price  in  cash  and  the  balance  in  deferred 
lstallments  represented  by  negotiable  promissory  notes. 

The  Patriot  Motor  Co.  was  a  corporation  affiliated  with  the  Hebb 
ompany  and  engaged  in  the  manufacture  and  sale  of  commercial 
ito  bodies  and  trucks.  The  Nebraska  Aircraft  Corporation  was  a 
unpany  engaged  in  the  salvaging  and  rehabilitating  of  airplanes 
urchased  from  the  United  States  Government  and  in  the  manu- 
acture  and  sale  of  commercial  aeroplanes.  The  Sheridan  Park 
nvestment  Co.  was  a  real  estate  corporation  engaged  in  the  owning, 
olding,  development  and  sale  of  real  estate.  The  Continental  Mort¬ 
age  &  Land  Co.  was  a  corporation  organized  for  the  holding  of 
anadian  lands.  The  Standard  Securities  Co.  was  a  corporation 
rganized  by  the  officials  of  the  Hebb  Motor  Co.  to  serve  as  a  medium 
hrough  which  to  market  the  commercial  paper  of  that  corporation 
nd  to  act  as  fiscal  agent  of  it  and  affiliated  concerns.  The  Union 
Securities  Co.  was  a  subsidiary  corporation  to  the  Standard  Securi- 
ies  Co. 

These  companies  either  secured  direct  loans  from  the  City  National 
Sank  or  discounted  notes  and  other  securities,  taken  in  trade  by 
hem,  to  it,  which  in  due  course  were  rediscounted  by  the  bank  to 
he  Federal  Reserve  Bank.  In  this  manner  a  continuous  line  of 
inancial  support  was  afforded  them  through  the  City  National  Bank, 
"he  individual  customers  above  mentioned  were  all  stockholders  and 
fficials  of  the  several  companies  referred  to,  and  the  loans  made 
nd  credits  extended  to  them  were  largely  on  account  of  said  relation- 
hip  and,  in  most  cases,  for  the  benefit  of  said  concerns. 

In  addition  to  these  commercial  loans  above  mentioned,  the  City 
National  Bank  carried  a  large  volume  of  agricultural  and  stock 
Dans  which  taxed  its  available  resources  to  the  limit  and  could  only 
'e  carried  so  long  as  the  Federal  Reserve  Bank  continued  its  policy 
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of  accepting  for  rediscount  the  surplus  loans  made  by  it  in  excess 
of  its  available  loan  resources. 

In  the  spring  of  1920  the  Federal  Reserve  Bank  refused  to  accept 
further  offerings  made  by  the  City  National  Bank  of  automobile 
paper  for  rediscount  and  returned  all  such  notes  submitted  with  the 
statement  that  the  reasons  for  so  refusing  were  due  to  the  fact  that 
this  industry  was  absorbing  more  than  its  proportionate  share  of  the 
lending  resources  available.  Increased  penalties  were  also  placed 
upon  all  renewals  of  stock  and  agricultural  loans,  which  caused  the 
turning  back  upon  the  City  National  Bank  of  a  volume  of  these 
rejected  loans  in  excess  of  its  ability  to  carry  and,  at  the  same  time, 
meet  the  calls  of  its  local  customers  for  funds  to  supply  their  current 
needs.  This  forced  the  bank  to  discontinue  all  loans  and  further 
credits  to  these  companies,  which,  being  unable  to  procure  finances  for 
operations,  were  soon  forced  into  liquidation,  dhe  amount  of  excess 
loans  carried  by  the  bank  in  the  fall  of  1920  approximated  the  sum  of 
$1,200,000,  but  the  true  total  Avas  known  only  to  Howey  and  Dunn, 
who  had  concealed  the  facts  from  the  other  members  of  the  board  of 
directors.  The  bank  examiner  discovered  the  true  state  of  affairs 
early  in  1920  and,  from  time  to  time,  severely  criticised  the  character 
of  the  paper  held  and  admonished  the  directors  to  take  steps  to  put  the 
bank  in  a  better  condition.  In  December,  1920,  a  receiver  was  ap¬ 
pointed  for  the  Ilebb  Motor  Co.,  but  it  was  believed  by  the  officials  of 
the  City  National  Bank  that  this  company  had  assets  valued  more 
than  double  its  liabilities  and  that  eventually  it  would  be  able  to  liqui¬ 
date  its  entire  indebtedness  to  the  bank.  There  were  also  debts  owin<» 
the  bank  at  this  time  by  the  Sheridan  Park  Investment  Co.,  the 
Nebraska  Aircraft  Corporation,  the  Standard  Securities  Corporation 
and  the  Patriot  Motor  Co.  in  the  aggregate  of  more  than  $450,000. 
and  it  was  generally  considered  by  the  directors  of  the  bank  that  a 
loss  upon  a  considerable  portion  of  this  paper  would  be  sustained. 
Accordingly,  it  was  agreed  among  the  directors  of  the  bank  that  a 
fund  of  $300,000  should  be  raised  among  themselves  and  placed  in 
the  hands  of  Stephenson  to  be  used  by  him  in  taking  up  such  paper 
from  the  bank  as  might  thereafter  be  determined  by  a  committee  of 
directors  as  objectionable  to  the  bank  examiner.  I  he  funds  advanced 
by  the  various  directors  were  to  be  considered  as  loans  to  the  bank  and 
each  contributor  was  guaranteed  against  loss  by  Ilowey,  assuming  to 
act  for  the  bank.  From  the  information  then  at  hand,  in  so  far  as 
was  made  known  to  the  directors,  other  than  Howey  and  Dunn,  the 
prospective  losses  would  not  run  more  than  $300,000,  and  Howey  and 
Dunn,  president  and  vice  president,  respectively,  conceding  that  their 
management  of  the  bank  was  responsible  for  its  present  condition, 
agreed  to  assume  all  losses  that  might  be  sustained  up  to  the  sum  of 
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fl50,000  each,  or  a  total  of  $300,000.  As  evidence  of  this  agreement 
i  memorandum  in  writing  was  duly  executed,  under  date  of  December 
T,  1920,  by  said  Howey  and  Dunn,  and  delivered  to  the  directors  of 
lie  bank,  in  which  they  agreed  to  take  up  as  rapidly  as  possible  such 
paper  of  these  concerns  as  the  committee  should  select  as  represented 
i  loss  until  each,  for  himself,  had  taken  up  a  total  of  $150,000,  and. 
L,000  shares  of  the  capital  stock  of  the  City  Trust  Co.  of  Lincoln, 
STebr.,  were  placed  in  the  hands  of  Stephenson,  trustee  for  the  bank, 
jy  them  to  guarantee  the  performance  of  same.  Loans  in  the  aggre¬ 
gate  sum  of  $195,000  were  then  made  by  directors  and  placed  in  the 
lands  of  Stephenson,  as  trustee  for  the  bank;  also  some  $200,000  in 
lew  notes  secured  by  chattel  mortgage,  were  taken  by  said  trustee 
from  the  Nebraska  Aircraft  Co.,  as  additional  security  for  its  in- 
lebtedness  to  the  bank,  and  other  attempts  were  made  to  improve  its 
condition.  The  troubles  of  the  bank,  however,  increased  rather  than 
iiminished  and  it  soon  developed  that  the  volume  of  bad  or  “  slow  ” 
paper  held  by  it  was  greatly  in  excess  of  the  amount  theretofore  made 
mown  to  the  board  of  directors.  In  January  the  bank  examiner,  im¬ 
mediately  following  his  regular  examination,  advised  Maly,  the  newly 
lected  vice  president,  that  the  affairs  of  the  bank  were  in  bad  shape, 
md  that  he  had  better  get  in  there  and  help  straighten  them  up. 
Many  conferences  followed,  and  on  April  22,  1921,  a  meeting  of  the 
board  of  directors  of  the  bank  was  held,  at  which  a  resolution  was 
adopted  which  provided  that  the  members  of  the  board  of  directors 
should  execute  their  notes,  or  pay  in  cash,  the  additional  sum  of 
$200,000  “  to  take  out  all  slow  or  doubtful  paper  *  *  *  making  a 

total  of  $395,000.00  contributed  by  the  Board  of  Directors.”  On  the 
^ame  date  a  meeting  of  some  of  the  directors  was  held  in  the  office  of 
Stephenson,  in  the  Security  Mutual  Building,  at  which  McCloud,  one 
of  the  directors,  suggested  “  that  perhaps  the  best  way  to  get  rid  of  the 
examinations  or  examiner  is  to  make  a  big  hole  in  the  stuff  and  take  it 
out  of  the  bank.”  It  was  then  made  known  to  those  directors  present 
that  advances,  or  loans  in  the  aggregate  sum  of  $195,000  had  already 
been  made  by  some  of  the  directors  to  the  bank  and  that  this  fund  had 
been  placed  in  the  hands  of  Stephenson,  as  trustee,  for  such  purpose. 
It  being  then  considered  that  slow  and  doubtful  paper,  or  “  frozen 
assets  ”  as  termed  by  some,  in  the  aggregate  sum  of  $748,000  at  least 
should  be  taken  from  the  bank,  it  was  proposed  that  additional  funds 
be  raised  by  voluntary  contributions  from  such  directors  as  desired  to 
contribute,  in  such  an  amount  that  when  added  to  the  $195,000  there¬ 
tofore  loaned  to  the  bank  by  the  directors,  and  the  $300,000  liabilities 
assumed  by  Howey  and  Dunn,  would  provide  the  funds  necessary  for 
such  purpose.  This  proposal  finding  favor,  it  was  thereupon  agreed 
that  such  contributions  be  pooled  and  be  placed  in  the  hands  of 
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Stephenson,  as  trustee,  with  authority  to  purchase  from  the  bank,  out 
of  said  funds,  such  slow  or  doubtful  paper  as  the  committee  thereto¬ 
fore  appointed  for  such  purpose  might  from  time  to  time  select  fori 
withdrawal,  and  to  hold  such  paper  or  credits  so  purchased  and  col¬ 
lect  the  same  for  the  benefit  and  use  of  the  contributing  members  of 
said  pool.  It  was  also  agreed  that  the  loans  theretofore  made  to  the 
bank  by  the  directors  in  the  sum  of  $195,000  be  considered  as  contri¬ 
butions  to  this  pool  and  that  each  member  be  permitted  to  share  in 
itui  funds  derived  from  collections  made  of  the  secunties  thus  pui- 
chased,  pro  rata,  as  determined  by  the  amount  of  his  contribution. 

On  the  same  date  (April  22d)  a  proposal  was  made  by  Howey  and 
Dunn  to  the  board  of  directors  of  the  Dank  that  they  each,  in  fm  ther- 
ance  of  said  scheme,  would  amend  their  former  agreement  of  Decem¬ 
ber  7,  1920,  wherein  they  had  assumed  liabilities  for  losses  of  the 
bank  to  the  amount  of  $300,000,  by  increasing  the  same  by  $25,000: 
each,  provided  that  they  be  permitted  to  share,  to  the  extent  of  suchj 
increased  liabilities,  with  the  other  directors  in  the  distributions  of 
any  funds  that  might  be  derived  from  the  assets  of  the  pool.  Amend¬ 
ments  in  writing  to  said  former  agreement,  showing  said  increased 
liabilities,  wrere  duly  executed  by  said  Howey  and  Dunn  and  delivered 
to  the  chairman  of  said  board  on  May  3,  1921.  No  written  agreement 
of  any  kind  was  entered  into  between  the  members  of  this  pool, 
excepting  a  consent  for  preference  which  was  given  by  the  other 
members  to  directors  Maly,  Barkley  and  Carlsen,  wherein  it  was 
agreed  in  consideration  of  the  contributions  of  said  latter  members 
that  they  be  made  u  preferred  creditors  ”  to  the  extent  of  the  amounts 
contributed  by  them  and  that  the  same  be  repaid  to  them  out  of  the 
first  monies  derived  from  any  of  the  assets  of  the  pool.  Payments 
were  made  of  the  contributions  to  the  pool  on  or  about  May  1,  1921: 
and  credits  made  by  the  trustee  to  the  various  members,  including 
those  for  previous  loans  to  the  bank,  show  the  following : 


A.  H.  Armstrong - $25,  000 

W.  E.  Barkley _  25,000 

C.  C.  Carlsen -  25,  000 

A.  O.  Faulkner -  15,  000 

W.  II.  Ferguson -  00,  000 

Henry  Guild -  30,  000 

E.  C.  Hardy _  10,000 

Paul  II.  Holm _  40,000 


On  May  15th,  following, 
of  the  City  National  Bank  was 
things, 
considered. 

which  provided  in  part 


W.  M.  Leonard - $25, 00< 

Stanley  Maly -  25,  00< 

C.  A.  McCloud _  30,  00< 

E.  B.  Stephenson -  35,  00( 

J.  M.  Stewart _  20, 0(K 


E.  B.  Stephenson  Trustee? 


Sloan” _  33, 00(i 


39S.0CH 

a  special  meeting  of  the  board  of  director 
held,  which  considered,  among  othei 
the  proposal  of  the  directors  to  purchase  the  securities  hereii 
At  this  meeting  a  resolution  was  proposed  and  adopted 
as  follows : 
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Whekeas,  the  individual  members  of  the  Directorate  of  the  City  National 
Bank,  of  Lincoln,  Nebraska,  will  purchase  unconditionally,  with  recourse  on 
die  bank,  notes  or  receivables  of  the  bank  in  the  aggregate  sum  of  One  Million 
($1,000,000.00)  Dollars; 

Be  It  Therefore  Resolved  that  the  officers  of  the  City  National  Bank,  of  Lin¬ 
coln,  Nebraska,  be,  and  are  hereby  authorized  to  sell  and  assign  to  said  Direc¬ 
tors,  notes  or  receivables  of  this  bank  in  the  aggregate  sum  of  One  Million 
($1,000,000.00)  Dollars,  to  be  selected  by  a  Committee  representing  the  indi¬ 
vidual  members  of  the  Directorate,  said  notes  or  receivables  to  bear  the  endorse¬ 
ment  of  the  said  City  National  Bank.  Delivery  of  such  notes  may  be  made  from 
time  to  time,  as  is  deemed  by  the  Committee  to  serve  the  best  interests  of  the 
bank. 

Be  It  Further  Resolved  that  the  officers  of  the  City  National  Bank,  of  Lin¬ 
coln,  Nebraska,  be,  and  are  hereby  empowered  to  place  in  the  hands  of  a  Trustee 
agreed  upon  to  represent  the  Directors,  additional  notes  and  receivables  as 
collateral  to  the  endorsement  of  this  bank  on  notes  sold  to  said  Directors,  in 
such  amounts  as  may  be  deemed  advisable  by  the  Committee ;  *  *  * 

To  relieve  the  distressed  condition  of  the  bank  there  was  paid  into 


it,  during  1921,  in  money  and  property  equivalent,  the  following 
amounts : 

By.  L.  J.  Dunn,  under  contracts,  Dec.  7,  1920,  and  May  3,  1921 _ $280,  000.  00 

By  L.  B.  Howey,  under  contracts,  Dec.  7,  1920,  and  May  3,  1921 _  179,  350.  00 

By  loans  from  directors  prior  to  April  22,  1921 _  195,  000.  00 

From  directors,  paid  after  April  22,  1921 _  203,  000.  00 

Total _  857,  350.  00 


Securities  and  slow  paper  were  removed  from  the  bank  during  this 
period  of  a  total,  face  value,  of  $748,000,  of  which  accounts,  etc.,  were 
transferred  to  the  pool  as  follows : 


Continental  Mortgage  & 

Standard  Securities  Corpo- 

Land  Co 

$11, 104. 15 

ration 

$82,  572.  75 

Chas.  E.  Draper 

200.  00 

Union  Securities  Co 

17,  500.  00 

E.  C-  Hammond 

20,  000.  00 

L.  A.  Winship 

25,  250.  00 

A.  G.  Hebb 

45,  000.  00 

Standard  Securities  Corp. 

Hebb  Motors  Co 

74,  500.  00 

Finance  paper 

173,  721.  97 

Patriot  Motor  Co 

20, 000.  00 

Debenture  bonds 

12,  957.  94 

W.  S.  Jones. 

17,  000.  00 

Standard  Securities  Corp. 

Nebraska  Aircraft  Corpo¬ 
ration 

120,  000.  00 

overdraft 

1,  281.  84 

701,  088.  65 

Sheridan  Park  Investment 

Co  _ 

80,  000.  00 

These  accounts  were  delivered  to  Maly,  vice  president  of  the  bank, 
as  custodian,  who  placed  them  to  the  credit  of  Stephenson,  trustee, 
in  a  special  account.  The  task  of  collection  was  entrusted  to  Sage- 
horn,  cashier  of  the  bank.  On  September  21,  1921,  all  of  the  assets 
of  the  Hebb  Motors  Co.  were  sold  by  the  receiver  in  bankruptcy  for 
the  sum  of  $126,000,  of  which  the  trustee  of  the  pool  received  $23,- 
847.57.  During  1921,  something  less  than  $15,000  was  collected  from 
the  Standard  Securities  Corporation  paper,  and  in  1922  the  further 
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sum  of  $17,500,  from  a  sale  of  the  property  of  the  Nebraska  Aircraft 
Corporation.  No  further  monies  from  any  source  were  ever  col¬ 
lected  by  the  trustee  and  the  total  collection  being  less  than  $75,000, 
the  amount  contributed  by  Maly,  Barkley  and  Carlsen,  preferred 
contributors,  the  same  was  paid  on  their  accounts  with  nothing  over 
to  the  remaining  contributors. 

In  1907  taxpayer  McCloud  loaned  to  the  firm  of  M.  C.  Snyder  & 
Sons  the  sum  of  $5,000,  and  took  as  security  a  life  insurance  policy 
upon  the  life  of  M.  C.  Snyder  in  the  sum  of  $5,000.  This  policy  at 
the  time  had  no  cash  surrender  value,  but  under  its  terms  would 
have  after  the  lapse  of  five  years.  In  1909  or  1910,  the  firm  of 
M.  C.  Snyder  &  Sons  went  into  bankruptcy  and  the  taxpayer  received 
from  the  receiver  the  sum  of  $1,125  on  his  claim.  At  the  time  of  the 
bankruptcy  proceedings  M.  C.  Snyder  came  to  the  taxpayer  and 
stated  to  him  that  he,  Snyder,  was  without  means  for  further  con¬ 
tinuing  the  payments  of  premiums  on  the  insurance  policy  and 
requested  that  McCloud  protect  the  same  by  payment  of  the  pie- 
miums  until  such  time  as  the  cash  surrender  feature  of  the  policy  had 
matured.  McCloud  therefore  assumed  payments  of  these  premiums 


until  he  had  paid  a  total  sum  of  $812,  after  which  Snyder  resumed 
payment  of  them.  In  1923  petitioner  compromised  his  claim  with 
Snyder  for  the  sum  of  $2,000,  upon  receipt  of  which  he  surrendered 
back  the  insurance  policy.  The  cash  surrender  value  of  the  policy 

in  1913  was  $1,200.  #  j 

Petitioner  claimed  a  loss  for  the  }7ear  1923  of  $2,687  upon  this 
transaction,  as  representing  the  $5,000  originally  loaned  plus  $812 
paid  in  premiums  to  protect  his  security,  less  $1,125  received  as 
dividend  from  the  receiver  in  bankruptcy  and  the  $2,000  in  final 
settlement  with  debtor. 


OPINION. 


Lansdon  :  The  single  issue  presented  by  this  appeal  is  whether  or 
not  the  petitioners  sustained  losses  deductible  from  their  incomes 
during  the  taxable  years  claimed.  Considering  first  the  issues  com¬ 
mon  to  all,  the  basis  of  the  losses  claimed  is  the  contributions  made 
by  petitioners  to  the  joint  fund  placed  in  the  hands  of  the  trustee 
for  the  purpose  of  purchasing  the  objectionable  paper  from  the  bank. 
The  statutory  authority  for  the  deductions  claimed  is  section  214(a) 
of  the  Ptevenue  Acts  of  1918  and  1921,  which  are  identical  in  terms 
and  provide  as  follows: 

That  in  computing  net  income  there  shall  be  allowed  as  deductions : 

******* 

(4)  Losses  sustained  during  the  taxable  year  and  not  compensated  for  by 
insurance  or  otherwise,  if  incurred  in  trade  or  business; 
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(5)  Losses  sustained  during  the  taxable  year  and  not  compensated  foi  bj- 
insurance  or  otherwise,  if  incurred  in  any  transaction  entered  into  for  profit, 
though  not  connected  with  the  trade  or  business ;  *  * 

In  support  of  their  appeal  petitioners  urge  several  theories,  viz, 
first,  that  the  venture  was  incidental  to  their  regular  business  as 
bankers  and  that  the  losses  therefore  were  incurred  in  trade  or  busi¬ 
ness  and  deductible  under  subparagraph  (a)  (4)  of  section  214;  sec¬ 
ond,  that  if  not  regular  business  losses,  they  were  losses  incurred  in  a 
transaction  entered  into  for  profit  and  allowable  as  deductions  under 
subparagraph  (a)(5)  of  said  section;  and,  third,  if  neither  of  the 
first  or  second  class,  their  losses  were  incurred  through  expendituies 
made  in  discharge  of  moral  obligations  under  circumstances  which 
bring  them  within  the  rule  announced  by  the  Board  in  HeTschel  1 . 
Jones ,  1  B.  T.  A.  1226. 

The  first  contention  is  untenable.  Petitioners  were  only  engaged  in 
the  banking  business  by  and  through  a  legally  chartered  bank  with 
which  they  were  connected.  When  petitioners  lifted  this  paper  out 
and  placed  it  in  a  private  pool,  the  transaction  became  an  individual 

venture. 

The  second  contention  of  petitioners  is  likewise  unsound  and  fails 
to  find  support  in  the  evidence.  Practically  the  only  fact  well  proven 
in  this  case,  out  of  the  great  mass  of  testimony,  is  that  which  reveals 
the  distressed  condition  of  the  bank  in  the  fall  of  1920  and  during 
1921.  There  can  be  no  question  as  to  the  good  faith  of  these  directors 
in  their  laudable  efforts  to  save  this  bank,  laboring  as  they  were  in 
the  dark,  without  knowledge  as  to  the  real  conditions  and  pledging 
their  private  fortunes  to  this  one  end.  But  this,  does  not  change  the 
character  of  their  acts;  it  only  emphasizes  more  forcibly  the  motive 
which  prompted  them — the  goad,  in  other  words,  which  stimulated 
their  activity.  In  December,  1920,  a  substantial  loss  was  foreseen  by 
the  directors.  They  claim  that  it  was  their  belief  at  that  time  that  it 
would  not  exceed  $75,000,  but  Ilowey  and  Dunn  knew  otherwise  and 
it  must  be  assumed  that  the  directors  feared  the  worst  since  the 
pledges  they  secured  from  Howey  and  Dunn  at  this  time  were  for 
losses  up  to  $300,000,  which  was  followed  by  loans  made  secretly  by  the 
directors  to  the  bank  in  the  sum  of  $195,000.  The  bank  examiner  also 
was  taking  an  active  interest  in  the  affairs  of  this  bank  during  this 
period  and  early  in  January  told  Maly,  the  newly  elected  vice  presi¬ 
dent,  that  the  bank  was  in  bad  shape  and  that  he  had  better  get  in 
there  and  help  straighten  things  out.  There  were  also  strong  hints 
from  him  to  the  effect  that  the  bank  might  be  closed  unless  its  assets 
were  put  in  a  more  liquid  condition;  and  it  is  inconceivable  that  these 
directors  were  unmindful  of  this  grave  situation  when  on  April  22d 
the  board  met  and  passed  a  resolution  which  called  upon  the  directors 
to  execute  notes  or  pay  in  cash  the  additional  sum  of  $200,000  to  take 
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out  all  slow  or  doubtful  paper.  It  was  following  this,  on  the  same 
day,  that  the  meeting  was  held  in  Stephenson’s  office,  when  McCloud 
suggested  that  perhaps  the  best  way  to  get  rid  of  the  examiner  would 
be  to  make  a  big  hole  in  this  stuff  and  “  take  it  out  of  the  bank.”  It 
was  here  that  the  pool  was  agreed  upon  and  there  is  no  evidence  that 
the  question  of  profits  was  discussed.  The  possibility  of  loss,  how¬ 
ever,  was  mentioned  and  directors  Maly,  Barkley,  and  Carlsen  de¬ 
murred  joining  until  the  return  of  their  contributions  was  guaran¬ 
teed.  There  is  some  evidence  to  the  effect  that  these  contributing 
directors  believed  that  a  substantial  profit  would  be  derived  by  them 
from  a  liquidation  of  the  pool  assets,  but  it  is  far  from  convincing: 
and  such  belief,  if  seriously  considered,  does  not  seem  to  have  entered 
into  the  initial  discussions  at  the  time  of  forming  the  pool  or  to  have 
formed  any  part  of  the  motive  which  prompted  the  contributors.  Ir 
fact,  no  specific  paper  or  list  of  papers  was  considered  for  purchase 
by  these  directors  when  they  met  on  April  22d  and  signed  the  pledge? 
for  contributions  to  the  pool.  All  this  was  to  be  left  to  the  judgment 
of  the  trustee,  who  would  accept  such  paper  as  the  committee  might 
thereafter  select  for  withdrawal  from  the  bank.  So,  in  the  very 
nature  of  things,  such  speculations  were  out  of  place.  It  is  clear 
therefore,  that  whatever  hopes  there  might  have  been  for  profits  out 
of  the  pool  assets  must  have  been  inspired  after  their  selection,  segre 
gation  and  deliver}7  to  the  trustee  subsequent  to  the  pledges  and  pay¬ 
ment  of  the  contributions  by  its  members. 

Aside  from  the  considerations  of  investment  and  expected  profits 
the  petitioners  have  not  met  the  requirements  as  to  proof  of  loss  as 
required  under  the  Statute.  Much  time  was  consumed  at  the  hearing 
and  voluminous  testimony  introduced  through  depositions  to  shov 
the  efforts  made  to  realize  upon  the  assets  of  the  pool,  but  the  great 
bulk  of  this  evidence  was  based  upon  reports,  not  put  in  evidence 
made  by  traveling  agents  sent  out  by  the  bank  to  trace  assets,  anc 
such  was  so  nebulous  in  form  and  unsatisfactory  as  to  details  as  to  b( 
of  little  or  no  value  in  this  proceeding.  On  the  other  hand,  there 
is  no  evidence  of  any  kind  to  show  that  the  petitioners  in  any  wa} 
sought  to  avail  themselves  of  their  remedy  against  the  bank  whicl 
sold  them  these  securities.  The  resolution  adopted  by  the  board  oi 
directors  of  the  bank  on  May  15,  1921,  which  authorized  this  sale 
provided  that  the  notes  and  receivables  so  sold  should  “bear  the  en 
dorsement  of  the  said  City  National  Bank,”  and  also  provided  furthei 
“  that  the  officers  of  the  City  National  Bank  *  *  *  are  hereb} 

empowered  to  place  in  the  hands  of  a  trustee  agreed  upon  to  rep 
resent  the  directors,  additional  notes  and  receivables  as  collateral  tc 
the  endorsement  of  this  bank  on  notes  sold  to  said  directors  *  *  V 

It  is  obvious,  therefore,  that  the  petitioners  had  recourse  againsi 
the  bank  for  any  losses  they  might  sustain  through  their  purchase 
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>f  these  accounts,  and,  in  the  absence  of  proof  of  the  insolvency  of 
he  bank,  or  other  reasons  why  it  can  not  be  so  held,  no  proof  of 
lltimate  loss  has  been  established. 

As  to  the  last  claim  made  by  petitioners,  which  it  is  unnecessary  to 
lecide  in  view  of  our  holding  of  the  failure  of  petitioners  in  their 
proof  of  loss,  it  might  be  well  to  say  that,  in  our  view  of  the  facts 
lere,  they  are  not  such  as  to  bring  them  within  the  rule  laid  down  in 
Uerschel  V .  Jones ,  supra.  In  that  case  the  deduction  claimed  was 
che  amount  paid  in  liquidation  of  a  loss  actually  sustained  by  a 
partner  in  business  with  the  taxpayer.  It  was  a  bona  fide  business 
loss  which  the  taxpayer,  for  certain  business  reasons,  saw  fit  to 
assume  and  in  acknowledgment  thereof  had  given  his  note.  The 
note,  of  course,  imputed  consideration  and  could  only  be  defeated  by 
repudiation  on  the  part  of  the  taxpayer.  For  moral  considerations, 
the  taxpayer  chose  to  pay  the  note  and  take  the  whole  of  the  partner¬ 
ship  loss  as  his  own.  Moral  considerations  and  their  duties  to  the 
stockholders  of  the  bank,  as  well  as  to  the  community,  may  have 
played  a  part  in  causing  these  directors  to  take  the  steps  they  did,  but 
in  the  case  at  bar  it  was  to  prevent  a  loss  to  the  bank,  and  not  to 
make  good  a  prior  loss,  which  prompted  them  to  act.  Howey  and 
Dunn  did  voluntarily  assume  losses,  but  petitioners  took  steps  to 
protect  themselves  and  at  all  times  felt  that  they  were  moving 
within  a  margin  of  safety. 

In  denying  the  deductions  claimed  by  petitioner  McCloud,  growing 
out  of  the  loan  to  M.  C.  Snyder  &  Sons,  respondent  treated  the  obli¬ 
gation  created  by  the  original  loan  as  a  closed  transaction  as  and 
from  the  time  of  the  adjudication  in  bankruptcy.  He  considered  the 
insurance  policy  as  the  property  of  petitioner  from  said  date  and 
reckoned  its  cost  to  him  by  taking  its  surrender  value  of  $1,200  on 
March  1,  1913,  and  adding  thereto  the  sum  of  $300  thereafter  paid 
in  premiums,  making  a  total  co,st  of  $1,500  to  petitioner.  By  this 
process  he  determined  a  net  gain  of  $500  to  petitioner  on  the  settle¬ 
ment  of  $2,000  made  in  1923.  The  basic  error  of  the  respondent  lies 
in  his  treating  the  title  of  the  insurance  policy  as  having  vested  in 
the  petitioner  at  the  time  of  the  bankruptcy  proceeding.  Such  a 
result  never  did  obtain.  The  policy  was  delivered  to  the  petitioner 
at  the  time  of  the  making  of  the  loan  as  a  pledge  to  insure  the  pay¬ 
ment  of  said  loan,  and  its  character  as  such  was  left  unchanged  by 
the  bankruptcy  proceedings.  McCloud  had  received  a  dividend  of 
$1,125  from  the  receiver  upon  his  claim  and  the  debtor  requested  that 
he  protect  the  policy  against  lapse  by  payment  of  the  premiums  until 
such  time  as  the  same  would  have  a  cash  surrender  value.  This  offer, 
when  accepted  by  McCloud,  amounted  to  a  new  contract,  based  upon 
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a  valuable  consideration,  which  revived  the  original  debt  to  the  extent 
of  the  unpaid  balance,  and  left  the  pledged  security  still  the  property 
of  the  debtor  subject  to  the  additional  claims  of  McCloud  for  premi- 
uiirs  thereafter  paid.  Further  evidence  of  this  understanding  appears 
from  the  subsequent  acts  of  the  parties.  Following  this  arrange¬ 
ment,  McCloud  paid  nine  premium  installments  upon  this  policy, 
which  carried  it  up  to  the  time  when  it  had  a  cash  surrender  value, 
after  which  Snyder  himself  resumed  the  payments  and  so  continued 
until  the  compromise  settlement  in  1923. 

The  rule  in  Henry  D.  Kline ,  3  B.  T.  A.  1138,  cited  by  respondent, 
has  no  application  to  the  facts  in  thi,s  case.  There  the  policy  dealt 
with  was  that  of  the  taxpayer  himself,  who  had  bought  and  paid  for 
it  in  full  prior  to  March  1,  1913,  at  which  time  it  had  a  fixed  sur¬ 
render  value.  Here  the  policy  was  on  the  life  of  another  who  at  all 
times  owned  the  equity  and  who  was  paying  the  premiums  at  the 
time  he  redeemed  it  from  petitioner-  Petitioner  at  no  time  owned 
this  policy,  but  held  it  merely  to  secure  the  payment  of  his  debt  and 
in  case  of  maturity  bv  death  of  the  insured,  would  have  been  held 
accountable  to  the  insured’s  estate  or  beneficiaries  for  any  surplus 
over  his  just  claim.  His  loss  was  the  unpaid  balance  of  his  loan 
at  the  time  of  the  bankruptcy  as  increased  by  the  premiums 
paid  by  him  to  protect  the  policy,  less  the  sum  paid  in  compromise 
of  the  debt. 

Decision  will  be  entered  under  Role  50 . 


Paul  II.  Holm,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  4649.  Promulgated  September  10,  1928. 


Deduction  for  alleged  losses  through  joint  investment  disallowed. 

Arthur  C .  Thomsen ,  Esq .,  for  the  petitioner. 

L.  A.  Luce,  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  year  1921  in  the  amount  of  $3,014.  The  error 
assigned  is  the  disallowance  by  the  Commissioner  of  a  deduction 
claimed  by  petitioner  from  his  gross  income  for  1921  of  a  loss  in  the 
amount  of  $40,000  sustained  by  him  through  an  alleged  investment 
made  in  securities  and  receivables  of  the  City  National  Bank  of 
Lincoln,  Nebr. 

The  facts  in  this  case  are  the  same  as  gave  rise  to  the  appeal  of 
E.  I>.  Stephenson,  13  B.  T.  A.  311,  and  involve  the  identical  issues 
decided  in  that  case.  At  the  hearing  of  this  case,  Held  at  Lincoln, 
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\Tebr.,  on  March  13,  1928,  it  was  stipulated  between  the  parties  that 
he  petition  be  considered  amended  to  conform  with  the  allegation 
>f  facts  set  forth  in  the  petition  of  E.  B.  Stephenson ,  supra ,  and 
hat  the  decision  of  the  Board  in  that  case  should  govern  and  control 
he  decision  of  the  Board  in  this  case.  The  findings  of  fact,  therefore, 
nade  in  E.  B.  Stephenson ,  13  B.  T.  A.  311,  and  the  opinion  therein 
ire  hereby  adopted  as  the  findings  and  opinion  in  this  case,  to  which 
•eference  is  made. 

Decision  will  he  entered  for  the  respondent. 


Vaimanalo  Sugar  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  24879.  Promulgated  September  10,  1928. 


W.  W.  Spalding ,  Esq.,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  and  L.  C.  Mitchell ,  Esq.,  for  the  respondent. 


Phillips  :  The  findings  of  fact  and  opinion  of  the  Board  in  this 
ase  were  promulgated  on  July  9,  1928,  and  followed  the  findings  of 
act  and  decision  of  the  Board  in  a  companion  case,  Kahuku  Planta- 
ion  Co.,  12  B.  T.  A.  9TT.  In  th  is  proceeding,  as  in  that  of  the 
ialiuku  Plantation  Co.,  the  petitioner  moved  that  the  record  be  re- 
•pened  and  such  motion  was  granted.  See  Kahuku  Plantation  Co.. 
3  B.  T.  A.  292.  This  proceeding  having  come  on  for  further 
learing,  the  parties  appeared  by  counsel  and  stipulated  as  follows : 


All  of  the  loss  with  respect  to  the  1922  crop  was  based  on  acreage  which  was 
ither  seeded  or  ratooned  and  no  part  of  the  loss  was  based  on  acreage  neither 
eeded  nor  ratooned. 

It  follows  that  under  the  decision  in  Kahuku  Plantation  Co.,  12 
3.  T.  A.  977,  as  modified  in  13  B.  T.  A.  292,  no  part  of  the  amount 
>aid  in  1920  on  account  of  the  award  for  losses  to  the  1922  crop  is  to 
>e  reported  as  income  in  1920.  Proposed  recomputations  of  the 
leficiency  should  be  submitted  in  accordance  with  the  opinion  herein 
)romidgated  July  9,  1928,  as  modified  herein. 

Decision  will  he  entered  under  Rule  50. 


Chesapeake  &  Virginian  Coal  Co.,  Inc.,  Petitioner,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  11319.  Promulgated  September  12,  1928. 

Personal  service  class 'fication  denied. 

David'  A.  Buckley,  Jr.,  Esq.,  Alfred  C.  Frodel,  Esq.,  and  Dean  H. 
Stanley,  Esq.,  for  the  petitioner. 

J.  Arthur  Adams,  Esq.,  for  the  respondent. 
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Income  and  profits  taxes  for  the  calendar  year  1918  in  the  amount 
of  $31,680  are  in  controversy.  Errors  alleged  are  the  refusal  of  the 
Commissioner  to  grant  personal  service  classification  and  assessing 
a  tax  under  section  328  at  an  unfair  and  unreasonable  rate  in  com¬ 
parison  with  taxes  of  other  taxpayers  engaged  in  a  simiLu  business. 
By  order  this  hearing  was  limited  to  the  personal  service  issue.  All 
of  the  facts  were  stipulated. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Virginia  corporation  with  its  principal  office 

at  Lynchburg,  Va.  .  .  S 

It  was  organized  in  February,  1916,  with  an  authorized  capital 

stock  of  $100,000,  and  as  of  January  1,  1918,  it  had  $100,000  of  its 
capital  stock  outstanding,  all  of  which  had  been  paid  for.  On  Octo¬ 
ber  5  the  capitalization  was  reduced  to  $50,000,  $50,000  in  cash  having 
been  paid  to  retire  $50,000  par  value  of  the  capital  stock. 

During  the  first  three  months  of  1918,  the  petitioner  sold  coal  on 
commission  for  coal-mining  companies  under  various  contracts.  By 
these  contracts  the  petitioner  acted  as  selling  agent  for  the  mines  and 
guaranteed  to  the  mines  the  payment  for  all  coal  sold  by  it  except 
under  various  circumstances  described  in  the  contracts.  The  con¬ 
tracts  provided  that  the  petitioner  should  remit  to  the  mine  on  the 
20th  day  of  each  month  for  all  coal  shipped  by  the  mine  during  the 
preceding  month.  In  accordance  with  these  contracts,  during  these 
three  months  the  petitioner  made  sales  of  coal  amounting  to  approxi¬ 
mately  $500,000,  and  derived  commissions  of  approximately  $10,000 
for  these  sales.  For  the  remaining  nine  months  of  1918,  the  peti¬ 
tioner  acted  as  a  coal-purchasing  agent  for  various  individuals  and 
corporations  with  whom  it  entered  into  contracts.  The  contracts 
provided  that  the  purchaser  should  pay  the  petitioner  on  or  before 
the  10th  day  of  each  month  for  all  coal  shipped  during  the  preceding 
month.  Under  these  contracts  for  these  nine  months  the  purchases 
of  coal  made  by  the  petitioner  amounted  to  approximately  $1,900,000 
from  which  the  petitioner  derived  commissions  of  approximately 

$88,000.  ,  .  ,  .  . 

The  accounts  receivable  for  coal  sold  or  purchased  as  shown  on 

petitioner’s  books,  the  accounts  payable  due  mines  for  said  coal,  and 
the  amount  advanced  by  the  petitioner  to  mining  companies  prior  to 
collection  as  at  the  end  of  each  of  the  months  during  the  year  1918, 
are  shown  by  the  following  statement: 
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Accounts 

receivable, 

1918 

Accounts 

payable, 

1918 

Advanced 
coal  mine 
companies  by 
petitioner 

Jan.  31 . .  . . . . . . 

$159,  479.  65 
178,  382.  39 
257, 909.  03 
207,  488.  80 
206, 805.  06 
188, 830.  72 
188,  055.  42 
172, 972. 19 
177,  686.  26 
151,  688.  33 
247,  790.  06 
172,  200.  67 

$131, 645.  74 
153,  258.  69 
217, 425.  94 
125, 189. 06 
191,312. 14 
192, 897.  08 
169,  619.  22 
138, 902.  05 
184,  555. 15 
141, 279.  52 
181,  393. 06 
141, 706.  00 

$15, 075.  54 
10,  853. 11 
19, 853. 11 
69,  850.  41 
3, 084.  62 

Feb.  28 . . . . . . . . 

Mar.  31 _ _ _ 

Apr.  30 . . . . . . . . . 

May  31 _ _ _ _ 

June  30 _ _ _ _ _ 

July  31 . . . . . . . 

7, 152.  88 
23,  681.  81 

Aug.  31 . . . . . . . . . . 

Sept.  30 _  _ 

Oct.  31 . . . . . . . . . . 

1, 307.  51 
51, 529.  60 
20, 162.  63 

Nov.  30. _ _ _ _ _ _ _ _ 

Dec.  31.. _ _ _ _ _ _ _ _ _ 

During  the  month  of  June  the  petitioner  collected  $15,396.20  in 
excess  of  the  amount  due  coal  mine  companies,  and  during  the  month 
of  September  the  petitioner  collected  $17,530.06  in  excess  of  the 
amount  due  coal  mine  companies. 

The  petitioner’s  records  show  cash  on  hand  at  the  end  of  December, 
1917,  and  at  the  end  of  each  of  the  twelve  months  in  1918,  in  the 
following  amounts: 


1917 

Cash  on  hand 

1918 

Cash  on  hand 

December. 

$76,  971.  15 

June 

_  $67,393.85 

1918 

July  _ 

47,  070.  44 

January 

.  56,  991.  71 

August 

.  43, 109.  83 

February 

.  76,  004.  64 

September 

.  53,  393.  21 

Mart'll 

.  50,  597.  95 

October 

8,  857.  10 

April 

4,  SCO.  85 

Nnvpmbpr 

10,  582  11 

May 

.  _  60,  376.  86 

December 

6,  876.  57 

The  total  interest  paid  by  the  petitioner  during  the  year  1918 
amounted  to  $3,429.61,  of  which  $3,290.94  was  interest  on  money  bor¬ 
rowed  from  the  bank  to  purchase  Liberty  bonds  in  the  amount  of 
$65,000,  from  January  1,  1918,  to  October  1,  1918,  and  $40,000  from 
October  1,  1918,  to  December  31,  1918.  The  balance  of  the  interest 
paid,  $138.67,  was  interest  on  money  borrowed  for  other  purposes. 

During  the  year  1918,  the  petitioner  received  interest  in  the  amount 
of  $4,104  78,  of  which  $3,023.67  represented  interest  on  Liberty  bonds, 
$525.05  interest  on  money  loaned  to  a  coal-mining  company  for 
development  purposes,  and  $556.06  interest  on  notes  of  stockholders 
for  the  purchase  of  stock. 

The  net  taxable  income  of  the  petitioner  for  the  year  1918  is 
$60,149.64. 

The  petitioner  was  allowed  as  a  deduction  from  its  income  for  the 
year  1918,  $657.54  representing  bad  debts.  These  debts  represented 
transactions  entered  into  during  the  year  1917.  No  debts  resulting 
from  business  transactions  of  the  year  1918  have  ever  been  charged 
off  as  worthless  by  the  petitioner. 
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A  list  of  the  notes  receivable  outstanding  at  the  beginning  ol 
the  year  1918  and  notes  taken  during  the  year  1918,  is  as  follows : 


Maker 


Purpose  of  loan 


Date 


Miss  Florence  L.  Brown - - 

Miss  Martha  R.  Fortune. . . 

J.  E.  Moore  Lumber  Co - - 

J.  E.  Moore  Lumber  Co . . 

J.  R.  Morris  Coal  Co - 

Valley  Camp  Coal  Co — . 

Valley  Camp  Coal  Co - - 

P  p  Hartzell  _ _ 

St.  Paul  Normal  &  Industrial  School.. 
St.  Paul  Normal  &  Industrial  School.. 

George  W.  Hill . . . 

George  W.  Hill . . 

George  W.  Hill . . 

J.  J.  Morrison . 

Jos.  Maloney . - . 

Sewell  Valley  Coal  Co - 

Sewell  Valley  Coal  Co . . 

Huntington  Seating  Co - 

Huntington  Seating  Co . . 

Sandusky  Glass  Mfg.  Co . 

J.  E.  Moore  Lumber  Co._ . 

Huntington  Seating  Co - - 

F.  P.  Umstead . . . 

Jos.  Maloney . . - . 

Jos.  Maloney - - - - 

F.  B.  Miles  &  Son - - - 

Ohio  Gas  Light  &  Coke  Co . 


Stock 

Stock 


For  business  transacted 
in  1917. 


\For  business  transacted 
J  prior  to  Mar.  31,  1918. 

Stock . . . 

Stock . . 

Stock . 

Stock . . 

Stock - - - 

Loan. . 

Loan . . - . 

1 


For  business  transacted 
prior  to  Mar.  31,  1918. 


Stock . 

Stock - 

\For  business  transacted 
/  prior  to  Mar.  31,  1918. 


Sept.  14, 1917 
Sept.  14, 1917 
Sept.  27, 1917 
Dec.  4, 1917 
Dec.  12,1917 
Nov.  1, 1917 
Dec.  25,1917 
Feb.  27,1918 
(Apr.  30,1918 
(Apr.  30,1918 
Apr.  1, 1918 
Apr.  1, 1918 
Apr.  1, 1918 
Apr.  27, 1918 
Apr.  27,1918 
May  1, 1918 
May  7,1918 
June  10, 1918 
June  15,1918 
July  8, 1918 
Aug.  14. 1918 
July  10,1918 
Mar.  1, 1918 
Aug.  27,1918 
Dec.  27,1918 
(May  15,1918 
(July  15,1916 


Due  Amount 


Demand.  $133.  C 
Demand.  174.  f 


Dec.  29,1917 
Jan.  4, 1918 
Jan.  11, 1918 
Dec.  31,1917 
Jan.  23,1918 
May  28, 1918 
May  29, 1918 
June  28,1918 
July  1,1918 
Oct.  1, 1918 
Jan.  1, 1919 
Demand. 
Apr.  27,1918 
Demand. 
Demand. 
July  9, 1918 
July  15.1918 
Aug.  7, 1918 
Sept.  14, 1918 
Sept.  9, 1918 
Apr.  1, 1918 
Dec.  27,1918 
Apr.  27,1919 
July  14,1918 
Sept.  15, 1916 


962.1 

315. 2 
1,000.( 
7,  491. 4 
8, 392.  A 

232.  ( 
100.  ( 
162.  ( 
50.  ( 
50.  ( 
46.: 
3,  750.1 
1,  500.  l 
4.120J 
9,  750.  i 
254.' 
161. 1 
1,614. 
636. 
200. 
453. 
1,400. 
1,350. 
281. 
4, 311. 


Total 


48, 892. 


During  the  first  four  months  of  the  year  1918,  the  petitioner  wa 
not  required  to  make,  and  did  not  make,  any  advances  foi  fieigt 
on  account  of  coal  shipped.  Beginning  with  the  month  of  Ma; 
1918.  the  petitioner  shipped  considerable  coal  to  the  lakes,  coal  bein 
consigned  to  various  pools  of  the  Ore  and  Coal  Exchange.  TJnde 
the  rules  of  the  Ore  and  Coal  Exchange  its  members  were  allowc 
credits  as  the  coal  was  reported  shipped  from  the  mines  and  whe 
the  coal  was  dumped  on  board  vessels  in  the  lake  front  the  me  mb 
dumping  the  coal  paid  the  freight  on  only  the  cars  that  they  actual] 
shipped.  The  freight  on  the  other  cars  that  were  dumped  in  tl 
petitioner’s  cargoes,  and  which  were  not  shipped  by  the  petitione 
was  paid  by  other  members  of  the  Ore  and  Coal  Exchange  who  ha 
shipped  the  cars.  The  coal  was  handled  at  the  lakes  during  the  yei 
1918  under  the  above  outlined  plan  due  to  the  ruling  of  the  Unite 
States  Fuel  Administration.  The  following  schedule  shows  tl 
amount  of  freight  paid  and  the  freight  collected  during  each  of  tl 
months  from  May  to  December,  1918  (where  the  petitioner  advance 
the  freight  prior  to  collection  the  advance  was  for  a  period  rangn 


from  five  to  seven  days),  to  wit : 


Freight 

paid 

Freight 

collected 

Freight 

paid 

Freigh 

collect* 

- — - 

May . 

Jljnfi  _ 

.  $18,173.53 

25,714.00 

$38,  076.  00 
33,  074.  00 

September . 

October . 

November . . 

December . 

$55, 818. 00 
53. 801.00 

i a  o«9  on 

$35, 131 

31,524 
49,  282 

July . 

August . 

38,621.00 
56,  357.  00 

32,  464.  00 
34,  334.  00 

727.00 
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The  balance  sheet  of  the  petitioner  as  at  January  1,  1918,  is  as 

follows : 

Assets 


Current  assets: 

Cash _ $79,  971. 15 

Bills  receivable _  18,  469.  71 

Accounts  receivable _ 174,  295.  24 

Unpaid  stock  subscription -  287.  00 


Total  current  assets _ $270,  023. 10 

Investments : 

United  States  Liberty  bonds -  90, 100.  00 

Office  furniture  and  fixtures: 

Lynchburg  office -  $b  800.  00 

Cincinnati  office -  175.  00 


Total  furniture  and  fixtures -  1>  475.  00 

Deferred  charges: 

Cleveland  office  expense -  $143.  55 

Cincinnati  office  expense - - -  102.  84 

George  W.  Hill  expense -  17.34 

W.  W.  Ruby  bond _  100.00 


Total  deferred  expense _  363.  73 


Total  assets _  361,  961.  83 

Liabilities 

Current  liabilities: 

Bills  payable _ $65,  000.  00 

Accounts  payable - -  166,559.64 

Gardner  and  DeWitt -  9,  419.  99 

Freight — Island  Lake -  442.  26 


Total  current  liabilities _  241,  421.  89 

Deferred  liabilities: 

Reserve  for  contingencies -  $245.81 

Claim  reserve -  13.  31 


Total  deferred  liabilities 


259. 12 


Total  liabilities  per  records 
Capital,  surplus  and  net  ivorth: 

Capital  January  1,  1917 - 

Plus  increase  during  1917 - 

Surplus  January  1,  1917 - 

Add,  gain _ 


_  241,  681.  01 

$65,  000.  00 
35,  000.  00 

-  $100,  000.  00 

9,  500.  90 
84,  779.  92 


Deduct  dividends  paid — ■ 

June  15,  1917 _ 

Sept.  15,  1917 _ 


94,  280.  82 


$39,  000 
35,  000 

-  74,  000.  00 


Surplus  December  31,  1917 _ _  20,  280.  82 

Net  worth _  120,  280.  82 

Total  liabilities,  capital  and  surplus -  361,  961.  83 
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The  balance  sheet  of  the  petitioner  as  at  December  31,  1918,  is1 


as  follows : 

Assets 

Currents  assets: 

Cash -  $6,  876.  57 

Bills  receivable _  19, 152.  50 

Accounts  receivable _  172, 200.  67 

Claims  against  transportation  companies _  1,  364.  82 

J.  J.  Morrison — for  interest _  112.  50 

Freight  payments  on  pool  shipments _  6,  4S8.  SI 


Total  current  assets - 

Investments: 

United  States  Liberty  bonds. 
Office  furniture  and  fixtures: 

Lynchburg  office _ 

Western  offices _ 

Less  depreciation  reserve 

Total _ 

Deferred  charges: 

Cleveland  office  expense _ 

Cincinnati  office  expense _ 

Huntington  office  expense _ 

O.  W.  Gardner  expense _ 

Clinton  DeWitt,  Jr.,  expense. 

W.  W.  Ruby  expense _ 

George  W.  Hill  expense _ 


$206, 195.  87 


52,  900.  00 


$1,  800.  77 
778.  04 

-  $2,  578.  81 

-  607. 63 

-  1,971.18 

-  261,  067. 05 


$268.  91 
95.  55 
250.  00 
62.25 
84.  96 
16.  56 
56.  75 


Total  deferred  charges 


834.  98 


Total  assets 


261,  902.  03 


Liabilities 

Current  liabilities: 

Accounts  payable  (for  coal) _ 

Bills  payable _ 

Gardner  and  DeWitt  (additional  compensation) _ 

Rent  accrued  (Peoples  National  Bank) _ 

Total  current  liabilities _ 


$136,  437.  04 
35,  000.  00 
5,  227.  96 
20S.  00 


Reserves: 


Reserve  for  losses  and  adjustments 


Capital  and-  surplus: 

Capital  stock  January  1,  1918 _ $100,  000.  00 

Less  amount  retired  during  year _  50,  000.  00 

-  $50,  000.  00 

Surplus  January  1,  1918 _  20,  280.  82 

Add,  gain  for  year  1918 _  58,  256.  40 


176,  873.  00 
2, 166. 41 


Deduct,  income  and  ex¬ 
cess-profits  tax  paid 

in  1917 _ $11,204.60 

Dividends  paid _  34,  470.  00 


78,  537.  22 


45,  674.  60 


Surplus  December  31,  1918 _  32,  862.  62 

Net  worth _  82,862.62 

Total  liabilities,  capital  and  surplus _  261,  902. 03 
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The  following  table  shows  the  name  of  each  stockholder  and  the 
stock  holdings  of  each  during  the  year  1918 : 


Name  of  stockholder 

Shares 
owned 
Jan.  1, 
1918 

H.  P.  Adams _ 

25 

Florence  Jones  1 _ _ 

2 

Clinton  DeWitt,  jr.1  .  _ 

215 

Mrs.  Clinton  DeWitt,  jr.2 _ 

Martha  R.  Fortune  1 _ * _ 

3 

Margaret  Fortune  2 _ _ 

2 

0.  W.  Gardner  1 _ 

144 

C.  M.  Guggenheimer _ _ 

150 

S.  P.  Halsey... . . 

45 

Richard  Hancock  _ _ _ _ 

37 

W.  E.  Hawks  2 _ 

George  W.  Hill 1 _ 

15 

S.  J.  Hyman  1 _ _ 

41 

T.  C.  Jones  1 _ _ _ 

6 

A.  J.  King . . . . 

F.  T.  Lee _  _ 

41 

Estate  of  F.  T.  Lee  2...  . . . 

Lucy  N .  Leo  2 _ _  _ 

B.  F.  Mills  i _ _ 

75 

James  Morrison _ _ _  . 

75 

Joseph  Maloney  1 _ 

J.  J.  Morrison. ..  . . .  .  .. 

A.  B.  Percy.  _ 

W.  W.  Rubv  1.... _ _ 

50 

10 

Mrs.  P.  M.  Rubv  2 . . 

3 

W.  W.  Ruby,  trustee  2 _ 

2 

W.  H.  Rubyl _ _ _ 

4 

Mrs.  Mav  Ruby  2 _ 

2 

W.  H.  Ruby,  trustee  2 _  ..  . 

1 

R.  C.  Scott _ 

37 

P.  B.Winfree . . 

15 

Clinton  DeWitt,  jr.,  trustee. . 

Clinton  DeWitt,  jr.,  trustee _ 

Ohio  &  Virginian  Coal  Co . . 

Shares  acquired 

Date 

Num¬ 

ber 

Oct.  5, 1918 

2K 

Apr.  2, 1918 
June  11, 1918 

13 

24 

Feb.  21,1918 

41 

Apr.  2, 1918 
July  12,1918 
Oct.  15,1918 

10 

10 

5 

Apr.  27, 1918 
Apr.  27, 1918 

10 

25 

Oct.  4, 1918 

3 

Apr.  2,1918 
Apr.  27,1918 
Mar.  21, 1918 

59 

24 

82 

Shares  sold 

Shares 
owned 
Dec.  31, 
1918 

Average 
per  cent 
of  total 
shares 
held  by 
each  dur¬ 
ing  year 

Date 

Num¬ 

ber 

Oct. 

5, 1918 

1234 

12^ 

2.5 

Oct. 

5, 1918 

1 

1 

.2 

Oct. 

5, 1918 

110 

105 

21.38 

2 14 

.  12 

Oct. 

5, 1918 

VA 

\A 

.3 

Oct. 

5,  1918 

l 

l 

.2 

Oct. 

5, 1918 

72 

72 

14.4 

Oct. 

5, 1918 

75 

75 

15.0 

Oct. 

5, 1918 

2234 

22H 

4.  5 

Oct. 

5, 1918 

25 

25 

4.6 

Oct. 

5,  1918 

12 

12 

1.3 

Oct. 

5,  1918 

734 

734 

1.5 

Mar. 

21,  1918 

82 

1.24 

Oct. 

5, 1918 

3 

3 

.6 

Feb. 

21,  1918 

41 

.6 

July 

12, 1918 

10 

.3 

Oct. 

15,  1918 

10 

.26 

5 

.  2 

Oct. 

5, 1918 

3734 

37H 

7.5 

Oct. 

5, 1918 

37  34 

37M 

7.5 

Oct. 

5,  1918 

5 

5 

.68 

Oct. 

5, 1918 

12A 

1234 

1.7 

Oct. 

5,  1918 

25 

25 

5.0 

Oct. 

5, 1918 

5 

5 

1.0 

Oct. 

5,  1918 

134 

.3 

Oct. 

5,  1918 

1 

i 

.2 

Oct. 

5,  1918 

3  M 

3  K 

.47 

Oct. 

4, 1918 

2 

.2 

Oct. 

4, 1918 

1 

.08 

Oct. 

5,  1918 

1834 

1834 

3.7 

Oct. 

5,  1918 

734 

734 

1.  5 

Api . 

27, 1918 

59 

1 

June 

11,  1918 

24 

)  .97 

Apr. 

2, 1918 

82 

f 

1  These  stockholders  were  regularly  engaged  in  the  active  conduct  of  the  business  of  the  petitioner. 

2  These  stockholders  rendered  no  services  to  the  petitioner  and  were  paid  no  compensation. 


On  March  21,  1918,  the  petitioner  purchased  82  shares  of  its  stock, 
paying  therefor  $150  per  share.  On  April  2,  1918,  the  petitioner  sold 
to  F.  T.  Lee  10  shares  at  $150  per  share,  and  to  Richard  Hancock  13 
shares  at  $150  per  share.  On  April  2,  1918,  the  petitioner  trans¬ 
ferred  to  Clinton  DeWitt,  Jr.,  as  trustee  for  the  petitioner,  59  shares 
of  said  82  shares  of  stock.  On  April  27,  1918,  Clinton  DeWitt,  Jr., 
trustee,  transferred  to  Joseph  Maloney  10  shares  at  $150  per  share, 

and  to  J.  J.  Morrison  25  shares  at  $150  per  share,  and  caused  the  peti¬ 
tioner  to  cancel  the  certificate  issued  to  Clinton  DeWitt,  Jr.,  trustee, 
for  said  59  shares  and  reissue  a  new  certificate  to  said  trustee  for  24 
shares.  On  June  11,  1918,  Clinton  DeWitt,  Jr.,  trustee,  transferred 
the  24  shares  to  W.  E.  Hawks  at  $150  per  share. 

Mrs.  Florence  Jones  was  employed  full  time  as  a  stenographer  by 
the  petitioner  and  w^as  paid  $730  for  her  services  during  the  year. 

Martha  R.  Fortune  was  employed  full  time  by  the  petitioner  as 
stenographer  and  assistant  bookkeeper  and  for  the  year  1918  was 
paid  $810. 
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T.  C.  Jones  was  employed  full  time  by  the  petitioner  as  assistant 
secretary  and  treasurer,  and  auditor  and  bookkeeper  until  May  31, 
1918,  at  which  time  he  entered  the  United  States  Army.  Following 
the  year  1918,  when  he  was  discharged  from /the  Army,  he  reentered 
the  petitioner’s  employ.  For  the  services  of  five  months  rendered 
by  him  during  the  year  1918  he  was  paid  $580. 

Joseph  Maloney  became  a  stockholder  on  April  1,  1918,  and  at 
or  about  the  same  time  was  placed  in  charge  of  the  petitioner’s  office 
at  Huntington,  W.  Va.,  where  he  remained  for  the  rest  of  the  year 
and  was  paid  $1,850.  Previous  to  April  1,  1918,  he  had  been  assistant 
manager  of  the  Huntington  office  under  S.  J.  Hyman,  who  personally 
compensated  him  for  his  services. 

George  W.  Hill  devoted  his  entire  time  to  the  petitioner’s  business 
as  manager  of  the  Cincinnati  office  and  was  paid  $2,330  for  the  year 
1918. 

B.  F.  Mills  devoted  his  entire  time  to  the  petitioner’s  business  as 
western  manager  located  at  Cleveland,  Ohio,  and  received  $7,025.99 
as  compensation  for  the  year  1918. 

S.  J.  Hyman,  for  the  first  three  months  of  1918,  devoted  his  entire 
time  to  the  petitioner’s  business  as  manager  of  the  Huntington  office. 
During  the  year  1918,  the  petitioner  paid  him  $10,532.09,  part  of 
which  was  compensation  for  services  rendered  and  the  remainder 
was  reimbursement  for  expense  incurred  on  behalf  of  the  petitioner. 

W.  W.  Ruby  devoted  his  entire  time  to  the  petitioner’s  business 
as  eastern  salesman  located  at  Lynchburg,  and  for  the  year  1918  was 
paid  $2,330.  • 

O.  W.  Gardner  devoted  his  entire  time  to  the  petitioner’s  business. 
He  was  president,  supervised  the  salesmen,  and  was  in  active  charge 
of  all  the  petitioner’s  affairs.  For  the  year  1918  his  total  compen¬ 
sation  was  $8,698. 

At  the  time  that  the  petitioner  was  organized  the  stockholders  and 
directors  agreed  that  O.  W.  Gardner,  president,  and  Clinton  DeWitt, 
Jr.,  secretary  and  treasurer,  should  receive  in  addition  to  their  salary 
a  commission  of  10  per  cent  of  the  net  profits.  During  the  year 
1918,  this  commission  was  actually  divided  among  O.  W.  Gardner, 
Clinton  DeWitt,  Jr.,  and  B.  F.  Mills  and  is  included  in  their  total 
compensation  as  stated  herein. 

Clinton  DeWitt,  Jr.,  devoted  his  entire  time  to  the  petitioner’s 
business  as  secretary  and  treasurer.  He  was  in  charge  of  all  financial 
matters  and  assisted  the  president  in  the  general  management  of  the 
business.  His  total  compensation  for  the  year  1918  was  $8,413.G7. 
He  was  also  an  officer  of  three  coal  companies,  from  each  of  which 
he  received  a  small  salary. 

H.  P.  Adams  was  an  officer  in  three  coal  companies  and  treasurer 
of  the  City  of  Lynchburg,  Va.  During  the  year  1918,  the  popula- 
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don  of  Lynchburg  was  approximately  30,000.  He  used  his  influence 
to  have  the  coal  companies  of  which  he  was  an  officer  sell  their 
c:oal  through  the  petitioner  during  the  year  1918.  When  in  Lynch¬ 
burg,  he  was  in  daily  communication  with  the  petitioner  in  con¬ 
nection  with  sales  of  the  coal  of  his  companies  made  through  the 
petitioner.  He  was  interested  in  the  successful  conduct  of  the  peti¬ 
tioner’s  business  and  on  various  occasions  gave  advice  relative  to 
the  disposition  of  coal  of  other  companies  selling  through  the  peti¬ 
tioner,  in  which  companies  he  was  not  interested.  He  received  no 
compensation  from  the  petitioner. 

S.  P.  Halsey  held  large  interests  in  various  coal  mines  in  the 
States  of  West  Virginia  and  Kentucky.  He  was  an  officer  or  director 
if  several  coal  companies.  He  was  interested  in  real  estate  in  Lynch¬ 
burg.  It  was  his  practice  to  meet  daily  with  other  officers  and 
stockholders  of  various  coal  mines  in  which  he  was  interested,  at 
which  conferences  a  representative  of  the  petitioner  would  be  called 
in  to  discuss  the  sales  of  coal  of  such  companies  made  through  the 
petitioner.  He  was  the  vice  president  and  a  substantial  stockholder 
m  the  Alpha  Pocahontas  Coal  Co.,  located  in  West  Virginia,  and 
generally  sold  the  coal  of  that  company  through  any  sales  agency 
which  he  desired.  During  eight  months  of  the  year  1918  he  sold 
'his  coal  through  the  petitioner,  from  which  sales  the  petitioner 
received  commissions  of  approximately  $14,000.  Halsey  received  no 
compensation  from  the  petitioner. 

P.  B.  Winfree  was  a  director  of  one  coal  company  and  a  stock- 
lolder  in  four  other  coal  companies.  During  1918  he  was  employed 
it  a  substantial  salary  by  the  Glamorgan!  Pipe  &  Foundry  Co., 
ocated  at  Lynchburg.  At  various  times  he  gave  advice  to  the  peti¬ 
tioner  and  on  several  occasions  advised  the  petitioner  of  persons 
lesiring  to  purchase  coal  to  whom  the  petitioner  made  sales.  He 
received  no  compensation  from  the  petitioner. 

During  the  year  1918  the  petitioner  sold  some  of  its  capital  stock 
to  J.  J.  Morrison  for  the  reason  that  he  and  members  of  his  family 
were  interested  in  various  coal  mines  in  the  State  of  West  Virginia, 
md  it  was  thought  that  he  might  influence  some  of  these  mines  to 
jell  some  of  their  coal  to  the  petitioner.  The  petitioner  sold  coal 
luring  the  year  1918  for  some  of  these  mines.  He  was  paid  no  com¬ 
pensation  by  the  petitioner,  but  drew  a  salary  from  the  Brown,  Mor¬ 
rison  Co.,  Printers. 

W.  H.  Ruby  was  president  and  general  manager  of  a  coal  com¬ 
pany  in  West  Virginia  from  which  he  drew  a  salary.  None  of  the 
coal  of  this  company  was  sold  to  the  petitioner  during  the  year  1918. 
His  brother,  W.  W.  Ruby,  was  employed  by  the  petitioner.  At  times 
be  advised  the  petitioner  where  it  could  obtain  coal.  He  was  paid 
no  compensation  by  the  petitioner. 
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A.  J.  King-  was  president  and  general  manager  of  four  coal  com-, 
panies  located  in  West  Virginia,  from  which  companies  he  drew 
salaries  during  the  year  1918.  The  petitioner  sold  coal  for  three 
of  these  companies  both  before  and  after  King  sold  his  stock  in  the 
petitioner.  He  was  paid  no  compensation  by  the  petitioner. 

C.  M.  Guggenheimer  owned  a  large  dry  goods  department  store  in 
Lynchburg,  from  which  he  derived  a  substantial  income.  He  was] 
also  interested  in  various  coal  mines  located  in  West  Virginia,  some' 
of  which  he  influenced  to  dispose  of  their  coal  through  the  petitioner 
during  1918.  In  company  with  an  officer  of  the  petitioner  he  made 
two  trips  to  New  York  City  during  the  year  1918.  On  the  first  trip 
he  was  to  use  his  influence  for  the  petitioner  with  certain  coal  agen¬ 
cies.  The  second  trip  was  for  the  purpose  of  conferring  with  counsel 
in  regard  to  the  petitioner’s  income-tax  returns.  On  another  occasion 
during  the  year  1918  he  accompanied  one  of  the  petitioner’s  officers 
to  Cleveland,  Ohio,  for  the  purpose  of  discussing  with  counsel  certain 
litigation  which  arose  in  connection  vrith  a  contract  under  which  the 
petitioner  had  sold  coal  prior  to  the  year  1918.  Guggenheimer  main¬ 
tained  close  contact  with  the  officers  of  the  petitioner  and  discussed 
with  them  the  petitioner’s  business  policies.  During  the  year  1918  he  ' 
had  at  least  150  discussions  of  this  kind  either  by  phone  or  in  person. 
He  was  director  and  vice  president  of  the  petitioner,  but  received  no 


compensation. 

Richard  Hancock  was  an  officer  of  several  coal  companies  in  West 
Virginia,  from  which  he  drew  small  salaries.  He  was  a  director 
of  the  petitioner  and  also  of  the  J.  R.  Milliner  Co.  of  Lynchburg. 
During  the  year  1918  he  was  Fuel  Administrator  for  the  United 
States  Government  at  Lynchburg,  Va.,  in  which  capacity  he  at  times 
advised  the  petitioner  of  industries  which  should  be  furnished  coal.  < 
He  was  in  daily  contact  with  the  petitioner,  discussed  its  business, 
and  offered  advice  which  he  thor  dit  would  benefit  the  petitioner.  He 
was  paid  no  compensation. 

R.  C.  Scott  was  president  of  the  Lynchburg  Milling  Co.,  from 
which  he  drew  a  salary  for  the  year  1918.  He  was  also  a  stock- 1 
holder  in  many  coal  mines  located  in  West  Virginia  and  Kentucky. 
He  was  a  director  of  some  of  these  companies  and  was  also*  a  director 
of  the  petitioner.  It  was  his  practice  to  meet  daily  with  other  stock¬ 
holders  of  coal  companies  in  which  he  was  interested,  at  which  meet¬ 
ings  a  representative  of  the  petitioner  would  be  called  in  to  discuss 
coal  sales  made  by  the  petitioner  for  the  various  companies.  At 
these  conferences  the  business  practices  and  affairs  of  the  petitioner 
were  also  discussed.  He  received  no  compensation.  . 

A.  B.  Percy  was  an  attorney  at  law  at  Lynchburg.  During  the 
year  1918,  he  was  located  at  Spartanburg,  S.  C.  as  a  Major  in  the 
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Tnited  States  Army.  He  was  a  stockholder  in  various  companies 
ume  of  which  companies  were  engaged  in  the  coal-mining  business, 
he  petitioner  paid  him  a  retainer  of  $300  a  year  as  general  counsel, 
iut  paid  him  no  other  compensation  during  the  year  1918.  At 
arious  times  officers  of  the  petitioner  corresponded  with  him  as  to 
he  petitioner’s  affairs  and  when  he  was  in  Lynchburg  on  furlough 
ie  spent  a  substantial  portion  of  his  time  at  the  office  of  the  peti- 
ioner.  Following  the  year  1918,  when  he  was  discharged  from  the 
Hmy,  his  relations  with  the  petitioner  were  resumed  on  the  same 
>asis  as  had  existed  at  the  time  he  entered  the  Army. 

James  Morrison  was  an  eye,  ear  and  throat  specialist  at  Lynchburg, 
rom  which  profession  he  received  a  substantial  income.  He  was  a 
tockholder  in  various  corporations,  some  of  which  were  engaged  in 
he  coal-mining  business.  Some  of  these  latter  disposed  of  their 
oal  through  the  petitioner.  He  used  his  influence  in  causing  com- 
rnnies  engaged  in  the  coal-mining  business  to  dispose  of  their  coal 
hrough  the  petitioner.  He  was  in  constant  touch  with  the  affairs  of 
he  petitioner.  He  was  paid  no  compensation. 

OriNION. 

Murdock  :  Section  200  of  the  Revenue  Act  of  1918  defines  a  per- 
onal  service  corporation  as  one  “  whose  income  is  to  be  ascribed 
u'imarily  to  the  activities  of  the  principal  owners  or  stockholders  who 
ue  themselves  regularly  engaged  in  the  active  conduct  of  the  affairs 
if  the  corporation  and  in  which  capital  (whether  invested  or  bor- 
owed)  is  not  a  material  income-producing  factor  *  * 

The  respondent  concedes  that  stockholders  owning  48.8  per  cent  of 
he  stock  were  themselves  regularly  engaged  in  the  active  conduct  of 
he  affairs  of  the  corporation.  The  petitioner  attempts  to  show  that 
n  addition  to  these  stockholders  others,  whose  stockholdings  increase 
he  total  stockholdings  to  94.8  per  cent,  were  also  regularly  engaged 
n  the  active  conduct  of  the  affairs  of  the  corporation.  The  conten- 
ion  that  certain  of  these  stockholders  were  so  engaged  is  not  without 
nerit,  but  in  regard  to  others  as,  for  example,  Adams,  Halsey,  Win- 
:ree,  J.  J.  Morrison,  W.  H.  King,  and  Hancock,  we  can  not 

ind  from  the  record  that  they  were  themselves  regularly  engaged  in 
he  active  conduct  of  the  affairs  of  the  corporation. 

To  entitle  the  petitioner  to  personal  service  classification,  not  only 
nust  the  principal  stockholders  be  regularly  engaged  in  the  active 
conduct  of  the  affairs  of  the  corporation,  but  also  it  must  appear  that 
he  income  of  the  corporation  is  to  be  ascribed  primarily  to  the  activi- 
ies  of  such  principal  owners  so  engaged.  In  other  words,  the  classi- 
ication  is  not  supported  by  proof  that  the  activities  of  certain  stock¬ 
holders  are  primarily  responsible  for  the  income,  unless  it  also  appears 
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(hat  those  same  stockholders  are  themselves  regularly  engaged  in  the 
active  conduct  of  the  affairs  of  the  corporation.  Thus  it  is  not  con-' 
vincing  to  have  the  petitioner  argue  that  its  income  is  primarily  due 
to  the  activities  or  influence  of  certain  stockholders  among  whom  are 
some  who,  in  our  opinion,  are  not  regularly  engaged  in  the  active 
conduct  of  the  petitioner’s  business.  The  combination  of  circum¬ 
stances  required  by  the  Act  is  not  present. 

The  petitioner  during  the  first  three  months  of  1918  was  a  selling 
agent  for  certain  mines  having  coal  to  sell.  During  the  remaining 
nine  months  of  1918  it  was  a  purchasing  agent  for  certain  persons 
and  corporations  desiring  to  purchase  coal.  But  at  all  times  during 
the  year  1918  it  earned  its  commissions  by  bringing  together  two  per¬ 
sons,  one  desiring  to  sell  and  the  other  desiring  to  purchase  coal.  In 
order  to  do  this  the  petitioner  had  to  find  some  one  with  coal  for  sale 
who  would  allow  that  coal  to  be  sold  through  the  petitioner,  and  also 
some  one  desirous  of  purchasing  coal  who  would  permit  the  purchase 
to  be  made  through  the  petitioner.  We  can  not  determine  that  one 
of  these  functions  was  any  more  important  or  was  any  more  the 
source  of  income  than  the  other.  The  petitioner  attempts  to  show 
that,  through  the  activities  or  influence  of  its  principal  sockholders, 
coal-mining  companies  were  induced  to  sell  their  product  through  the 
petitioner,  and  claims  that  its  income  is  to  be  ascribed  primarily  to 
these  activities.  It  has  made  no  effort  to  show  that  these  same  or 
other  stockholders  were  active  in  the  succeeding,  but  equally  impor¬ 
tant  step — finding  purchasers  for  this  coal.  In  fact,  it  has  made  no 
effort  to  show  who  was  responsible  for  the  sale  of  the  coal,  but  asks 
us  to  take  judicial  notice  that  coal  was  easily  sold  during  1918,  the 
difficulty  being  to  get  the  coal  to  sell.  We  have  no  knowledge  of 
conditions  in  the  coal  business.  If  such  a  condition  existed  that  fact 
should  have  been  proven. 

The  petitioner  was  no  doubt  fortunate  in  having  a  large  portion 
of  its  stock  held  by  people  closely  associated  with  coal-mining  opera¬ 
tions.  Yet  we  can  not  find  from  the  evidence  the  portion  of  the  coal 
sold  through  it  which  was  sold  through  it  because  of  the  activities 
of  the  stockholders.  So  far  as  we  know  85  per  cent  or  more  of  the 
coal  which  was  sold  through  the  petitioner  during  the  year  1918 
might  have  come  from  the  mines  of  coal  companies  with  which  the 
stockholders  of  the  petitioner  had  nothing  whatever  to  do  and  might 
have  been  sold  through  the  petitioner  for  reasons  that  we  know 
nothing  about.  We  can  not  determine  to  what  the  income  of  the 
petitioner  for  t lie  year  1918  is  to  be  primarily  ascribed.  The  sales¬ 
manship  or  purchasing  ability  of  nonstockholders  might  have  been 
the  important  thing,  or  a  favorable  location,  or  any  one  of  a  number 


of  different  things. 
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The  petitioner  relies  upon  the  case  of  New  Orleans  Shipwright 
Co .,  Ltd.,  v.  Commissioner,  —  Fed.  (2d)  — ,  reversing  a  decision  of 
(his  Board.  In  our  opinion  that  ca,se  is  not  authority  for  the  various 
contentions  of  the  petitioner  in  the  present  case.  The  facts  in  the 
two  cases  are  quite  different.  The  New  Orleans  Shipwright  Co.,  Ltd. 
did  practically  no  work  for  any  steamship  company  save  for  those 


steamship  companies  for  Avhom  its  stockholders  were  New  Orleans 
agents.  The  court  apparently  considered  this  an  important  fact, 


necessary  for  its  holding  that  the  stockholders  in  that  case  were  re¬ 
sponsible  for  the  income.  As  heretofore  pointed  out,  in  the  present 
case  Ave  do  not  know  Avhat  proportion  of  the  total  coal  sold  through 
the  petitioner  during  the  taxable  year  came  from  mines  in  Avhicli  the 
petitioner’s  stockholders  Avere  interested  or  over  which  they  exercised 
any  influence  and  Avhat  proportion  came  from  mines  in  which  the 
petitioner’s  stockholders  were  not  interested  and  over  which  they 


exercised  no  influence.  The  contention  of  the  respondent  that  the 
petitioner  is  not  entitled  to  classification  as  a  personal  service  cor¬ 
poration  is  therefore  sustained.  We  need  not  discuss  the  question 
of  whether  or  not  capital  was  an  income-producing  factor. 

Further  proceedings  will  be  had  under  Rule 

62  (b). 


Hu  L.  McClung  and  W.  E.  Monday,  Executors,  Estate  of  B.  R. 

Strong,  Petitioners,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  12468.  Promulgated  September  12,  1928. 

Decedent’s  will  bequeathed  the  residue  of  bis  estate  to  an  educa¬ 
tional  institution.  A  contest  of  the  will  was  compromised,  the 
residuary  legatee  and  the  contestants  agreeing  that  the  latter 
should  receive  one-half  of  the  residue.  Held,  that  the  entire  residue 
was  permanently  set  aside  by  the  terms  of  the  will  for  the  educa¬ 
tional  institution  and  the  income  is  deductible  by  the  executors. 

L.  M.  G.  Baker,  Esq.,  M.  W.  Egerton ,  Esq.,  and  H.  IL.  Shelton , 
Esq.,  for  the  petitioners. 

V.  J.  Heffernan ,  Esq.,  for  the  respondent. 

Deficiencies  in  income  taxes  for  the  years  1920  and  1921  in  the 
respective  amounts  of  $91,024.05  and  $11,328.73  are  involved.  The 
main  issue  is  whether  the  income  from  decedent’s  residuary  estate  is 
deductible  as  being  permanently  set  aside  for  an  exempt  institution. 
Subsidiary  issues  are  raised  as  to  the  gain  or  loss  on  the  sale  of  real 
estate  comprising  the  corpus  of  the  residuary  estate,  the  amount  of 


336  13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (335) 

income  received  from  rents,  and  the  proper  treatment  of  adminis¬ 
tration  expenses  and  attorney’s  fees. 

FINDINGS  OF  FACT. 

Hu  L.  McClung  and  W.  E:  Monday  are  the  duly  qualified  executors 
of  the  estate  of  B.  R.  Strong,  who  died  a  resident  of  Knox  County, 
Tenn.,  on  March  2,  1915,  leaving  a  last  will  and  testament.  The 
estate  is  in  process  of  administration  under  the  jurisdiction  of  the 
County  Court  of  Knox  County,  Tennessee. 

The  will  after  providing  a  number  of  specific  bequests  including 
two  to  the  University  of  Tennessee  left  the  residue  of  the  estate  to  the 
University. 

Shortly  after  the  death  of  Strong  the  executors  presented  his  will 
for  probate.  Some  of  Strong’s  heirs  filed  notice  of  contest  on  the 
grounds  of  mental  incapacity  and  undue  influence.  The  latter  ground 
was  abandoned.  Two  jury  trials  on  the  contest  wTere  had,  both  result¬ 
ing  in  mistrials.  In  each  of  those  trials  very  heavy  costs  and  ex¬ 
penses  were  incurred  by  the  parties.  In  the  fall  of  1919,  before  the 
case  came  on  for  a  third  trial  one  of  the  trustees  of  the  University 
asked  executor  McClung  whether  he  would  have  any  objection  to 
compromising  the  contest.  The  suggestion  of  compromise  was  made 
in  view  of  the  exceedingly  heavy  costs  that  were  being  incurred  in 
the  trials.  The  executor  replied  that  he  would  take  no  part  in  com¬ 
promising  the  case  but  that  he  would  interpose  no  objection.  There¬ 
upon  representatives  of  the  University  negotiated  with  the  attorneys 
for  the  contestants,  and  it  was  agreed  that  the  will  should  be  pro¬ 
bated,  that  its  provisions  should  be  carried  out,  except  that  two 
legacies  aggregating  $3,000  were  waived  by  the  legatees,  and  the 
University  agreed  that  the  heirs  should  receive  one-half  of  the  resi¬ 
due.  The  executors  took  no  part  in  the  negotiations  which  led  to 
the  compromise  agreement.  One  of  the  Strong  heirs  was  not  sui 
juris  and  because  of  that  fact  the  compromise  agreement  was  sub¬ 
mitted  to  the  Chancery  Court  of  Knox  County  for  approval.  The 
court  confirmed  the  agreement  by  decree  of  December  IT,  1919. 

On  the  same  date  the  will  was  probated  in  solemn  form  in  the  Cir¬ 
cuit  Court  of  Knox  County,  the  jury  finding  in  favor  of  the  will,  and 
on  December  19,  1919,  a  transcript  of  the  probate  proceedings  was 
certified  to  the  Count}7  Court  of  Knox  County  and  ordered  to  be 
entered  of  record.  Within  a  few  days  thereafter  the  executors  paid 
all  the  specific  bequests  from  funds  on  hand. 

During  the  years  1920  and  1921  the  executors  received  $377,317.50 
from  the  sale  of  G4  parcels  of  real  estate  which  comprised  the  greater 
part  of  the  residuary  estate,  and  collected  rents  and  interest.  All  of 
the  property  in  their  hands  in  those  years  was  a  part  of  the  residue 
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af  the  estate.  The  executors  kept  their  accounts  so  as  to  show 
separately  the  amounts  paid  to  the  heirs  and  to  the  University. 

OPINION. 

Arundell  :  We  have  included  in  our  findings  only  such  facts  as  are 
necessary  to  dispose  of  the  principal  question  presented.  There  is 
in  the  record  a  great  deal  of  evidence  bearing  on  other  issues  raised 
by  the  pleadings,  but  in  the  view  we  take  of  the  case  these  subsidiary 
issues  will  not  require  decision,  and  accordingly  we  have  made  no 
findings  concerning  them. 

The  main  issue  is  whether  the  income  from  the  residuary  estate  is 
deductible  by  the  executors  under  section  219(b)  of  the  Revenue  Acts 
of  1918  and  1921,  as  “paid  to  or  permanently  set  aside  for” -the 
University  of  Tennessee,  which  is  admitted  by  the  respondent  as 
being  within  the  class  of  corporations  enumerated  in  section  219(b). 
The  respondent  further  concedes  that  the  one-half  of  the  mcome  of 
the  estate  which  under  the  compromise  agreement  was  to  go  to  the 
University,  is  not  subject  to  tax. 

The  first  argument  of  respondent  is  that  no  showing  is  made  of  the 
amounts,  if  any,  that  were  actually  paid  to  the  University  in  the 
taxable  years.  Under  the  construction  that  has  been  placed  on  sec¬ 
tion  219,  payment  is  not  a  necessary  condition  precedent  to  the 
deduction.  It  is  enough  if  under  the  will  the  income  wa^  perma¬ 
nently  set  aside.  E.  Sohier  Welch,  9  B.  T.  A.  13  [0,  and  cases  cited. 

There  is  no  question  but  that  under  the  terms  of  the  will  itself  the 
residue  of  the  estate  was  left  to  the  University,  and  that  any  income 
arising  out  of  the  sale  of  such  residue  would  be  tax  exempt.  So  much 
is  conceded  by  the  respondent  in  his  brief.  But  it  is  contended  that 
the  decree  of  the  chancery  court  confirming  the  compromise  agree¬ 
ment  governed  the  disposition  of  the  properties  and  in  effect  nullified 
certain  provisions  of  the  will.  This  contention  is  not  in  accord  with 
the  law  in  Tennessee  as  we  understand  it.  See  English's  Estate  v. 
Crenshaw,  120  Tenn.  531;  110  S.  W.  210.  In  that  case  the  decedent 
English  bequeathed  all  his  property  to  his  widow.  A  contest  of  the 
will  instituted  by  the  heirs  of  English  was  withdrawn  upon  the 
agreement  of  the  widow  to  deed  to  them  one-half  of  the  land  compris¬ 
ing  the  estate.  Suit  was  then  brought  to  determine  whether  the  value 
of  the  property  deeded  to  the  contesting  heirs  was  subject  to  the  col¬ 
lateral  inheritance  tax.  It  was  held : 

The  defendants  [the  heirs]  do  not  derive  their  title  from  C.  B.  English,  but 
from  the  deed  of  Mary  J.  English,  the  widow.  In  an  action  of  ejectment  to 
recover  these  lands,  the  defendants  would  deraign  their  title  from  the  deed  of 
Mary  J.  English  and  not  by  descent  cast,  as  heirs  and  distributees  of  C.  B. 
English.  The  defendants  do  not  take  by  inheritance,  will,  deed,  grant,  gift,  or 
otherwise  from  C.  B.  English.  *  *  *  Mrs.  English  derived  her  title  from 
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C.  B.  English  under  the  will,  while  defendants  derived  their  title  from  Mrs. 
English  by  deed. 

The  courts  in  other  jurisdictions  whose  decisions  we  have  exam¬ 
ined  hold  to  the  same  effect,  and  the  law  seems  to  be  well  established 
that  in  such  cases  as  we  have  here,  the  contesting  heirs  who  receive  a 
part  of  the  residue  take  solely  under  the  contract  and  not  under  the 
will.  Baxter  v.  Stevens ,  209  Mass.  459;  95  N.  E.  854.  In  re  Cook's 
Estate ,  187  N.  Y.  253;  79  N.  E.  991.  The  compromise  agreement 
does  not  become  a  part  of  the  will  ( Brandeis  v.  Atkins ,  204  Mass. 
471;  90  N.  E.  861),  and  is  not  a  modification  of  it.  Hastings  v. 
Nesmith ,  188  Mass.  190;  74  N.  E.  323.  Upon  being  admitted  to 
probate  the  will  speaks  as  of  the  time  of  the  testator’s  death  ( In  re 
A7 ells''  Estate ,  142  Iowa  255;  120  N.  AY.  713;  Farley  v.  Farley ,  121 
Tenn.  324;  115  S.  W.  921),  and  the  residuary  legatee  becomes  as  of 
that  date  the  absolute  owner  of  the  residue.  Mackenzie  v.  Wright 
(Ariz.) ,  252  Pac.  521 ;  In  re  Graves ’  Estate ,  242  Ill.  212 ;  89  N.  E.  978. 
Whatever  the  contestants  received  as  a  consideration  was  paid  to 
them  out  of  what  the  residuary  legatees  obtained  from  the  estate 
( Mackenzie  v.  Wright ,  supra),  and  whatever  right  they  have  to 
any  property  of  the  estate  is  based  upon  the  agreement  and  not  on 
the  will.  People  v.  Union  Trust  Co.,  255  Ill.  168;  99  N.  E.  377. 

The  fact  that  the  executors  divided  the  account  of  the  residue  on 
their  books  and  kept  their  accounts  so  as  to  show  separately  the 
amounts  paid  to  the  heirs  is  of  no  significance.  The  executors  could 
not,  by  any  act  of  theirs  change  the  directions  contained  in  the  will. 
Bowers  v.  Slocum,  20  Fed.  (2d)  350.  Nor  do  we  think  that  the 
waiver  of  the  two  minor  legacies  referred  to  in  the  findings  of  fact 
can  operate  to  defeat  the  deduction  allowed  by  law. 

The  residue  of  the  testator’s  estate  having  been  permanently  set 
aside  by  the  terms  of  his  will  for  the  University  of  Tennessee,  the 
income  from  such  residue  constitutes  a  proper  deduction  from  the 
income  of  the  estate. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  petitioner. 


Standard  Rice  Co.,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  9SGS.  Promulgated  September  12,  1928. 

1.  The  petitioner  held  not  entitled  to  special  assessment  under 
section  328  of  the  Revenue  Act  of  1918  for  the  fiscal  years  ended 
July  31,  1918,  and  July  31,  1919. 

2.  The  collection  of  a  deficiency  for  the  fiscal  year  ended  July 
31,  1918,  assessed  in  September,  1923,  held  not  barred  by  any 
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statute  of  limitation.  Held,  further,  that  the  assessment  and  col¬ 
lection  of  a  further  deficiency  for  the  fiscal  year  ended  July  31, 

1918,  is  barred. 

E.  Barrett  Prettyman ,  Esq.,  F.  R.  Gibbs,  Esq.,  and  Preston  B. 
Kavanagh,  Esq.,  for  the  petitioner. 

F.  R.  Shearer,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  and  profits  tax  for  the  fiscal- years  ended  July  31,  1918,  and 
July  31,  1919,  in  the  respective  amounts  of  $34,600.26  and  $42,209.40. 
Several  of  the  assignments  of  error  made  in  the  petition  were  waived 
at  the  hearing.  Those  not  waived  are:  That  the  petitioner  is  en¬ 
titled  to  special  assessment  under  the  provisions  of  section  328  of  the 
Revenue  Act  of  1918  for  the  fiscal  years  involved,  and  that  the 
assessment  and  collection  of  deficiencies  for  the  fiscal  year  ended 
July  31,  1918,  are  barred  by  statutes  of  limitation. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Texas  corporation  with  its  principal  office  in 
Houston.  It  is  engaged  in  the  rice-milling  -business  and  is  the  sec¬ 
ond  largest  company  in  the  country  engaged  in  such  business.  The 
rice  is  grown  by  rice  growers  who  are  not  connected  with  the  mill. 
Samples  of  the  rice  grown  are  assembled  at  a  given  point  and  the 
buyers  for  the  mill  appear  at  these  given  points  and  buy  the  rice 
from  the  samples  for  spot  cash.  The  rice  thus  bought  is  transported 
to  mills  and  milled  and  the  crop  is  sold  within  the  season  in  which 
it  is  raised.  In  so  far  as  the  mills  are  able  to  sell  the  rice  milled 
within  the  normal  period  no  inventory  of  rice  is  carried  over  from  one 
season  to  another. 

The  rice  is  harvested  in  August  or  September,  and  the  purchases 
by  the  mill  usually  begin  in  October.  Purchases  from  producers 
continue  until  the  beginning  of  the  next  calendar  year.  The  milled 
rice  is  sold  during  the  spring  months. 

The  net  income  of  petitioner  for  the  calendar  years  1911,  1912,  and 
1913,  as  shown  by  its  income-tax  returns  for  those  years,  was  as 
follows : 


1911  - •_ _  $56,054.71 

1912  -  116,499.31 

1913  -  1,  287.  30 


The  small  amount  of  net  income  for  the  year  1913  was  occasioned 
by  a  bad  break  in  the  market  for  rice  from  about  October,  1912,  to 
about  February,  1913.  Petitioner  had  heavy  stocks  of  rice  on  hand 
at  the  time  and  they  were  sold  at  practically  no  profit  to  (lie  pcti- 
12029— -28 - 7 
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tioner.  The  conditions  obtaining  in  1913  affected  all  rice  mills  and 
were  not  peculiar  to  petitioner. 

Petitioner's  net  income,  as  shown  by  its  income  and  profits-tax 
return,  was,  for  the  year  ended  July  31,  1918,  $522,217.74,  and  for 
the  year  ended  July  31,  1919,  $545,641.57.  Its  average  invested 
capital  for  the  earlier  year  as  shown  by  its  return  was  $1,711,638.81 
and  for  the  later  year,  $1,883,976.69. 

At  the  beginning  of  the  petitioner’s  fiscal  year  ended  July  31,  1918, 
petitioner  had  no  borrowed  capital.  On  October  20,  1917,  it  bor¬ 
rowed  $100,000  for  a  period  of  six  months  and  during  October, 
November,  and  December  it  borrowed  additional  amounts,  so  that  the 
amount  of  borrowed  capital  at  December  31,  1917,  was  $1,437,418.75. 
Further  borrowings  were  made  in  February  and  March.  The  great¬ 
est  amount  borrowed  on  any  date  was  $2,037,418.75.  Two  hundred 
thousand  dollars  of  this  amount  was  paid  off  on  February  28,  1918, 
but  the  same  amount  was  again  borrowed  on  March  11.  Repayments 
began  on  March  18,  1918,  and  the  total  amount  borrowed  was  rapidly 
reduced  until  on  June  30  only  $40,000  of  the  amount  borrowed  was 
owed  and  this  indebtedness  was  paid  off  on  July  1,  1918.  The  aver¬ 
age  daily  borrowing  was  $800,000.  The  petitioner  again  began 
borrowing  money  on  October  15,  1918,  for  the  financing  of  its  op¬ 
erations  with  respect  to  the  marketing  of  the  crop  raised  in  1918. 
The  greatest  amount  borrowed  during  the  fiscal  year  ended  Julv  31, 
1919,  was  $800,000.  Repayments  of  borrowings  made  began  on  April 
15,  1919,  and  on  July  12,  1919,  the  last  repayment  was  made.  The 
average  amount  borrowed  for  the  year  was  slightly  less  than  $400,000. 
The  petitioner  had  no  borrowed  capital  either  at  the  beginning  or 
end  of  the  fiscal  years  under  review.  The  borrowings  were  made 
upon  short-term  notes  without  security,  running  from  one  day  up 
to  six  months.  The  situation  with  regard  to  borrowed  capital  for  the 
fiscal  years  ended  July  31,  1918,  and  July  31,  1919,  was  not  peculiar 
to  those  years.  The  petitioner  regularly  borrows  money  for  short 
periods  to  finance  the  purchase  of  rice  during  the  period  October 
to  June.  Owing  to  the  high  prices  obtaining  for  rice  during  the 
taxable  years  the  borrowings  of  those  years  were  in  excess  of  the 
amounts  borrowed  in  most  years. 

The  petitioner  was  granted  special  assessment  under  the  provisions 
of  section  210  of  the  Revenue  Act  of  1917  with  respect  to  its  tax 
liability  for  the  fiscal  year  ended  July  31,  1917. 

The  excess-profits  tax  determined  for  the  fiscal  year  ended  July 
31,  1918,  is  46.92  per  cent  of  the  net  income,  and  for  the  succeeding 
fiscal  year  20.38  per  cent  of  the  net  income. 

The  petitioner  filed  its  income  and  profits-tax  return  for  the  fiscal 
year  ended  July  31,  1918,  on  or  about  June  14,  1919,  and  the  tax 
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shown  to  be  due  thereby  was  duly  assessed  and  paid.  On  the  Sep¬ 
tember,  1923,  Special  List  No.  3,  an  additional  tax  of  $31,502.21  was 
assessed  against  the  petitioner  for  the  fiscal  year  ending  July  31, 
1918.  On  or  about  October  13,  1923,  the  petitioner  filed  a  claim  in 
abatement,  which  claim  was  duly  rejected  in  full  and  an  additional 
deficiency  determined  as  shown  by  deficiency  notice  of  October  14, 
1925,  in  the  amount  of  $3,098.05.  On  January  24,  1924,  the  petitioner 
filed  with  the  Commissioner  the  following  “  Income  and  Profits  Tax 
Waiver”: 


IT :  CR :  C  January  24,  1924. 

FLH  (Date) 

Parent. 

Income  and  Profits  Tax  Waiver 


In  pursuance  of  the  provisions  of  subdivision  (tl)  of  Section  250  of  the 
Revenue  Act  of  1921,  Standard  Rice  Company,  of  Houston,  Texas,  and  the 
Commissioner  of  Internal  Revenue,  hereby  consent  to  a  determination,  assess¬ 
ment,  and  collection  of  the  amount  of  income,  excess-profits,  or  war-profits 
taxes  due  under  any  return  made  by  or  on  behalf  of  the  said  Standard  Rice  Co. 
for  the  year  1918  under  the  Revenue  Act  of  1921,  or  under  prior  income,  excess- 
profits,  or  war-profits  tax  Acts,  or  under  Section  38  of  the  Act  entitled  “An  Act 
to  provide  revenue,  equalize  duties,  and  encourage  the  industries  of  the  United 
States,  and  for  other  purposes”,  approved  August  5,  1909.  This  waiver  is  in 
effect  from  the  date  it  is  signed  by  the  taxpayer  and  will  remain  in  effect  for 
a  period  of  one  year  after  the  expiration  of  the  statutory  period  of  limitation, 
or  the  statutory  period  of  limitation  as  extended  by  any  wmivers  already  on 
file  with  the  Bureau,  within  which  assessments  of  taxes  may  be  made  for  the 
year  or  years  mentioned. 

Standard  Rice  Co.  Inc. 

Taxpayer. 

[Corporate  seal]. 

By  F.  A.  Farda,  Secy. 

D.  H.  Blair, 

Commissioner.  LDL. 

This  consent  was  executed  by  both  the  petitioner  and  the  Commis¬ 
sioner  and  bore  the  corporate  seal  of  the  petitioner.  The  petitioner 
filed  its  petition  in  this  proceeding  on  December  11,  1925. 

OPINION. 

Smith  :  Considering  first  the  question  of  the  bar  of  the  statute 
of  limitations  as  it  relates  to  the  determination  of  the  Commissioner 
of  a  deficiency  in  income  and  profits  tax  for  the  fiscal  year  ended 
July  31,  1918,  it  is  to  be  noted  that  the  petitioner’s  tax  return  for  the 
fiscal  year  ended  Juty  31,  1918,  was  filed  on  June  14,  1919.  The  Com¬ 
missioner  had  five  years  from  the  date  of  the  return  within  which  to 
make  an  assessment  and  collection  of  a  deficiency  in  tax.  Section 
250(d),  Revenue  Act  of  1921.  The  Commissioner  made  an  assess- 
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ment  of  a  deficiency  within  such  five-year  period,  the  assessment 
being  made  on  the  September,  1923,  list.  Under  the  provisions  of 
section  278  of  the  Revenue  Act  of  1924,  the  Commissioner  had  six 
years  within  which  to  collect  such  assessment,  the  collection  of  the 
assessment  not  being  barred  by  the  five-year  period  of  limitation  of 
the  1921  Act  until  after  the  effective  date  of  the  Revenue  Act  of  1924. 
The  effective  date  of  that  Act  is  June  2,  1924,  and  the  five-year  period 
of  limitation  for  collection  would  not  have  expired  under  the  1921 
Act  until  June  15,  1924.  The  facts  in  this  case  are  identical  with 
those  which  obtained  in  Art  Metal  Works ,  9  B.  T.  A.  491,  and  the 
decision  in  that  case  is  controlling  here  so  far  as  the  deficiency 
covered  by  the  assessment  made  in  September,  1923,  is  concerned. 

The  petitioner  filed  a  consent  for  the  determination  of  its  tax 
liability  for  the  year  1918  on  January  24,  1924.  The  determination 
of  a  further  deficiency  for  the  fiscal  year  ended  July  31,  1918,  was 
made  by  the  Commissioner  within  the  period  of  extension  covered 
by  the  consent,  the  deficiency  notice  having  been  sent  to  the  petitioner 
on  October  14,  1925.  An  appeal  having  been  taken  within  60  days 
from  the  date  of  such  notice  of  deficiency,  the  only  question  which  it 
is  necessary  for  us  to  determine  is  whether  the  deficiency  notice  was 
sent  within  the  period  of  extension  of  the  consent  filed  on  January 
24,  1924.  The  five-year  period  allowed  by  the  statute  for  the  deter¬ 
mination  of  a  deficiency  for  the  fiscal  year  ended  January  31,  1918 
expired  on  June  14,  1924,  that  date  being  five  years  after  the  filing 
of  the  return.  The  consent  filed  gave  an  additional  period  of  one 
year  within  which  to  make  a  determination  of  the  deficiency,  or 
until  June  14,  1925.  The  determination  of  the  deficiency  not  covered 
by  the  assessment  made  in  September,  1923,  was  made  on  October  14, 
1925,  or  more  than  one  year  after  the  expiration  of  the  period  of 
limitations  allowed  by  statute.  It  appears  therefore  that  the  deter¬ 
mination  of  the  further  deficiency  of  $3,098.05  for  the  fiscal  year 
ended  July  31, 1918,  is  barred  by  the  statute  of  limitations. 

Section  327  of  the  Revenue  Act  of  1918  provides  in  part: 

That  in  the  following  cases  the  tax  shall  be  determined  as  provided  in  section 
328: 

*  *  *  *  *  *  * 

(d)  Where  upon  application  by  the  corporation  the  Commissioner  finds  and 
so  declares  of  record  that  the  tax  as  determined  without  benefit  of  this  section 
would,  owing  to  abnormal  conditions  affecting  the  capital  or  income  of  the 
corporation,  work  upon  the  corporation  an  exceptional  hardship  evidenced  by 
gross  disproportion  between  the  tax  computed  without  benefit  of  this  section 
and  the  tax  computed  by  reference  to  the  representative  corporations  specified 
in  section  328.  This  subdivision  shall  not  apply  to  any  case  (1)  in  which  the 
tax  (computed  without  benefit  of  this  section)  is  higher  merely  because  the 
corporation  earned  within  the  taxable  year  a  higher  rate  of  profit  upon  a 
normal  invested  capital,  nor  (2)  in  which  fiO  per  centum  or  more  of  the  gross 
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ucome  for  tlie  taxable  year  (computed  under  section  233  of  Title  II)  consists 
>f  gains,  profits,  commissions,  or  other  income,  derived  on  a  cost-plus  basis 
Tom  a  Government  contract  or  contracts  made  between  April  6,  1917,  and 
November  11,  1918,  both  dates  inclusive. 

The  petitioner  bases  its  claim  to  assessment  under  the  provisions  of 
;ection  328  upon  the  grounds  (1)  that  it  was  granted  special  assess- 
nent  under  section  210  of  the  Revenue  Act  of  1917  in  determining  its 
xcess-profits-tax  liability  for  the  fiscal  year  ended  July  31,  1917 ; 
(2)  that  its  profits  for  the  prewar  year  1913  were  abnormally  low; 
tnd  (3)  that  it  had  an  abnormality  of  invested  capital  for  the  fiscal 
^ears  ended  July  31,  1918,  and  July  31,  1919,  by  reason  of  the  fact 
hat  it  borrowed  large  amounts  of  money  during  those  years  for  the 
inancing  of  its  operations. 

We  regard  it  as  wholly  immaterial  that  the  petitioner  was  granted 
pecial  assessment  under  the  provisions  of  section  210  of  the  Revenue 
let  of  1917  in  the  determination  of  its  tax  liability  for  the  fiscal  year 
>nded  July  31,  1917.  The  facts  with  respect  to  the  petitioner’s 
ncome  and  invested  capital  for  that  year  are  not  before  us.  We  can 
lot  determine  whether  the  facts  obtaining  for  that  year  warranted 
he  granting  of  special  assessment,  nor  whether  the  rate  determined 
or  that  year  was  proper.  The  Board  has  held  in  numerous  cases 
hat  the  granting  of  special  assessment  in  one  year  does  not  of  itself 
warrant  the  granting  of  special  assessment  for  a  succeeding  year. 
7 halmers  Publishing  Co .,  1  B.  T.  A.  629;  Insley  Manufacturing  Co ., 
L  B.  T.  A.  1029 ;  Livingston  Bread  Co.,  2  B.  T.  A.  402. 

The  record  of  this  action  shows  that  the  net  income  of  the  peti- 
ioner  for  the  calendar  year  1913  was  much  less  than  the  net  income 
‘‘or  the  two  prior  years.  There  was  a  break  in  the  prices  of  rice  in 
he  latter  part  of  1912  and  this  fact,  it  is  alleged,  operated  to  reduce 
he  profits  of  the  petitioner  for  the  year  1913.  This  company  is  not 
he  only  one  that  was  adversely  affected  by  such  a  break  in  prices. 
The  evidence  indicates  that  all  companies  engaged  in  a  similar  busi- 
less  were  likewise  adversely  affected  by  the  drop  in  prices.  The 
evidence  does  not  show  that  the  earnings  of  this  petitioner  for  the 
orewar  year  1913  were  abnormally  low.  We  can  not  determine  that 
lie  situation  of  this  petitioner  in  1913  was  different  from  that  of 
ither  companies  engaged  in  the  rice-milling  industry. 

The  petitioner  places  chief  reliance  in  its  claim  for  special  assess¬ 
ment  for  the  fiscal  years  ended  in  1918  and  1919  upon  the  fact 
hat  during  those  years  it  borrowed  large  amounts  of  money  in 
inancing  its  operations.  The  petitioner’s  average  invested  capital 
‘‘or  the  year  ended  July  31,  1918,  was  $1,711,638.81,  and  for  the 
iscal  year  ended  July  31,  1919,  $1,883,976.69.  Petitioner  had  no 
jonded  indebtedness.  It  had  no  need  for  large  amounts  of  capital 
except  for  a  period  of  about  six  months  during  each  of  its  fiscal 
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years.  The  average  amount  borrowed  for  the  fiscal  year  endec 
July  31,  1918,  was  approximately  $800,000,  and  the  average  amount 
borrowed  during  the  succeeding  year  was  slightly  less  than  $400,000 
The  credit  of  the  petitioner  was  good  and  it  was  able  to  borrow  al 
the  money  that  it  needed  at  the  prevailing  rates  for  money  upon  it: 
own  notes,  without  security.  The  record  does  not  show  whethei 
this  company  borrowed  greater  amounts  during  the  taxable  year; 
than  its  competitors.  We  can  not  determine  from  the  record  whethei 
the  borrowings  were  abnormally  large.  In  Higginbotham- Bailey 
Logan  Co .,  8  B.  T.  A.  566,  the  petitioner  claimed  that  it  was  entitlec 
to  special  assessment  under  the  provisions  of  section  328  of  th< 
Revenue  Act  of  1918.  Its  argument  was  based  primarily  upon  the 
amount  of  borrowed  money  used.  It  appears  that  during  the  yeai 
its  invested  capital  was  $2,656,613.61  and  its  average  borrowed  capita 
$2,189,025.25.  In  our  opinion  we  stated : 

In  many  businesses  this  would  not  be  regarded  as  unusual  or  abnorma 
and  in  the  absence  of  any  evidence  that  it  is  abnormal  in  the  wholesale  dr 
goods  business,  there  is  nothing  on  which  we  may  base  an  opinion  as  to  nor 
mality  or  abnormality. 

The  same  observation  may  be  made  here.  We  can  not  determini 
from  the  evidence  that  the  borrowing  of  money  on  short-term  note: 
was  any  hardship  to  the  petitioner.  It  apparently  deliberately  fol 
lowed  this  method  of  financing  its  operations.  Rather  than  have  i 
large  amount  of  idle  capital  on  its  hands  during  a  portion  of  eacl 
of  the  taxable  years,  the  petitioner  preferred  to  borrow  money  a: 
it  needed  it  on  short-time  notes  during  the  year.  Upon  the  recon 
we  sustain  the  Commissioner’s  determination  that  the  petitione: 
is  not  entitled  to  have  its  tax  liability  for  the  fiscal  years  involvec 
determined  under  the  provisions  of  section  328  of  the  taxing  act. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50 


Morris-Poston  Coal  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  19G57.  Promulgated  September  13,  192S. 

1.  The  Revenue  laws  do  not  prescribe  arbitrary  methods  of 
accounting  and  in  computing  net  income  a  taxpayer  may  use  the 
method  employed  in  keeping  its  books,  providing  it  clearly  reflects 
income. 

2.  On  the  evidence,  held  that  petitioner's  method  of  accounting 
did  not  clearly  reflect  income. 

David  A.  Gaskill ,  Esq.,  for  the  petitioner. 

Maxwell  E.  McDowell ,  Esq.,  for  the  respondent. 
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This  proceeding  results  from  the  determination  by  respondent  of 
deficiency  in  income  and  profits  taxes  for  1921  in  the  amount  of 
33,684.34.  The  sole  issue  is  whether  a  royalty  payment  of  $108,400, 
eceived  by  the  petitioner  in  1922,  is  taxable  income  for  the  year  in 
ontroversy. 

FINDINGS  OF  FACT. 

Petitioner,  a  corporation  with  its  principal  office  at  Cleveland, 
)hio,  was  engaged  until  April  1,  1921,  in  the  business  of  mining  and 
elling  coal. 

On  April  1,  1921,  petitioner  by  good  and  sufficient  instrument 
eased  ail  of  its  mine  and  mining  properties  to  the  Clarkson  Coal 
dining  Co.,  a  Delaware  corporation,  for  a  term  of  50  years  from 
he  date  aforementioned.  The  provisions  of  the  lease  agreement 
rhich  are  materials  here,  are  as  follows : 

(4)  The  Lessee  covenants  and  agrees  that  it  will  pay,  or  cause  to  be  paid, 
o  the  Lessor,  without  demand,  at  the  main  office  of  the  Cleveland  Trust  Com- 
any,  in  the  City  of  Cleveland,  Ohio,  rents  in  the  respective  amounts  following, 
amely : 

On  the  first  day  of  July,  1921,  for  the  quarter-year  ending  June  30th,  1921, 
he  sum  of  Fifty-Four  Thousand  One  Hundred  Dollars  ($54,100.00)  ; 

On  the  first  day  of  January,  1922,  and  on  the  first  day  of  each  month  of  July 
nd  January  thereafter  until  and  including  January  1,  1925,  for  the  six  (6) 
Qonths  next  preceding  each  such  date  of  payment,  the  sum  of  One  Hundred 
light  Thousand  and  Four  Hundred  Dollars  ($108,400.00)  ; 

On  the  first  day  of  July,  1925,  and  on  the  first  day  of  each  month  of  January 
nd  July  thereafter,  to  and  including  January  1,  1971,  for  the  six  (6)  months 
^receding  each  such  date  of  payment,  the  sum  of  One  Hundred  Fifty  Thousand 
)ollars  ($150,000.00)  ; 

On  the  first  day  of  April,  1971,  for  the  three  months  next  preceding,  the  sum 
f  Seventy-five  Thousand  Dollars  ($75,000.00)  ;  *  *  *. 

(5)  It  is  mutually  agreed  that  inasmuch  as  the  Lessee  expects  to  operate  said 
aining  property,  the  Lessee  may  in  every  year  mine  and  ship  from  the  leased 
iremises  five  hundred  thousand  (500,000)  tons  of  two  thousand  (2000)  pounds 
avoirdupois  each,  of  run-of-mine  coal,  each  of  the  annual  amounts  of  rent  here- 
nbefore  provided,  shall  be  applied  in  payment  of  the  royalty  for  five  hundred 
housand  tons  of  run-of-mine  coal  whenever  the  same  shall  be  extracted  and 
emoved  from  the  leased  premises.  In  case  in  any  lease  year,  reckoning  from 
v.pril  1,  to  and  including  the  next  succeeding  March  31,  more  than  five  hundred 
housand  (500,000)  tons  of  run-of-mine  coal  shall  be  removed  by  the  Lessee, 
he  Lessee  shall  on  or  before  the  first  day  of  May  next  succeeding,  pay  to  Central 
National  Bank  Savings  &  Trust  Co.  of  Cleveland,  Ohio,  as  Trustee,  to  be  added 
o  the  security  fund  of  Two  Hundred  and  Fifty  Thousand  Dollars  ($250,000.00) 
lereinafter  provided  for,  an  amount  equal  to  twenty  cents  (20^)  for  each  ton  in 
xcess  of  five  hundred  thousand  (500.000)  tons  removed  during  such  year.  All 
mounts  so  paid  to  the  Trustee  shall  be  added  to  and  form  part  of  said  security 
und  and  shall  be  held,  invested,  reinvested  and  disbursed  by  the  Trustee  in  the 
ame  manner  and  upon  the  same  terms  as  hereinafter  provided  in  respect  of  the 
rust  fund  of  Two  Hundred  and  Fifty  Thousand  Dollars  ($250,000)  to  be 
!eposited  upon  execution  of  this  lease.  In  case  during  any  lease  year  less  than 
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five  hundred  thousand  (500,000)  tons  of  run-of-mine  coal  are  removed,  tb 
deficiency  may  be  extracted  and  removed  in  any  subsequent  year  in  addition  t< 
the  five  hundred  thousand  (500,000)  tons  which  under  the  foregoing  provision 
is  removable  during  such  year,  without  liability  to  pay  into  said  security  fun* 
therefor.  *  *  * 

******* 

(13)  The  Lessee  shall  contemporaneously  with  the  delivery  hereof,  deposi 
with  Central  National  Bank  Savings  &  Trust  Co.  of  Cleveland,  Ohio,  as  Trustee 
the  sum  of  Two  Hundred  and  Fifty  Thousand  Dollars  ($250,000)  in  cash  o 
in  securities  satisfactory  to  the  Lessor  figured  at  their  market  value  to  be  lieh 
and  disbursed  by  said  Trustee  as  herein  provided.  So  long  as  the  Lessee  com 
plies  with  all  the  terms  and  conditions  of  this  lease  and  until  said  Trust  Com 
pany  shall  have  been  given  written  notice  by  the  Lessor  that  the  Lessee  is  ii 
default,  the  income  from  said  security  and  such  interest  as  may  be  payable  oi 
said  fund  by  Central  National  Bank  Savings  &  Trust  Co.  shall  be  paid  to  th< 
Lessee  until  December  31,  1924.  A  temporary  default,  which  is  cured  by  tin 
Lessee  before  forfeiture  shall  have  been  legally  declared  hereunder  by  tb 
Lessor,  shall  suspend  Lessee’s  right  to  the  income  of  said  fund,  but  upoi 
making  good  all  defaults  before  forfeiture  has  been  so  legally  declared  by  tb 
Lessor,  Lessee’s  right  to  the  income  from  said  fund  shall  revive.  In  the  even 
any  payment  is  made  from  said  fund  or  in  the  event  the  market  value  of  tin 
cash  and  securities  so  deposited  falls  below  Two  Hundred  and  Fifty  Thousam 
Dollars  ($250,000)  the  Lessee  shall,  within  thirty  (30)  days  after  notice  o 
such  fact  from  such  Trust  Company  or  the  Lessor,  deposit  such  additional  casl 
or  securities  satisfactory  to  the  Lessor  as  may  be  necessary  to  maintain  sucl 
fund  at  a  value  of  Two  Hundred  and  Fifty  Thousand  Dollars  ($250,000).  Tb 
right  to  payment  out  of  said  fund  shall  be  in  addition  to  the  right  of  Lesso 
to  enforce  payment  of  any  amount  due  by  proper  suit  and  to  all  other  right 
to  which  Lessor  is  entitled  by  the  term  of  this  lease.  In  the  event  this  leas 
is  forfeited  by  the  Lessor  on  account  of  default  or  breach  by  the  Lessee  an; 
balance  remaining  in  the  hands  of  the  Trust  Company  shall  be  paid  to  the  Lesso 
as  liquidated  damages.  The  lessee  may  so  long  as  it  is  not  in  default,  substi 
tute  cash  in  place  of  securities  or  securities  in  place  of  cash,  or  other  securitie 
in  place  of  securities  deposited,  provided  that  any  securities  so  substituted  o 
deposited  shall  be  first  accepted  and  approved  by  the  Lessor  hereunder. 

If  any  sum  to  be  paid  by  the  Lessee  pursuant  to  the  terms  hereof,  whethe 
by  way  of  rent  or  otherwise,  is  not  paid  when  the  same  becomes  due  or  withii 
thirty  (30)  days  thereafter,  the  Lessor,  in  addition  to  the  other  rights  and  reme 
dies  provided  by  the  terms  hereof,  may  request  the  Trustee  of  the  security  fun« 
to  pay  the  said  past  due  sum,  and  upon  said  request  being  made,  and  upoi 
proof  satisfactory  to  the  Trustee  that  such  sum  is  past  due,  this  instrumen 
shall  stand  as  authority  to  the  Trustee  without  notice  to  or  the  consent  of  tb 
Lessee  to  use  the  security  fund  in  whatever  manner  the  Trustee  deems  prope 
for  the  purpose  of  paying  to  the  Lessor  such  past  due  sum.  *  *  * 

Numerous  other  provisions  are  contained  in  the  lease  agreement 
but  they  are  not  material  to  the  issue  here  considered.  The  security 
fund  provided  for  was  deposited  with  the  trustee. 

Prior  to  April  1,  1921,  petitioner’s  income  was  derived  chiefly  fron 
sales  of  coal  which  it  mined  or  purchased  from  other  mining  com 
panics.  Other  income  was  derived  from  investments,  rentals  o 
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niners’  houses,  and  sales  of  commissary  stores  to  miners.  Briefly, 
;he  accounting  method  employed  in  keeping  the  books  was  as  follows : 
Invoices  covering  sales  of  coal  were  issued  upon  notice  of  shipment 
from  the  mine  and  receipt  of  weight  from  the  railroad  or  other  com¬ 
mon  carrier.  These  were  then  posted  to  customers’  accounts  and 
credited  to  sales  account  in  the  ledger.  All  sales  were  accounted  for 
is  income  of  the  year  in  which  made.  Earned  interest  on  investments 
was  taken  up  on  the  books  as  income,  whether  due  and  payable  or 
not.  Deductions  were  made  from  miners’  wages  on  the  biweekly  pay 
[’oils  for  amounts  owing  to  the  petitioner  for  rental  of  its  houses  and 
for  purchases  of  commissary  stores;  and  income  from  these  sources 
was  accounted  for  on  the  books  only  as  such  deductions  were  made 
m  the  pay  rolls.  Expenses  were  not  recorded  on  the  books  until 
ictually  paid.  However,  each  year’s  accounts  were  held  open  until 
ill  expenses  had  been  ascertained  and  paid,  so  that  expenses  were 
included  in  the  accounts  of  the  year  in  which  they  were  incurred. 

After  April  1,  1921,  petitioner’s  income  was  derived  from  rental 
payments  under  its  lease  agreement  with  the  Clarkson  Mining  Co. 
md  from  investments,  and  its  expenses  were  almost  entirely  of  an 
idministrative  character.  No  change  was  made  in  the  method  of 
iccounting  for  income  from  investments  or  for  expenses.  Rental 
payments  made  by  its  lessee  were  taken  up  in  the  accounts  of  the 
year  in  which  received  and  accounted  for  as  income  of  that  year, 
rhis  manner  of  accounting  for  these  rental  payments  has  been  con¬ 
sistently  adhered  to  in  all  subsequent  years. 

Between  January  1,  1921,  and  April  1  of  said  year,  and  before  the 
lease  agreement  became  effective,  petitioner  removed  from  the  leased 
premises  61,806.9  tons  of  coal.  During  the  remainder  of  1921  the 
Lessee  extracted  and  removed  from  the  said  premises  193,477.3  tons 
af  coal. 

The  net  income  reported  by  the  petitioner  in  its  return  for  1921 
was  computed  in  accordance  with  the  method  of  accounting  employed 
in  keeping  its  books.  Respondent  held  that  petitioner’s  books  were 
kept  in  accordance  with  the  accrual  method  of  accounting;  and  that 
under  this  method  of  accounting,  the  rental  payment  of  $108,400, 
which,  under  the  terms  of  the  lease  agreement,  became  due  and  pay¬ 
able  on  January  1,  1922,  constituted  income  for  1921.  This  payment 
wfs  received  by  the  petitioner  in  J anuary,  1922. 

(Prior  to  June  15,  1926,  petitioner  filed  a  consent  agreement  with 
hie  respondent  extending  the  statutory  period  for  assessment  of  taxes 
:olr  1921.  A  claim  for  refund  of  1921  taxes  in  the  amount  of  $1,294.03 
vis  filed  by  petitioner  with  the  collector  of  internal  revenue  at 
31^veland,  Ohio,  on  December  31,  1926. 
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Van  Fossan:  On  April  1,  1921,  the  petitioner  leased  its  properties 
to  the  Clarkson  Mining  Co.  for  a  period  of  50  years  from  that  date 
the  latter  agreeing  to  pay  certain  rentals  of  specified  amounts  semi 
annually,  on  July  1  and  January  1,  during  the  term  of  the  lease 
“  for  the  six  months  next  preceding  each  such  date  of  payment.' 
The  agreement  provided  that  “  the  lessee  may  in  every  year  mine  anc 
ship  from  the  leased  premises  five  hundred  thousand  *  *  *  tom 

of  two  thousand  *  *  *  pounds  Avoirdupois  each,  of  run-of-mim 

coal  ”  and  that  “  each  of  the  annual  amounts  of  rent  hereinbefon 
provided,  shall  be  applied  in  payment  of  the  royalty  for  five  hundrec 
thousand  tons  of  run-of-mine  coal  whenever  the  same  shall  be  ex 
tracted  and  removed  from  the  leased  premises.”  Between  the  dates 
of  January  1  and  January  4,  1922,  petitioner  received  from  its  lessee 
the  sum  of  $108,400,  being  the  payment  due,  under  the  terms  of  the 
agreement,  on  January  1,  1922.  The  petitioner  made  formal  recorc 
of  the  receipt  of  this  payment  on  its  books  about  the  time  it  was 
received  or  shortly  thereafter,  and  treated  it  as  income  for  1922 
The  respondent  holds  that  the  method  of  accounting  employed  ir 
keeping  the  books  was  the  accrual  method  and  that  the  payment 
referred  to  constituted  income  for  1921.  There  are  no  differences 
between  the  petitioner  and  the  respondent  in  their  interpretations 
of  the  lease  agreement;  they  differ  merely  in  their  views  as  to  the 
proper  year  in  which  to  make  an  accounting,  for  tax  purposes,  oi 
the  rental  payment  which  became  due  and  payable  on  January  1 
1922,  and  was  actually  paid  within  a  few  days  thereafter. 

The  particular  provisions  of  the  lease  agreement  which  require  oui 
consideration  are  set  forth  in  the  findings  of  fact.  They  are  entirely 
clear  and  the  intent  of  the  parties  thereto  is  readily  discernible 
With  these  provisions  of  the  agreement  before  us,  and  knowing  the 
facts  as  to  the  payment  of  the  item  in  dispute  and  as  to  the  method 
of  accounting  employed  in  keeping  the  books,  we  entertain  no  doubt 
of  the  conclusion  announced  herein. 

The  case  is  governed  by  the  Revenue  Act  of  1921,  and  the  appli¬ 
cable  provisions  thereof  are  found  in  sections  212(b)  and  213(a). 
which,  so  far  as  material,  read  as  follows: 

Sec.  212.  (b)  The  net  income  shall  be  computed  upon  the  basis  of  the  tax¬ 
payer’s  annual  accounting  period  *  *  *  in  accordance  with  the  method^ of 

accounting  regularly  employed  in  keeping  the  books  of  such  taxpayer;  but^if 
no  such  method  of  accounting  has  been  so  employed,  or  if  the  method  eraplc 


does  not  clearly  reflect  the  income,  the  computation  shall  be  made  upon  sij 


basis  and  in  such  manner  as  in  the  opinion  of  the  Commissioner  does  clearly 
reflect  the  income.  *  *  *  /■ 

Sec.  213.  (a)  *  *  *  The  amount  of  all  such  items  *  *  ♦  shall  be  in¬ 

cluded  in  the  gross  income  for  the  taxable  year  in  which  received  by  the  tax- 
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r^ayer,  unless,  under  methods  of  accounting  permitted  under  subdivision  (b) 

:if  section  212,  any  such  amounts  are  to  be  properly  accounted  for  as  of  a 
Efferent  period ;  *  *  * 

Thus,  it  will  be  observed,  the  statute  requires  that  all  gains,  profits, 
and  income  shall  be  included  in  the  gross  income  for  the  taxable  year 
in  which  received  by  the  taxpayer,  unless,  under  methods  of  account¬ 
ing  permitted  by  statute  to  be  employed  in  computing  net  income, 
any  such  gains,  profits,  and  income  are  to  be  properly  accounted  for 
as  of  a  different  period.  We  start,  therefore,  with  the  premise  that 
the  petitioner  was  required  by  statute  to  include  the  disputed  item  of 
$108,400  in  gross  income  for  1922,  in  which  year  it  was  received, 
unless,  under  a  method  of  accounting  permitted  by  statute,  it  was 
properly  to  be  accounted  for  as  of  1921. 

Clearly,  the  statute  does  not  say  what  the  method  of  accounting 
should  be.  It  does  not  single  out  one  of  two  methods  to  the  exclusion 
of  all  others.  On  the  contrary,  it  contemplates  that  each  taxpayer 
shall  adopt  such  forms  and  systems  of  accounting  as  are  in  its  own 
judgment  best  suited  to  its  purposes,  provided  the  method  meet  the 
statutory  requirement — that  it  clearly  reflect  income.  As  said  by  the 
court  in  a  recent  case,  “  the  language  of  the  statute  connotes  flexi¬ 
bility  rather  than  rigidity  *  *  Hyams  Goal  Co.  v.  United 

States ,  U.  S.  Dist.  Ct.  (La.),  June  4,  1928.  So,  we  are  not  particu¬ 
larly  concerned  as  to  whether  the  petitioner  employed  the  so-called 
accrual  method  of  accounting ;  nor  yet,  whether  there  is  such  a  thing 
as  “  the  ”  accrual  method  of  accounting.  The  important  thing  is 
that  the  petitioner  adopted  an  accounting  method  which  it  regularly 
employed  in  keeping  its  books  of  account;  and  the  petitioner’s  con¬ 
tention  as  to  the  proper  time  for  accounting  for  the  disputed  item 
must  prevail  or  fall  as  the  method  of  accounting  employed  does  or 
does  not  clearly  reflect  income. 

Until  April  1,  1921,  it  was  the  petitioner’s  accounting  practice  to 
account  for  income,  whether  reduced  to  possession  or  not,  and  ex¬ 
penses,  as  of  the  accounting  period  in  which  the  income  was  earned 
and  the  expenses  were  incurred.  There  was  an  exception  to  this 
practice  in  that  income  from  renting  houses  and  selling  commissary 
stores  to  miners  was  accounted  for  as  deductions  were  made  from  the 
miners’  wages  on  the  biweekly  pay  rolls;  though  the  expenses  of 
maintaining  miners’  homes  and  of  conducting  the  commissary  store 
appear  to  have  been  accounted  for  in  the  same  manner  as  the  other 
expenses  of  the  business.  The  mere  statement  of  these  facts  might 
give  to  the  accounting  method  the  appearance  of  being  a  hybrid 
one,  in  that  a  portion  of  the  income  and  all  of  the  expenses  were 
accounted  for  as  earned  and  incurred  while  the  remainder  of  the 
income  was  accounted  for  only  as  received.  Yet  its  hybrid  character 
may  be  more  apparent  than  real,  depending  upon  how  closely  the 
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income  from  miners’  homes  and  the  commissary  store  accounted  for 
coincides  with  the  amount  which  would  be  accounted  for  if  the  same 
practice  were  followed  as  in  accounting  for  other  income.  However, 
we  have  no  evidence  along  that  line ;  and,  at  any  rate,  there  appears 
to  be  no  dispute  between  the  parties  that  the  method  clearly  reflected 
the  income  to  April  1.  The  important  thing  to  be  observed  is  that 
the  accounting  for  income  as  earned  and  expenses  as  incurred,  without 
regard  to  the  time  of  receipt  or  payment,  is  the  fundamental  basis 
of  the  method  employed. 

Prior  to  April  1,  1921,  petitioner’s  income  was  derived  chiefly 
from  sales  of  coal ;  thereafter,  the  rental  or  royalty  payments  by  its 
lessee  constituted  the  chief  source  of  income.  There  was  no  change 
in  the  method  of  accounting  for  income  from  other  sources  or  for 
expenses;  but  the  petitioner  then  adopted  the  practice,  consistently 
adhered  to  since,  of  accounting  for  rental  or  royalty  payments  only 
when  actually  received.  This  manner  of  accounting  for  rental  or 
royalty  payments  constituted  a  departure  from  the  accounting  method 
theretofore  employed  as  to  all  income  and  expenses,  and  thereafter 
employed  as  to  other  income  and  all  expenses.  Stated  briefly,  the 
accounting  method  employed  in  keeping  the  books  in  1921  was  to 
account  for  all  income  earned  during  the  year,  except  rentals  or  royal¬ 
ties  to  be  received  under  the  lease  agreement,  whether  reduced  to 
possession  or  not,  for  rentals  or  royalties  actually  received  within  the 
j^ear,  and  for  all  expenses  incurred  within  the  year  whether  actually 
paid  or  not. 

We  entertain  no  doubt  that  in  the  absence  of  some  special  or 
impelling  circumstance  an  accounting  method  can  not  clearl}7  reflect 
income  which  permits  or  requires  an  accounting  for  a  part  of  the 
income  of  an  accounting  period  as  earned,  whether  reduced  to  posses¬ 
sion  or  not,  while  at  the  same  time  permitting  or  requiring  an 
accounting  for  the  remainder  of  the  income  earned  during  the  ac¬ 
counting  period  only  as  actually  received.  De  Paoli ,  8  B.  T.  A.  294. 
^sor  is  net  income  clearly  reflected  bv  a  method  of  accounting  which 
permits  or  requires  the  allocation  of  the  income  and  of  the  expenses 
incident  to  the  earning  of  that  income  to  different  accounting  periods. 
As  observed  by  the  court  in  the  Hyctfms  Coal  Co.  case,  supra: 

There  is  no  doubt  that  under  the  Revenue  Law  of  1918  the  accrual  basis,  once 
adopted,  must  be  consistently  adhered  to  by  the  taxpayer.  The  courts  have 
recognized  this  consistently,  and  denounced  any  practice  that  would  result  in 
computing  taxes  attributable  to  a  given  year  using  the  cash  basis  for  a  part  and 
an  accrual  basis  for  the  balance  of  the  year.  The  law  contemplates  consistency 
in  the  keeping  of  books  once  a  method  is  adopted.  N.  S.  Barstow  and  Co.  v. 
Boioers,  Collector,  15  Fed.  (2)  75,  78. 

This  observation  is  equally  true  under  the  Revenue  Act  of  1921. 
If  either  of  the  above  features  is  present  a  distortion  of  income  is 
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bound  to  result.  We  find  both  of  them  in  the  petitioner  s 
accounting  method. 

The  simple  facts  as  to  the  royalty  payment  in  dispute  are  that 
the  petitioner  was  entitled  to  receive  from  its  lessee,  on  January 
1  1922,  without  any  restriction  or  qualification  whatsoever,  the  sum 
of  $108,400,  as  rental  for  the  six  months  ended  December  31,  1921, 
which,  under  the  provisions  of  the  lease  agreement,  was  to  be  applied 
in  payment  of  the  royalty  for  500,000  tons  of  run-of-mine  coal  when¬ 
ever  the  same  should  be  extracted.  This  is  one  of  the  semiannual 
payments  provided  for  during  the  life  of  the  lease,  which,  in  the 
last  analysis,  are  minimum  royalty  payments  assuring  to  the  peti¬ 
tioner  a  minimum  annual  return  from  its  properties  during  the 
continuance  of  the  lease.  With  the  passing  of  each  6-month  period, 
beginning  with  July  1,  1921,  the  petitioner  earned  the  right  to  receive 
from  its  lessee  the  semiannual  payments  provided  for  in  the  lease 
agreement ;  and  it  made  no  difference  whether  the  lessee  had  extracted 
the  specified  tonnage  of  coal  or  none  at  all.  It  does  not  appear  from 
the  lease  agreement  that  the  petitioner  is  obligated  to  make  any 
adjustment,  by  way  of  rebate  or  otherwise,  of  any  amount  paid  or 
due  to  it  in  the  event  of  the  termination  of  the  lease  and  failure  of 
the  lessee  to  extract  the  tonnage  to  which  it  is  entitled.  In  fact,  it  is 
quite  clear  that  the  intent  of  the  parties  in  such  an  event  is  that 
there  shall  be  no  such  adjustment,  for  the  payments  by  the  lessee 
are  regarded  as  rentals  first  and  are  only  to  be  applied  in  payment 
of  coal  as,  when,  and  if  the  coal  is  extracted.  Had  the  lessee  aban¬ 
doned  the  lease  on  January  1,  1922,  the  petitioner’s  right  to  receive 
the  full  amount  of  the  rental  payment  due  on  that  date  would  have 
been  none  the  less  fixed,  notwithstanding  that  the  lessee  had  extracted 
less  tonnage  than  it  was  privileged  to  take  under  the  agreement. 
These  considerations  indicate  that  the  right  of  the  petitioner  to 
receive,  retain  and  enjoy  the  semiannual  payments  was  not  based 
upon  any  condition.  Its  covenants  faithfully  performed,  the  mere 
passing  of  each  6-month  period  was  sufficient  to  vest  petitioner  with 
the  right  to  receive  the  rental  payment  for  that  period.  Under  such 
circumstances,  there  can  be  no  doubt  that  the  semiannual  payment 
due  petitioner  on  January  1,  1922,  as  rental  for  the  six  months  ended 
December  31,  1921,  was  earned  in  the  taxable  year  1921. 

We  have  considered  all  of  the  evidence  presented,  together  with 
the  able  briefs  filed  by  counsel,  but  we  remain  unconvinced  of  the 
presence  of  any  circumstances,  at  the  close  of  1921,  justifying  a  post¬ 
ponement  of  accounting  for  the  rentals  earned  within  that  year  to  a 
later  accounting  period,  a  course  entirely  out  of  harmony  with  the 
accounting  for  all  other  income  and  for  all  expenses  of  the  year. 
We  are  told  that  at  the  close  of  1921  the  Clarkson  Mining  Co.  had 
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already  shut  down  operations  in  two  or  three  of  its  mines;  that 
economic  conditions  in  the  Ohio  coal  fields,  where  petitioner’s  prop¬ 
erties  were  located,  were  abnormal;  and  that  the  petitioner  was 
greatly  worried  as  to  whether  the  lessee  would  meet  the  payment  due 
on  January  1,  1922,  and  subsequent  payments.  Conceding  all  of 
those  circumstances  to  be  true,  we  can  not  overlook  the  facts  that  the 
lessee  had  deposited  with  the  trustee,  as  required  by  the  lease  agree¬ 
ment,  the  security  fund  of  cash  or  securities,  or  both,  of  a  value  of 
$250,000,  a  sum  more  than  twice  as  great  as  the  maturing  rental  pay¬ 
ment  ;  that  the  trustee  was  authorized,  at  the  request  of  the  petitioner 
and  upon  satisfactory  showing  that  the  lessee  was  in  default,  to 
liquidate,  out  of  the  security  fund,  any  obligation  of  the  lessee  in 
respect  of  which  it  may  have  defaulted ;  and  that  the  rental  payment 
which  became  due  on  January  1,  1922,  was  actually  paid  by  the  lessee 
on  or  before  January  4,  1922,  and  before  the  books  were  closed  for 
1921. 

In  this  case,  also,  we  find  all  of  the  expenses  incurred  during  the 
period  of  1921  when  the  lease  was  in  effect  accounted  for  as  of  that 
year,  while  all  of  the  income  of  the  same  period  remains  unaccounted 
for  until  a  later  accounting  period.  The  petitioner  attempts  to 
justify  this  course  on  the  grounds  that  the  expenses  incurred  during 
1921  bore  no  relation  to  the  earnings  after  April  1,  and  that  the  lease 
agreement  was  the  source  of  earnings  after  April  1,  which  would 
have  been  received  whether  there  had  been  expenses  incurred  or  not. 
On  the  other  hand,  it  would  seem  that  the  expenses  incurred  after 
April  1  were  more  closely  related  to  the  earnings  after  that  date 
than  to  prior  earnings.  The  petitioner  found  it  necessary  to  main¬ 
tain  its  business  organization  after  April  1  for  the  purpose,  pri¬ 
marily,  of  carrying  on  its  business  as  lessor,  and  any  expenses  in¬ 
curred  after  that  date  were  certainly  incidental  to  the  earning  of  the 
income  from  that  business. 

In  view  of  the  foregoing,  we  hold  that  the  method  of  accounting 
employed  by  the  petitioner  in  1921  does  not  clearly  reflect  the  net 
income  of  that  year,  and  that  such  net  income  can  not  be  clearly 
reflected  except  by  including  therein  the  rental  payment  of  $108,400, 
due  on  January  1,  1922  and  paid  shortly  thereafter,  but  earned 
during  1921.  This  is  what  the  respondent  has  done,  and  we  shall 
not  disturb  his  action. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent , 
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Bekins  Household  Shipping  Co.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  Nos.  8618,  21981.  Promulgated  September  13,  1928. 

1.  Under  the  facts  in  this  case,  petitioner  held  to  be  entitled 
to  assessment  of  profit  taxes  for  1917,  under  section  209  of  the 
Revenue  Act  of  1917. 

2.  Petitioner  held  entitled  to  personal  service  classification  for 
the  years  1918  and  1920. 

Raymond  JS.  Pruitt ,  Esq.,  and  Oswald  D.  Ruby,  Esq.,  for  the 

petitioner. 

Thomas  P.  Dudley,  Jr.,  Esq.,  for  the  respondent. 

These  are  proceedings  for  recletermination  of  deficiencies  in  income 
and  profits  taxes  as  follows:  Docket  No.  8618,  deficiencies  for  the 
years  1917  and  1918  in  the  respective  amounts  of  $1,388.09  and 
$2,984.32;  Docket  No.  21981,  deficiency  for  the  year  1920  in  the 
amount  of  $2,808.24. 

The  petitioner  alleges  that  the  respondent  erred : 

(1)  In  refusing  to  assess  its  excess-profits  taxes  for  the  year  1917  under 

section  209  of  the  Revenue  Act  of  1917. 

(2)  In  denying  the  petitioner  classification  as  a  personal  service  corporation 
for  the  years  1918  and  1920,  under  section  200  of  the  Revenue  Act  of  1918. 

(3)  In  reducing  petitioner’s  invested  capital  for  the  year  1920  (a)  by 
$4,372.41,  representing  proposed  additional  taxes  for  the  years  1917  and  1918, 
and  (b)  by  $2,250.39,  representing  income  and  excess-profits  taxes  for  the  year 
1919,  prorated. 

(4)  In  the  use  of  improper  comparatives  in  computing  petitioner’s  profits 
taxes  for  the  year  1920  under  sections  327  and  328  of  the  Revenue  Act  of  1920. 

No  evidence  was  offered  in  support  of  assignments  of  error  Nos. 
3  and  4  above. 

findings  of  fact. 


The  petitioner  is  an  Illinois  corporation  with  its  principal  office 
at  Chicago.  It  was  organized  September  11,  1903,  with  an  author¬ 
ized  capital  stock  of  $50,000,  divided  into  5,000  shares  of  $10  par 
value.  The  object  for  which  it  was  formed  as  stated  in  its  charter  is 
“to  act  as  shippers’  agent  for  the  purpose  of  accumulating  and 
forwarding  household  goods  from  and  to  all  points  in  the  United 


States  and  foreign  countries,  transferring  and  storing  same.” 

For  several  years  prior  to  May  25,  1915,  the  company  had  been 
operating  at  a  loss.  The  owners  and  officers  during  those  years 
were  operators  of  warehouse  and  transfer  companies  on  the  Pacific 
coast  and  they  lacked  the  experience  in  traffic  management  necessary 
in  the  conduct  of  the  company’s  business. 
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May  25,  1915,  F.  L.  Bateman  and  W.  L.  Taylor,  as  parties  of  the 
second  part,  entered  into  a  certain  contract,  the  material  portions  of 
which  may  be  summarized  as : 

1.  Certain  of  the  petitioner’s  stockholders  agreed  to  sell  and  deliver  to  Bate¬ 
man  and  Taylor  on  May  25,  1915,  all  of  the  capital  stock  of  the  Bekins  House¬ 
hold  Shipping  Company  and  the  American  Forwarding  Company,  both  Illinois 
corporations. 

2.  The  purchase  price  agreed  upon  was  $35,000  payable  in  installments  of 
$5,000,  the  first  payment  to  be  completed  on  May  25,  1915,  and  subsequent  pay¬ 
ments  to  be  made  as  follows :  November  15,  1915,  and  May  15tli  of  each  of  the 
years  191G  to  1920,  inclusive.  There  was  an  unconditional  obligation  that  the 
first  $15,000  be  paid  but  payment  of  the  remaining  $20,000  was  contingent  on 
the  maintainence  of  freight  rates  at  a  named  minimum  rate  per  hundred  weight 
between  May  15,  1916,  and  May  15,  1920. 

3.  Bateman  and  Taylor  were  to  receive  on  May  25,  1915,  “The  entire  good 
will,  corporation  records,  seals,  charters,  books  of  account,  stationery,  adver¬ 
tising  matter,  office  furniture  and  equipment”  of  both  corporations  and  all 
goods  on  hand  held  as  bailee  for  shipping  purposes,  etc. 

4.  There  was  a  provision  for  adjustment  of  accounts  upon  the  Bekins  Com¬ 
pany’s  receipt  of  advances  theretofore  made  by  it  for  shippers. 

5.  The  vendors  were  to  save  the  companies  free  of  existing  liabilities  except 
those  arising  from  leases  of  offices  and  freight  loading  stations. 

6.  The  vendors  further  agreed  that  they  would  refrain  from  engagement  in 
the  freight  forwarding  business  within  a  prescribed  territory  and  that  they 
would  extend  their  personal  good  will  to  the  Bekins  Company  for  a  period  of 
five  years. 


Hie  $35,000  purchase  price  was  paid  in  accordance  with  the  con¬ 
tract.  The  only  physical  assets  transferred  consisted  of  office  furni¬ 
ture  of  the  Bekins  Company  of  the  value  of  $300. 

The  record  contains  no  further  mention  of  the  American  For¬ 


warding  Co. 

I  pon  execution  of  the  said  contract  certificates  for  all  the  outstand¬ 
ing  stock  of  the  Bekins  Company  were  delivered  to  Bateman  and 
-Ta}  lor,  surrendered  to  the  company,  and  canceled.  Thereupon  cer¬ 
tificates  for  2,4041/2  shares  were  issued  to  each  of  the  men  named  and 
a  certificate  for  the  remaining  71  shares  was  issued  to  Fred  C.  Bender. 
Bateman  then  became  president,  Bender  vice  president,  and  Taylor 
seci  etai}  -treasurer.  The  three  men  mentioned  also  became  the 
directors  of  the  corporation. 

On  October  31,  1917,  Benders  certificate  was  canceled,  and  certifi¬ 
cates  lor  3514  shares  each  were  issued  to  the  wives  of  Bateman  and 
la}loi,  and,  further,  on  January  1<,  1910,  the  petitioner’s  authorized 
capital  stock  was  reduced  from  $50,000  to  $5,000,  all  outstanding 
stock  cei  tificates  were  canceled  and  Bateman  and  Taylor  were  then 
ed(  )i  issued  a  certificate  for  2414  shares  and  one  F.  C.  Bancaster  was 
issued  a  certificate  for  1  share.  ^Lancaster  held  his  share  merely  to 
qualify  as  a  corporate  director.  Par  value  of  these  shares  was  $100. 
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7o  other  changes  in  stock  ownership  occurred  during  the  years 
lerein  involved. 

There  is  no  explanation  of  the  apparent  discrepancies  as  to  stock 
•wnership. 

Upon  acquiring  ownership  of  its  stock,  Bateman  and  Taylor  reor¬ 
ganized  the  petitioner’s  business.  The  offices  were  moved  to  a  build- 
ng  in  which  were  located  other  of  Bateman’s  and  Taylor’s  business 
nterests,  expenses  were  reduced  by  decreasing  the  number  of  em- 
)loyees,  and  methods  of  conducting  the  business  were  adopted  to 
fleet  efficiency  and  economies.  Branch  offices  were  discontinued 
xcept  one  at  Buffalo,  N.  Y. 

On  May  28,  1915,  Bateman  and  Taylor  paid  into  the  company 
2,000,  which  was  credited  to  them  in  a  joint  partnership  account, 
fifteen  hundred  dollars  was  withdrawn  and  charged  to  the  same 
ccount  on  July  1,  1916,  and  a  similar  withdrawal  of  $3,000  was 
uade  December  6,  1915.  These  withdrawals,  totaling  $4,500,  repre- 
ent  all  advances  made  to  and  profits  earned  by  the  company  to  the 
late  last  mentioned. 

May  28,  1915,  Bender  was  credited  with  $500  on  account  of  money 
>aid  into  the  petitioner  by  him.  January  1,  1918,  this  amount  was 
barged  to  Bender  and  credited  in  equal  shares  to  Bateman  and 
Taylor. 

No  advances  were  made  to  the  petitioner  by  Bateman  or  Taylor 
ior  did  petitioner  borrow  any  money  from  banks  during  the  years 
917,  1918,  and  1920. 

F.  L.  Bateman’s  experience  in  the  freight-forwarding  business 
•egan  in  1900,  after  seven  years  of  executive  experience  in  freight* 
lepartments  of  various  railroads.  His  railroad  experience  included 
upervision  of  freight  claim  and  traffic  departments,  and  of  special 
fast  freight  ”  lines  which  rendered  a  service  comparable  to  that  of 
he  petitioner. 

M.  L.  Taylor’s  experience  in  the  freight-forwarding  business  dates 
rom  1904,  prior  to  which  he  had  been  with  various  railroads  as  a 
reight  and  ticket  agent,  rate  clerk  and  soliciting  freight  agent,  and 
dth  a  large  manufacturing  concern  at  Chicago  as  traffic  manager. 

At  times  prior  to  and  during  the  years  involved  Bateman  had  been 
Filiated  with  and  had  held  office  in  many  trade  organizations. 
Imong  them  were  the  Illinois  Furniture  Warehousemen’s  Associa- 
ion,  which  he  served  as  president  and  vice  president ;  the  Traffic  Club 
f  Chicago,  president,  vice  president  and  director ;  Chicago  Associa- 
ion  of  Commerce,  vice  president  and  director;  Illinois  Manufac- 
ureis  Association;  Chicago  furniture  Manufacturers  Association; 
iul  the  American  Warehousemen’s  Association.  He  was  one  of  the 
•rganizers,  a  director,  and  the  first  president  of  the  National  Fnrni- 
12029 — 28 - 8 
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ture  Warehousemen’s  Association  and  a  member  of  the  committe* 
which  framed  the  uniform  Warehouse  Receipts  Act  adopted  by  4 
States. 

Taylor  was  a  member  of  substantially  the  same  trade  organization 
as  those  to  which  Bateman  belonged. 

Through  his  extensive  and  prominent  connections  in  the  freight 
forwarding  business  and  in  associated  trade  lines  Bateman  had  ac 
quired  wide  personal  contacts  and  a  reputation  for  skill,  efficiency 
and  reliability  among  the  persons  and  concerns  which  constitute( 
the  main  sources  of  the  petitioner’s  business. 

Taylor  had  a  wide  acquaintance  in  manufacturing  circles  and  thes 
contacts  made  certain  sources  of  business  available  to  petitioner.  I 
requires  a  large  box  car  to  load  a  minimum  of  20,000  pounds  of  house 
hold  furniture  because  such  articles  are  bulky.  Taylor’s  influenc 
among  railroad  officials  was  particularly  useful  during  the  war  year 
herein  involved  in  securing  suitable  cars  despite  shortages  thereof. 

For  many  years  prior  to  1915,  Bateman  and  Taylor  were  inter 
ested  in  the  Transcontinental  Freight  Co.,  which  was  engaged  in  ; 
business  similar  to  petitioner’s,  but  specializing  in  a  different  clas, 
of  freight.  The  Transcontinental  Co.  was  chiefly  a  forwarder  o 
machinery,  automobiles,  etc.,  while  the  petitioner’s  business  wa 
concerned  with  household  furniture.  The  Transcontinental  Co.  ha( 
shipping  space  in  the  freight  sheds  of  the  Union  Pacific  Railroad 
Bateman  and  Taylor  desired  to  acquire  the  petitioner,  among  othe 
reasons,  because  it  shipped  via  the  Santa  Fe,  and  they  considered  i 
advisable  to  supply  tonnage  to  each  of  these  transcontinental  line 
'  in  order  to  retain  their  good  will. 

The  business  of  the  petitioner  is  predicated  upon  a  differential  h 
freight  rates  on  carload  and  less  than  carload  lots.  A  minimum  o 
20,000  pounds  is  required  to  secure  the  carload  rate  which  average 
much  lower  than  the  per  hundredweight  rate  on  less  than  carloat 
lots.  The  petitioner  would  assemble  small  lots  from  various  con 
signors  and  ship  in  carloads.  The  advantage  of  the  carload  rat 
would  then  be  secured  by  the  petitioner,  and  it  could  apportion  rate 
among  the  consignors  at  a  price  per  hundredweight  considerably 
lower  than  the  less  than  carload  rate  of  the  carrier  but  aggregating 
sufficient  to  allow  the  petitioner  a  profit  to  the  extent  that  the  tota 
received  on  a  car  exceeded  the  carload  rate  charged  bv  the  carriei 
Freight  is  classified  by  character  for  rate-making  purposes  and  : 
carload  must  be  all  of  the  same  character  to  secure  the  carload  rate 
It  is  for  this  reason  that  the  petitioner  specialized  in  forwardin' 
household  furniture. 

The  principal  portion  of  the  petitioner’s  business  was  in  the  for 
warding  of  shipments  to  the  west  coast  and  intermediate  points 
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3usiness  was  acquired  largely  through  warehouse  and  transfer  con¬ 
cerns,  through  traffic  managers  of  manufacturing  plants,  etc.,  who 
lad  charge  of  the  shipment  of  the  household  goods  of  employees 
ransferred  to  coast  points,  through  solicitation  of  persons  whom  rail- 
oad  freight  and  ticket  agents  advised  the  petitioner  were  contem- 
)lating  migration  to  coast  points,  and  from  furniture  manufacturers. 

The  reference  of  business  and  sources  of  business  to  the  petitioner 
>y  warehousemen  and  transfer  concerns  was  due  to  the  reputations 
if  Bateman  and  Taylor  for  satisfactory  service  in  the  forwarding  of 
roods  and  to  their  wide  acquaintance  and  prominent  positions  among 
>ersons  having  influence  or  control  over  such  sources  of  business. 
3usiness  and  information  of  sources  of  business  came  to  the  peti- 
ioner  through  the  attribution  of  the  same  qualities  to  Taylor,  by  his 
acquaintances  among  traffic  managers,  furniture  manufacturers,  etc. 

Railroad  employees  referred  business  or  information  of  sources  of 
>rospective  business  to  the  petitioner  with  the  view  of  shipments 
^oing  out  over  the  lines  of  their  employers. 

Immediately  upon  acquiring  the  stock  of  the  petitioner  Bateman 
md  Taylor  caused  announcement  thereof  to  be  disseminated  among 
msiness  sources.  The  petitioner’s  volume  of  business  reflected  this 
mnouncement  by  an  immediate  substantial  increase. 

The  conduct  of  the  business  required  a  knowledge  and  understand- 
ng  of  the  principles  of  railroad  freight  rate  structures,  freight 
raffic,  and  consolidation  of  freight  shipments.  Knowledge  of  freight 
•ate  structures  and  freight  traffic  was  necessary  in  order  that  the 
)etitioner  might  compute  its  rates  for  consignors,  determine  the  most 
dvantageous  routings,  etc.  Bateman  and  Taylor  were  both  ac- 
[uainted  with  the  principles  of  freight  rate  structure,  freight  traffic, 
md  consolidation  of  freight,  and  each  was  competent  to  compute 
he  rates  charged  by  the  petitioner.  Schedules  of  the  petitioner’s 
•ates  were  prepared  by  them  and  were  available  to  the  petitioner’s 
■mployees  in  the  conduct  of  the  business.  In  some  instances  copies 
)f  such  schedules  were  furnished  warehousemen,  transfer  concerns, 
;tc.,  to  enable  them  to  quote  the  petitioner’s  rates.  Changes  in  such 
schedules  were  also  prepared  by  the  stockholders  mentioned  when 
lecessitated  by  changes  in  railroad  freight  rates. 

•  Bateman  and  Taylor  endeavored  to  secure  business  contacts  and 
mgaged  in  solicitation  for  the  petitioner.  Each  traveled  to  a  con¬ 
siderable  extent,  taking  advantage  while  so  doing  of  such  oppor- 
unities  as  arose  to  further  the  petitioner’s  interests.  These  business 
rips  were  also  in  the  interest  of  other  concerns  in  which  they  were 
ictive.  By  an  agreement  between  them,  one  or  the  other  was  always 
n  Chicago  and  available  for  consultation  and  direction  of  the 
msiness.  Each  of  them,  in  fact,  personally  conducted  a  portion  of 
he  petitioner’s  business  transactions. 
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No  capital  stock  account  appears  on  the  books  of  the  company  until 
November,  1918,  when  $5,000  was  set  up,  showing  an  intent  o 
dating  the  entries  as  of  January  1,  1918. 

From  November,  1918,  until  1920,  the  books  showed  a  number  o 
journal  entries  and  a  number  of  correcting  journal  entries  to  offse 
them.  The  final  result  of  these  numerous  journal  entries,  after  elim 


inatirm  the  correction  entries  is  as  follows: 

Dr. 

Cr. 

Good  will - 

Furniture  and  fixtures - 

W.  L.  Taylor - 

_  $34,700.00 

300.00 

$15,000.0 

F.  L.  Bateman - 

15,  000. 0 

Capital  Stock  a/c - 

5,  000.0 

35,  000.  00 

35,  000. 0 

Some  of  the  above  mentioned  journal  entries  set  up  notes  payabl 
amounting  to  $15,000.  These  notes  also  appear  upon  the  balance 
sheets :  $10,000  at  December  31,  1918,  and  $5,000  at  December  31 
1919. 

These  notes  were  personal  obligations  of  Bateman  and  Taylo 
carried  through  the  petitioner’s  books.  They  were  later  charged  ol 
through  other  journal  entries.  When  paid  with  checks  of  the  com 
pany  they  were  charged  equally  to  the  accounts  of  Bateman  and 

Taylor.  r.' 

The  company  at  no  time  during  the  years  1917  to  1920,  inclusive 

had  any  notes  payable  outstanding. 

Balance  sheets  of  the  petitioner  as  per  the  books  and  as  amende^ 
are  as  follows: 

December  3J,  J!)16 


As  per  books 

Amende 

- - - 

Assets: 

A  rprpivahlp.  __  -  _ 

$3, 906. 04 

1,841.35 

141.81 

$3, 906.  ( 
1,841.: 
141.fi 

Oflsh  _ ---- 

T  'Rftk’ins  _  _  _ 

F  T.  Rat.pman  -  _ 

1,250.00 

1,250.  00 

W.  L.  Taylor..  . . . . 

Total  . . . 

8,  389.  20 

2,  202.  82 

1,400.  25 

500.00 

43.  25 

5, 000.00 
4,  700.  00 

4,  242.  88 

6. 189. ; 

-  -=j 

2,  202.  > 
1,400.6 
500.  (■ 
43. 1 

300.  ( 

•  1,742.' 

Liabilities: 

A  w>niint.s  navahlp  - _ _ 

Trnn<;-Cnn  tinnnt.nl  Frnierht  Co  -  _  _ 

F  P  Rpnrlar  _  _ 

P  O  Pink  _  _ 

Panit.nl  st.oplf  _  _  _ -  _  _ 

Cnnit.nl  imnairmnnt.  .  _ 

Earned  surplus . . . . 

Total  . . . 

8, 389.  20 

6,  ISO. : 
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December  SI,  1917 


As  per  books 

Amended 

Assets: 

Appoints  receivable  _  _  _  _  _ 

$7, 008. 34 

385.  08 

3,  750.  00 

3,  750.  00 

142.  66 

$7, 008.  34 
385. 08 

Hash  _  .  _  _  _  _  -  _ _ 

F  L  Bateman  ..  -  _  _ _ -  _ 

W  L  Tavlor  _ _ 

.T  Bekins  _ _ _ _ _ _ _ 

142.  66 
300.  00 

Offipp.  furniture  _  _  _  _  _  __  - 

Total  _  _  -  -  _  -  _ 

15, 036.  08 

7,  836.  08 

Liabilities: 

Aeennnts  payable  _ _  __ _ _  _  _  _  _  _ _ 

1,  002.  54 

2, 376.  61 

777.  68 

5, 000.  00 
4,  700.  00 

1, 002.  54 

2,  376.  61 
777.  68 

300.  00 

3,  379.  25 

Trans-Continental  Freight  Co  _ _  _  _ _ 

A  enmrnts  payable — Miscellaneous  -  _  _ 

Capital  stock  _  _  _  -  -  - 

Less:  Capital  impairment _  _  _ 

Earned  surplus  _  _  - _ _ _ 

10, 879.  25 

Total  _  .  _  --  _  _ 

15, 036.  08 

7,  836.  08 

December  SI,  1918 


As  per  books 

Amended 

Assets: 

Cash  _  _  -- 

$2, 820.  54 

10, 810. 05 

300. 00 

34,  700. 00 

$2, 820.  54 
10,  810.  05 
300.  00 

Accounts  receivable _ _ _  _ _ _ 

Office  furniture _  - _ _  - . - 

Good  will  __  _  _  _ 

Total-. . - _ _  _  _  _  _ 

48,  630.  59 

13,  930.  59 

Liabilities: 

Notes  payable _ _ _ _ _ _  .. 

10, 000. 00 

2,  465.  63 

4,  000.  00 

4,  000.  00 

2,  580. 16 

5, 000.  00  5, 000.  00 
4,  700.  00 

Accounts  payable _ _ -  _ _ _ _ _ 

2,  465.  63 

F.  L.  Bateman _ _ _ _ _ _  _ 

W.  L.  Taylor _ _ _  _ 

Trans-Continental  Freight  Co_  .  _ 

2,  580. 16 

300.  00 

8,  584.  80 

Capital  stock _  _ _ _ _ _  _  -  _ 

Less:  Capital  impairment _ _ _ 

Earned  surplus. .  . . . 

20,  584. 80 

Total _ _ _ _  .  . . . 

48,  630.  59 

13, 930.  59 

December  SI,  1919 


As  per  book 

Amended 

Assets: 

Cash. _ _ _ _  .  . 

$5, 152.  95 

16, 910.  51 

5, 865. 81 

412.  70 

34,  700.  00 

$5, 152. 95 
16, 910. 51 
5, 865. 81 
412.  70 

Accounts  receivable _  _  .  _  ...  ...  _ 

Trans-Continental  Freight  Co  _  ...  ...  _  . 

Office  furniture . .  ..  _  _  . 

Good  will  purchased- ----- _ _  _  _  . 

Total _ _ _ _ _  .  .  _  ...  .  .  .. 

63, 041.  97 

28,  341.  97 

Liabilities: 

Notes  pay  able _ _ _  _ 

5,  000.  00 

3,  414.  44 

4,  000.  00 

4,  000.  00 

5, 000.  00  5,  000.  00 
.  4,700.00 

Accounts  payable — general. ..  _ _ _  _ 

3,  414.  44 

F.  L.  Bateman.  .  _ _ _  ..  .  _  _ 

W.  L.  Taylor _ _ _  _ 

Capital  stock _ _ _  ..  ... 

300.  00 
24,  627.  53 

Less:  Capital  impairment _ _ _ _ 

Earned  surplus . . . . . 

41,  627.  53 

Total-- . . . .  .  . . 

63,  041. 97 

28,  341.  97 
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December  31,  1920 


As  per  book 

Amended 

Assets: 

Pash  _ 

$6, 184.  45 

$6,184.45 

A  ppnnnt*?  rpppi Vfthdp.  _ - _ 

11,021.79 

11,021.79 

Tranc-Crmt.inpnt.fll  Freight.  Co  _ _ 

4,  439.  23 

4,  439.  23 

TTnitpd  St.At.es  hnnds  _  _ 

10,  000.  00 

10, 000. 00 

Offinp  fnrnit.  nr  ft  _ 

379.  70 

379. 70' 

Tlpfprrpd  interest  _  _ 

44. 16 

44. 16! 

fined  will  nnrehased  _ 

34,  700.  00 

. 

V  T.  "Rntpmnn  -  _ 

1,500.00 

W  L  Taylor  _ 

1,500.00 

- 1 

Total . . . - . 

69,  769.  33 

32,  069.  33 

Liabilities: 

A  ppnnnt.s  nflvflhlft  _ 

2, 877.  34 

2, 877. 34 

Pflnit.nl  st.nek  _ 

5, 000.  00  5,  000.  00 

Less-  Capital  impairment _ _ _ 

 4,700.00 

300.00 
28,  891.99 

Earned  surplus  _  -  .  _ _ _ 

61,  891.  99 

Total  _ ------ 

69,  769.  33 

32, 069.  33i 

*  1 

Liabilities  due  Bateman  and  Taylor  on  certain  of  the  above  bal¬ 
ance  sheets  result  from  crediting  them  with  $15,000  each,  as  shown 
in  the  journal  entries,  charging  the  same  to  good  will  and  reducing 
the  said  credits  by  withdrawals. 

The  amendments  to  the  balance  sheets  consist  (1)  in  the  elimina¬ 
tion  of  $34,700  set  up  for  good  will  in  1918;  (2)  elimination  of 
$15,000,  notes  payable;  (3)  elimination  of  credits  of  $15,000  each  to 
Bateman  and  Taylor,  transferring  what  would  otherwise  appear  on 
the  books  as  debit  balances  of  Bateman  and  Taylor  to  surplus  ac¬ 
count  ;  (4)  setting  up  an  asset  account  of  $300  for  furniture  and  fix¬ 
tures;  (5)  setting  up  a  capital  stock  liability  of  $5,000,  and  (6)  setting 
up  an  impaired  capital  account  of  $4,700. 

Comparative  income  and  profit  and  loss  statements  of  the  pe¬ 
titioner  follow : 


Comparative  income  and  profit  and  loss  statements,  1917-1920 


1917 

1918 

1919 

v  1920 

INCOME 

WnctKnnnH  frpicrht.  liftnartmATit  _ _ 

(0 

$24, 979. 36 

$37, 916.  00 

$54, 450. 21 
626. 3C 
78.09 

Rtnracrp  _  _ _ _ 

0) 

795. 13 

9S9.00 

0) 

569.00 

Gross  income . . 

$21,  008.  83 

25,  780. 18 

38, 905.  00 

55,154.60 

ORDINARY  AND  NECESSARY  EXPENSES 

Solnrips  wneps.  And  commissions  -  _  _ 

11,206.  81 

11,218. 45 

13, 836.  05 

22, 108.  54 
540.00 

772.91 

836.  55 

T'pamincr  _  _ ----------- 

207.99 

819.  73 

656.  40 

554. 62 
613.25 

697.  50 

380.  61 

362.23 

332.  61 

360.  29 
725.00 

39.06 

151. 70 
2,710.46 
586.60 

2,  525.  25 

1,411.12 

1, 464. 12 

508.  30 

1,200.00 

14,  320.66 

15,321.00 

17,  634.  03 

29,  550. 46 

6, 688. 17 

10,  459. 18 

21,  270. 97 

25,  604. 14 

Add^Adjustment  account  of  unrcported  cars  Dec. 

8,  675.41 

Net  taxable  income — . . . 

6, 688. 17 

10,  459.  IS 

21,  270. 97 

34,  279. 55 

i  No  details  given. 
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The  item  of  $8,675.41  added  to  1920  income  is  an  adjustment  for 
cars  unreported  on  December  31,  1920,  and  should  be  allocated  to 
west-bound  freight  shipments. 

The  amounts  expended  and  charged  on  the  books  as  “  commis¬ 
sions  ”  during  the  years  1917,  1918,  and  1920  were  $1,695.49,  $1,956.40, 
and  $4,273.77,  respectively.  These  “  commissions  55  were  paid  to  a 
large  number  of  persons  and  firms  in  amounts  ranging  from  one  to 
five  dollars. 

Accounts  receivable  were: 


Month 

1917 

1918 

1920 

January _ 

$20.  72 
93.31 
26.  72 
26.  72 
26.  72 
482.  54 

$607.  46 
616.  59 
1,  442.  52 
877.  35 
1, 111.85 
531. 96 

February _ 

March.  _ 

April _ _ 

May. . . . 

June..  _ 

Month 

1917 

1918 

1920 

July . . 

$514,  09 
709. 11 
474.  70 
244.  12 
228.  22 
6, 100.  07 

$1,  222.  22 

1,  851.  23 

2,  007.  62 
1,  924.  98 
1,  981.  58 

3,  675.  02 

August. . . 

September . . 

October..  ..  ..  .. 

November _ _ 

December _ _ 

$4,  582. 81 

Monthly  salaries  of  employees  were : 


Employee 

1917 

1918  i 

1920 

Employee 

1917 

1918  i 

1920 

F  0.  "Render 

$150 

S.  White _ _ 

$65 

$135 

J.  H.  Ring 

125 

$200 

Q.  Pearson . . 

75 

F.  C.  Lancaster 

115 

200 

M.  Keyes.. . . 

117 

F.  Byrne 

60 

125 

E.  Haskins . . 

90 

J.  White.... . 

90 

165 

1  Not  shown. 


In  addition  to  the  above  there  were  expenditures  averaging  slightly 
less  than  $20  per  month  during  1917  and  averaging  approximately 
$500  per  month  during  1920,  for  overtime,  expenses  and  extra  manual 
labor. 

The  total  amounts  expended  and  charged  for  salaries  during  1917, 
1918,  and  1920  were  $8,391.92,  $9,262.05,  and  $17,834.77,  respectively. 
For  1920  the  amount  given  is  exclusive  of  salaries  of  $50  per  month 
each  paid  to  Bateman  and  Taylor  and  totaling  $1,200  for  the  year. 
Neither  of  these  men  had  theretofore  drawn  salaries  from  the  peti¬ 
tioner,  but  they  had  each  made  withdrawals  as  follows : 


May  16,  1917 _ $2,  500 

May  18,  1918 _  2,  500 

May  15,  1919 _  2,  500 

Jan.  2,  1920 _  1,  500 


Jan.  27,  1920 _ $2,000 

July  1,  1920 _  1,  000 

Sept.  28,  1920 _  1,000 


F.  C.  Bender  was  office  manager  for  the  petitioner  until  he  sold 
his  small  stockholdings  to  Bateman  and  Taylor.  Lancaster  succeeded 
Bender  as  office  manager.  Bender’s  salary  was  $150  per  month  during 
the  entire  period  of  his  employment.  He  made  no  withdrawals. 

Joseph  H.  Bing  was  a  solicitor.  Occasionally  he  would  supervise 
the  assembly  of  a  car  or  perform  clerical  work.  When  information 
of  a  prospective  shipper  came  to  the  petitioner,  Bing  would  be  de- 
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tailed  to  solicit  the  business,  explain  the  method  of  handling  the 
freight,  etc.  Bateman  and  Taylor  also  established  contacts  for  Ring 
through  introductions,  references,  etc.  Ring  personally  initiated 
little  business  in  the  sense  of  securing  it  without  leads,  or  contacts 
furnished  by  the  principal  stockholders  personally  or  furnished  to 
the  petitioner  by  railroad  employees,  etc.  However,  he  developed 
“  considerable  ”  business  from  leads  furnished  him,  and  apparently 
from  sources  with  which  he  had  been  dealing  prior  to  May  25,  1915. 
Ring  had  been  employed  by  the  petitioner  for  approximately  three 
years  preceding  the  date  mentioned. 

Joseph  White  was  a  car-loading  foreman.  He  was  stationed  in  the 
Santa  Fe  freight  sheds,  where  the  petitioner  had  freight  space  suffi¬ 
cient  for  the  assembly  of  approximately  one  and  one-half  cars  of 
freight.  When  sufficient  freight  was  assembled,  White,  on  instruc¬ 
tion  from  the  office,  would  order  a  car,  engage  two  or  three  of  the 
casual  laborers  available  in  the  vicinity  and  superintend  their  loading 
of  the  freight.  The  allotment  of  specific  articles  to  a  car,  i.  e.,  the 
consolidation  of  freight,  was  directed  by  the  office  employees.  Joseph 
White  also  received  and  unloaded  such  cars  as  came  consigned  to  the 
petitioner  which  are  herein  designated  as  “  east  bound.” 

Lancaster  and  Ring  had  each  been  in  the  freight-forwarding 
business  for  about  five  years  prior  to  those  herein  involved. 

S.  White  was  an  assistant  of  Joseph  White.  The  remainder  of  the 
employees  were  stenographers,  etc.,  in  the  office.  Various  ones  among 
them  computed  petitioner’s  charges  from  the  schedules,  arranged  the 
consolidation  of  freight  and  the  routing  of  cars.  To  an  extent  not 
revealed  by  the  record,  Bateman  and  Taylor  performed  or  directed 
these  services.  They  determined  the  petitioner’s  policies  in  all  such 
matters. 

The  petitioner  leased  space  in  the  freight  sheds  of  the  Santa  Fe 
railroad,  where  it  assembled  shipments  until  sufficient  for  a  carload 
was  ready.  The  rental  of  this  space  was  approximately  $50  per 
month.  All  of  petitioner’s  business  went  out  over  the  Santa  Fe, 
which  switched  the  cars  to  other  lines  when  necessary. 

Computations  of  charges  to  shippers  were  made  in  the  petitioner's 
office  and  forwarded  to  the  warehouse  or  transfer  firms  to  whom  peti¬ 
tioner  consigned  its  cars.  Appropriate  papers  were  forwarded  to 
such  consignees  and  collection  was  made  by  them.  The  consignees 
paid  the  freight  charges,  deducted  payment  for  their  services  and 
remitted  the  petitioner’s  share  of  the  proceeds  to  it.  If  goods  were 
unclaimed  and  their  subsequent  sale  price  proved  insufficient  to  cover 
freight  charges,  etc.,  the  consignees  bore  the  loss  in  accordance  with 
trade  practice. 

More  than  50  per  cent  by  volume  of  the  goods  handled  by  tiie 
petitioner  was  west-bound  freight.  Such  east-bound  shipments  as  it 
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received  were  from  correspondents  at  coast  points.  There  was  very 
little,  if  any,  profit  to  the  petitioner  on  east-bound  shipments  but 
they  were  handled  as  a  convenience  to  west-coast  correspondents  and 
because  of  the  possibility  that  the  shippers  would  sometime  transmit 
goods  west  and  made  use  of  the  petitioner’s  services  in  doing  so. 
Business  of  such  correspondents  could  have  been  retained  even  if 
the  petitioner  refused  to  handle  east-bound  shipments.  In  some 
instances  the  petitioner  advanced  freight  charges  on  shipments 
received  from  its  west-coast  correspondents.  In  a  majority  of  such 
cases  these  freight  charges  were  collected  from  the  consignees  before 
payment  was  made  to  the  carrier. 

Freight  charges  were  advanced  by  the  petitioner  on  east-bound 
shipments  in  four  instances  during  1917,  the  total  being  $1,307.78;  in 
four  instances  during  1918,  totaling  $1,359.18;  and  in  two  instances  in 
1920,  totaling  $910.91. 

The  petitioner’s  office  at  Buffalo  was  in  charge  of  a  man  named 
Bayer,  who  worked  on  a  commission  basis.  Bayer’s  duties  were 
substantially  similar  to  those  of  Lancaster  in  the  Chicago  office,  and 
in  addition  he  solicited  business.  After  acquiring  control  of  the 
petitioner,  Bateman  and  Taylor,  when  visiting  Buffalo,  introduced 
Bayer  to  warehousemen,  etc.,  in  that  territory.  Subsequently 
there  was  an  increase  in  business  of  the  Buffalo  office.  Amounts 
paid  Bayer  averaged  approximately  $250  per  month.  During  1920, 
Bayer  also  represented  the  Transcontinental  Co.  at  Buffalo.  Bate¬ 
man  or  Taylor  spent  approximately  four  days  per  month  in  Buffalo. 

The  petitioner’s  Chicago  offices  were  in  the  same  building  and 
adjoined  those  of  the  Transcontinental  Freight  Co.  and  the  Chicago 
Forwarding  Co.,  in  each  of  which  Bateman  and  Taylor  were  the 
principal  stockholders.  The  two  companies  mentioned  each  did  a 
larger  volume  of  business  than  the  petitioner,  and  each  required  a 
larger  percentage  of  the  time  of  Bateman  and  Taylor.  The  com¬ 
panies  maintained  separate  office  forces.  Business  was  sometimes  di¬ 
verted  from  one  of  the  companies  to  another  to  effectuate  service. 
During  the  years  herein  involved  it  was  the  custom  of  both  Bateman 
and  Taylor  to  devote  from  10  to  14  hours  per  working  day  in  Chicago 
to  the  affairs  of  these  three  companies. 

In  each  of  the  concerns  listed  below  Bateman  and  Taylor  held 
stock  interests  and  were  officers,  and  each  received  salaries  as  follows : 


Company 

Office 

Salary 

Bateman 

Taylor 

1917 

1918 

1920 

Bp, kins  Tf  R  Cn 

President 

Secretary-treasurer _ 

$600 
30, 000 
9,  000 

Transcontinental  Freight  Co. 
Chifiagn  Ford  Co 

do 

_  ...do _ _  _ _ 

$18, 000 
5, 000 
1,040 

$25, 000 
5, 000 

Secretary _ 

Not  shown..  . . 

Chicago  T  W  Co 

Not  shown 

Secretary-treasurer _ 
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No  part  of  the  petitioner’s  income  during  the  years  1918  and  1920 
was  derived  from  trading  as  a  principal. 

OPINION. 

\ 

Love:  Section  209  of  the  Revenue  Act  of  1917  provides  for  a 
profits  tax  of  8  per  cent  “  in  the  case  of  a  trade  or  business  having 
no  invested  capital  or  not  more  than  a  nominal  capital.” 

The  petitioner  contends  that  in  1917,  it  had  only  a  nominal  capital, 
and  hence  is  entitled  to  assessment  under  section  209  of  the  Revenue 
Act  of  1917.  The  respondent  contends  to  the  contrary. 

The  corporation,  from  the  date  of  its  charter  in  1903,  to  January 
17,  1916,  had  outstanding  capital  stock  of  the  par  value  of  $50,000. 
What  the  consideration  paid  in  for  that  stock  was  is  not  disclosed. 

On  January  17,  1916,  the  capital  stock  was  reduced  to  $5,000  and 
all  the  old  certificates  were  called  in  and  canceled.  The  value  of  the 
tangible  assets  at  that  date  was  $300.  If  it  had  any  other  assets, 
they  were  intangible.  The  Commissioner  determined  that  it  did  have 
intangible  assets,  and  determined  their  value  at  $34,700.  As  above 
indicated,  the  record  is  silent  as  to  what  those  intangible  assets,  if 
any,  consisted  of,  otherwise  than  being  designated  as  good  will,  and 
what  their  value,  if  any  they  had,  was;  and  as  Bateman  and  Taylor 
in  1915  paid  $35,000  for  all  the  capital  stock,  and  as  there  were  $300 
worth  of  tangible  assets,  the  Commissioner  took  the  difference, 
$34,700,  and  allocated  that  amount  to  good  will. 

Regardless  of  the  nature  of  those  intangible  assets,  and  their 
market  value,  the  capital  stock  in  1916  was  reduced  to  $5,000;  hence 
in  1917  there  was  only  $5,000  par  value  of  stock  outstanding.  Sec¬ 
tion  207  of  the  Revenue  Act  of  1917  provides  a  limitation  for  in¬ 
vested  capital  purposes  on  such  intangible  assets  as  good  will,  limit¬ 
ing  the  same  to  20  per  cent  of  the  total  capital  stock.  The  capital 
stock  being  $5,000  in  1917,  its  statutory  invested  capital  for  that 
year  was  $1,300.  There  is  nothing  in  the  record  to  indicate  that 
the  so-called  good  will  assets  had  any  actual  value,  at  most,  in  excess 
of  the  amount  at  which  it  was  limited  by  statute.  And  there  is  noth¬ 
ing  in  the  record  to  indicate  that  petitioner  in  1917  had  any  substan¬ 
tial  amount  of  revenue-producing  capital  in  excess  of  its  statutory 
invested  capital.  The  $1,300  invested  capital  for  the  corporation 
here  involved,  doing  the  amount  of  business  which  the  record  dis¬ 
closes  it  did,  is  but  a  nominal  capital  and  entitles  it  to  assessment 
under  section  209  of  the  Revenue  Act  of  1917. 

The  next  problem  for  solution  is  to  decide  whether  or  not  peti¬ 
tioner.  for  the  years  1918  and  1920,  is  entitled  to  personal  service 
classification  under  section  200  of  the  Revenue  Act  of  1918. 
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In  the  instant  case  the  record  discloses  that  much  of  the  income  was 
he  direct  result  of  personal  solicitation  by  persons,  other  than  the 
>rincipal  stockholders,  and  much  of  the  actual  physical  work  incident 
o  the  harvesting  of  that  income  was  performed  by  persons  other  than 
tockholders.  Still,  the  record  clearly  shows  that  the  large  volume 
>f  business  transacted  by  the  petitioner  flowed  to  it  by  reason  of  the 
ixtended  range  of  acquaintanceship  on  the  part  of  Bateman  and 
Paylor,  the  two  principal  stockholders,  carrying  throughout  that 
•ange  of  acquaintanceship  the  prestige,  good  will,  and  knowledge  on 
he  part  of  customers  of  the  integrity,  business  ability,  and  efficiency 
>f  service  known  to  exist  in  those  two  men.  The  whole  record  bears 
>ut  the  conclusion  that  without  those  two  men  acting  as  the  directing 
md  responsible  head  of  the  business,  its  profits  would  have  been 
legligible  and  it  probably  would  have  suffered  a  loss,  as  it  did  prior  to 
ts  being  taken  over  by  Bateman  and  Taylor. 

Under  the  facts  of  this  case  petitioner  is  held  entitled  to  personal 
service  classification  for  the  years  1918  and  1920. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 


George  La  Monte  &  Son,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 


Docket  Nos.  10115,  21531.  Promulgated  September  13,  1928. 

1.  A  corporation  in  1905  acquired  a  business  and  in  addition  to 
stock  issued  to  former  owners  it  agreed  to  pay  them  “  a  sum  equal 
to  12%%  of  the  net  profits  ”  throughout  its  existence.  Held  sums  so 
paid  in  1920,  1921  and  1922  were  not  deductible  as  ordinary  and 
rpenses. 

^allowance  of  such  deductions  in  computing  net  income 
irry  with  it  the  necessity  of  including  the  amount  thereof 
fd  capital. 

olloy ,  Esq.,  for  the  petitioner. 

,  Esq.,  for  the  respondent. 


These  proceedings  result  from  determinations  of  deficiencies  in 
ncome  and  profits  taxes  as  follows:  for  1920,  $7,444.98;  for  1921, 
>1,667.73 ;  for  1922,  $3,533.84. 

Petitioner  alleges  error  with  reference  to  the  following  issues : 
(1)  deductions  have  been  disallowed  of  payments  to  George  La  Monte 
md  George  M.  La  Monte  made  in  accordance  with  an  agreement 
nade  on  or  about  January  30,  1905,  as  follows:  in  1920,  $17,304.11; 
n  1921,  $7,360.89;  in  1922,  $28,270.73;  (2)  in  event  such  disallow- 
mce  was  not  erroneous,  then  respondent  erred  in  failing  to  include 
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the  said  payments  in  invested  capital  for  each  of  the  taxable  year 
(3)  respondent  erred  in  reducing  invested  capital  for  1920  and  19$ 
by  prior  years’  income  and  profits  taxes.  This  issue  was  abandon* 
at  the  hearing. 

Upon  motion  duly  made  and  granted  the  appeals  were  consolidate 
for  purposes  of  hearing  and  decision. 


FINDINGS  OF  FACT. 


Petitioner  is  a  New  Jersey  corporation  with  its  principal  office 


New  York,  N.  Y.,  and  is  engaged  in  the  manufacture  and  sale  c 
safety  paper.  It  was  formerly  known  as  The  Kingsland  Pap* 
Mills. 

Prior  to  1904,  George  La  Monte  &  Son,  a  New  York  corporation 
and  4  he  Kingsland  Paper  Mills,  a  New  Jersey  corporation,  wei 
separately  engaged  in  the  manufacture  of  safety  paper.  They  wei 
competitors.  The  La  Monte  concern  had  been  in  business  since  aboi 
1850,  when  George  La  Monte  had  originated  the  safety  paper.  Th 
Kingsland  corporation  started  in  business  a  good  many  years  late 
and  manufactured  a  paper  known  as  “  Bankers’  Safety  Paper.”  I 
1904  the  proposition  was  conceived  to  merge  the  two  corporation; 
Pending  an  outcome  of  the  ensuing  negotiations  the  products  of  hot 
corporations  were  handled  from  their  joint  account  during  a  perio< 
of  about  one  year  by  the  “  Hudson  Trading  Company.”  In  January 
1905,  the  stockholders  of  George  La  Monte  &  Son  were  George  L 
Monte  and  his  son,  George  M.  La  Monte,  and  the  stockholders  of  Th 
Kingsland  Paper  Mills  were  John  Howe,  W.  L.  Sergeant,  ant 
Thomas  J.  O’Neil. 


The  following  agreement  was  entered  into: 

This  Agreement,  made  this  30th  day  of  January  Nineteen 
between  George  La  Monte  &  Son,  a  corporation  organized  i 
the  State  of  New  York,  party  of  the  first  part,  Tiie  Kingsi. 
a  corporation  organized  under  the  laws  of  the  State  of  New 
the  second  part,  George  La  Monte  and  George  M.  La  Monte,1 
third  part,  and  Wiliam  L.  Sergeant,  Thomas  J.  O’Neill  and1 
parties  of  the  fourth  part,  witnesseth,  that  the  said  parties  hereto  do  hereb; 
mutually  covenant  and  agree  to  and  with  each  other  as  follows,  viz: 

The  party  of  the  second  part  agrees  forthwith  to  amend  its  certificate  of  in 
corporation  by  increasing  its  authorized  capital  to  the  sum  of  $342, S00.  and  ti 
issue  $42,800.  as  special  stock  to  La  Monte  &  Son  and  to  issue  one-half  of  th< 
balance  total  capital  common  stock  ($150,000.  in  amount)  to  the  parties  of  tin 
third  part  in  equal  amounts  the  balance  of  common  stock  $150,000.,  shall  b< 
issued  to  the  parties  of  the  fourth  part  in  equal  amounts.  All  the  outstandinj 
certificates  of  stock,  which  are  now  held  by  the  parties  of  the  fourth  part  hereto 
shall  be  surrendered.  The  capital  of  Three  hundred  and  forty  two  tliousanc 
eight  hundred  dollars,  to  be  issued  as  above  mentioned,  shall  be  provided  anc 
paid  as  follows,  viz: 
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1)  The  entire  manufacturing  plant  of  the  party  of  the  first  part,  including 
its  machinery,  fixtures,  tools,  trade-marks,  designs,  lease-hold  interests  in 

estate,  and  good  will  of  the  safety  and  other  paper  business  now  carried  on 
it,  shall  be  transferred  and  conveyed  to  the  said  party  of  the  second  part 
L  valuation  of  $167,800. ;  the  manufacturing  plant  of  the  party  of  the  second 
t,  including  all  machinery,  fixtures,  tools,  trade-marks,  designs,  good  will  of 
iness  and  real  estate,  shall  be  estimated  and  taken  at  $125,000. 

2)  The  excess  above  the  amount  of  $292,800.  consisting  of  the  value  of  the 
its  and  other  matters  above  designated,  consisting  of  $50,000.  shall  be  made 
as  follows: — An  inventory  and  valuation  shall  be  made  of  all  stock  and 
erials  on  hand,  manufactured  and  in  process  of  manufacture,  also  raw  mate- 
s,  and  the  value  thereof  shall  be  agreed  upon  and  fixed  by  all  the  parties 
eto,  or  if  they  fail  to  agree  then  by  disinterested  appraisers,  and  the  balance 
essary  to  make  up  the  full  amount  of  capital  of  $342,800.  shall  be  paid  by 
said  parties  of  the  third  and  fourth  part  in  equal  portions,  for  the  purpose  of 
riding  working  capital.  Should  more  capital  be  required  than  $50,000.  above 
itioned  the  capital  shall  be  furnished  by  the  parties  of  the  third  and  fourth 
ts  equally  either  in  cash  or  accepted  merchandise. 

he  following  mentioned  property,  now  held  in  the  name  of  said  Kingsland 
>er  Mills,  but  not  used  in  its  business,  is  to  be  transferred  to  the  parties  of 
fourth  part,  and  is  not  comprehended  within  this  agreement;  the  same  is 
cribed  as  follows: 

1)  Mortgage  for  $2,000  made  by  Masonic  Lodge. 

2)  $550  worth  of  stock  of  U.  S.  Metal  Engraving  Co.  of  East  Newark.  Also 
h  notes  &  Bills  receivable  and  stock  and  raw  materials  goods  in  process  and 
Qufactured  and  all  property  except  the  manufacturing  plant  and  tools  & 
ve  mentioned. 

'he  corporate  name  of  said  party  of  the  second  part  shall  be  changed  to 
)rge  La  Monte  &  Son  by  amendment  of  the  certificate  of  incorporation. 

'he  by-laws  of  the  party  of  the  second  part  shall  also,  at  the  same  time,  or 
soon  as  practicable  thereafter,  be  changed  so  that  the  same  shall  be  in  the 
m  shown  by  the  draft  thereof  hereto  annexed,  marked  “  Schedule  A.” 
immediately  upon  change  of  the  name  and  by-laws  and  the  giving  of  the 
Is  of  Sale  by  the  parties  hereto  the  party  of  the  second  part  shall  make  a 
.tract -pessary  La  Monte  and  George  M.  La  Monte  to  pay  them  each 
2.  The  dirporate  existence,  a  sum  equal  to  12  and  one-half  per  cent 
does  not  c & the  business  for  each  year  before  any  dividends  shall  be 
in  invested 'amount  as  shall  be  paid  upon  the  special  stock  issued  to  the 
vIonte  and  George  M.  La  Monte.  The  said  contract  shall  be 
Henry  P.  q  assented  to  by  all  the  stock-holders  personally  and  shall  be 
dmgfipon^ihem  their  personal  representatives  and  assigns  as  owners  of 
ck  held  by  them  respectively. 

Che  parties  of  the  third  and  fourth  parts  shall  agree  in  writing  with  said 
t  named  company  that  none  of  them  shall  for  a  period  of  40  years,  engage 
ccept  as  members  of  said  company),  either  directly  or  indirectly,  in  the  manu- 
:tur’e  or  sale  of  safety  paper  in  any  part  of  the  United  States,  Canada,  Mexico, 
:h  parts  of  South  America  as  may  be  specified,  Great  Britain,  Ireland,  France 
1  Germany,  Sweden,  or  in  any  other  place  in  which  said  parties  of  the  first 
ft  or  second  part  have  heretofore  or  shall  hereafter  manufacture  or  sell 
!ety  paper.  Provided  however,  if  said  company  shall  at  any  time  practically 
spend  or  discontinue  the  manufacture  or  sale  of  safety  paper,  for  any  cause, 
:h  restriction  shall  no  longer  bind  any  of  the  said  parties  of  the  third  or 
irth  parts. 
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The  Board  of  Directors  of  said  Company  shall  consist  of  six  stockholder 
thereof,  of  whom  three  shall  be  persons  who  are  now  stockholders  in  said  part 
of  the  first  part,  or  such  persons  as  they  or  their  successors  in  ownership  o 
the  stock  hereafter  to  be  issued  as  above  provided  (amounting  to  $150,000. 
shall  nominate;  the  remaining  three  shall  be  persons  who  are  now  the  stocl 
holders  in  said  party  of  the  second  part,  or  such  persons  as  they  or  their  su( 
cessors  in  ownership  of  said  $150,000.  worth  of  stock  hereafter  to  be  issued  t 
them  as  above  provided,  shall  nominate. 

The  Board  of  Directors  shall  elect  the  following  officers  to  serve  for  one  yea 
and  until  their  successors  are  elected ;  President,  George  M.  La  Monte,  Viet 
president  George  La  Monte,  Treasurer  William  L.  Sergeant,  Secretary,  Thoma 
J.  O’Neill,  John  Howe,  Superintendent  of  Nutley  Mill. 

The  Board  of  Directors  shall  also  appoint  the  following  named  persons  to  b 
the  first  members  of  the  Executive  Committee :  viz :  George  M.  La  Monte  an 
William  L.  Sergeant. 

It  is  agreed  that  the  Executive  Committee  shall  at  all  times  be  compose 
of  two  persons,  one  of  whom  shall  be  such  person  as  is  now  a  stockholder  i 
said  party  of  the  first  part,  and  the  other  shall  be  a  person  who  is  now  a  stocl 
holder  in  said  party  of  the  second  part;  or  such  committee  may  consist  o 
such  other  persons  or  person  as  shall  be  nominated  by  the  representatives  o 
the  present  stockholders  of  said  parties  of  the  first  and  second  part  respectivel;; 
each  having  the  right  to  nominate  one  member  of  said  committee. 

The  President  salary  shall  be  $300  per  month,  and  that  of  the  Secretary  an 
Treasurer  and  Superintendent  Nutley  Mill  each  $100.  per  month,  subject  t 
change  by  the  Executive  Committee  or  Board  of  Directors. 

That  the  existing  Contracts  of  the  parties  of  the  first  part  and  the  partie 
of  the  second  part  for  sale  of  safety  paper  shall  be  carried  out  by  the  partie 
of  the  second  party.  Also  contracts  with  Margaret  and  Joseph  Kingsland  Jr. 

In  Witness  Whereof,  we  have  hereunto  set  our  hands  and  seals  the  dat 
first  above  mentioned. 

In  the  presence  of — 

Geo.  La  Monte  &  Son. 

Geo.  La  Monte  per  Geo.  M.  La  Monte. 

Geo.  M.  La  Monte. 

Kingsland  Paper  Mills. 

John  Howe,  Pres. 

John  Howe. 

Wm.  L.  Sergeant. 

Thomas  J.  O’Neill. 

Under  date  of  January  31,  1905,  the  directors  of  petitioner  passe< 
the  following  resolution : 

Whereas,  the  total  amount  of  the  capital  stock  of  this  company  amountin 
to  $30,000  was  originally  issued  to  and  is  now  held  by  William  L.  Sergeani 
Thomas  J.  O'Neil  and  John  Howe  in  equal  portions,  100  shares  being  heb 
by  each :  And 

Whereas,  the  present  cash  value  of  the  net  assets  of  this  Company  large! 
exceeds  the  said  sum  of  $30,000  and  in  the  judgment  of  the  Board  of  Director 
the  real  estate,  manufacturing  plant,  tools,  machinery,  good-will,  trade-mark.' 
contracts  and  all  other  assets  (except  the  merchandise  now  on  hand,  mam: 
factured  and  in  process  of  manufacture,  cash  book,  accounts,  bills  and  note 
receivable  and  other  intangible  assets),  are  worth  at  this  time  in  cash  at  leas 
the  sum  of  $125,000  over  and  above  the  liabilities  of  the  Company:  And 
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Whereas,  it  is  proposed  to  increase  the  authorized  capital  of  this  Company 
om  $30,000  to  $342,800  (of  which  $42,800  is  to  be  special  stock,  to  be  issued 
accordance  with  the  proposed  amendment  to  the  Certificate  of  Incorporation 
id  by-laws) 

Therefore,  Be  it  Resolved,  that  this  company  declare  and  it  does  hereby  de- 
are  a  stock  dividend  to  the  present  stockholders  based  upon  such  present  value 
!  the  net  assets  of  the  company  represented  by  said  real  estate  manufacturing 
ant,  tools,  machinery,  good-will,  trade-marks,  contracts  and  all  other  assets 
except  the  merchandise  now  on  hand,  manufactured  and  in  process  of  manu- 
icture,  cash  and  other  excepted  items  above  stated)  over  and  above  the  total 
’iginal  stock  issue  of  $30,000,  sufficient  to  make  the  total  issue  of  stock  (includ- 
ig  said  $30,000  originally  issued)  issued  for  said  real  estate  manufacturing 
Ant,  tools,  machinery,  good-will,  trade-marks,  contracts,  and  other  assets 
with  the  exceptions  above  stated),  amount  in  value  to  $125,000  (1250  shares), 
he  said  excepted  property,  consisting  of  merchandise  now  on  hand,  manu- 
ictured  and  in  process  of  manufacture,  cash  book  accounts,  bills,  and  notes 
iceivable  and  other  intangible  assets,  shall  be  inventoried  at  the  proper  valua- 
ons  and  after  payment  therefrom  of  the  present  indebtedness  of  the  company 
ock  shall  be  issued  at  par  to  the  present  stockholders,  in  equal  proportions 
>r  the  value  thereof,  up  to  the  further  sum  of  $25,000,  if  the  value  of  such 
?sidue  shall  amount  to  that  sum ;  but  if  it  shall  not  amount  to  that  sum,  the 
alance  necessary  to  make  up  the  said  sum  of  $25,000  is  to  be  paid  in  cash 
>  the  Company. 

The  total  stock  issued  to  the  present  stockholders  representing  the  total 
et  assets  of  the  company,  will  then  amount  to  $150,000  in  amount  (1500) 
-hich  shall  include  the  present  issue  of  $30,000.  The  said  new  stock  shall  be 
;sued  as  soon  as  the  authorized  capital  of  the  company  shall  be  increased  as 
bove  stated.  The  present  issue  of  $30,000  shall  be  surrendered  to  the  Com- 
any  and  cancelled. 

This  resolution  is  in  pursuance  of,  and  for  the  purpose  of  carrying  out  the 
rovisions  of  a  contract  made  between  this  company  and  George  La  Monte  & 
on  a  corporation  and  George  La  Monte,  George  M.  La  Monte,  William  L. 
ergeant,  John  Howe,  and  Thomas  J.  O’Neil,  so  far  as  it  relates  to  the  stock 
hich  is  contemplated  by  said  contract  to  be  issued  to  and  held  by  the  present 
tockholders  of  this  company. 

On  motion  the  meeting  then  adjourned. 

Thos.  J.  O’Neil,  Secretary. 

Under  date  of  January  31,  1905,  the  stockholders  of  The  Kingsland 
*aper  Mills  approved  the  above  contract  and  assented  to  the  follow- 
ng  amendments  to  the  certificate  of  incorporation : 

The  name  which  we  have  assumed  to  designate  such  corporation  and  to  be 
ised  in  its  business  and  ‘dealings  is  George  La  Monte  &  Son. 

The  total  authorized  capital  stock  of  this  corporation  is  $342,800,  divided 
iito  3428  shares  of  the  par  value  of  $100  each  ;  of  said  amount  $42,800  shall  be 
ssued  as  special  stock,  the  same  to  be  entitled  to  no  interest  in  the  capital  stock 
>f  the  corporation  and  to  have  no  voting  powers  but  to  be  entitled  to  receive 
iividends  not  exceeding  8  per  cent  per  annum  in  accordance  with  the  provisions 
;f  the  by-laws ;  the  balance  of  $300,000  to  be  issued  as  general  or  common  stock. 

I  The  following  agreement  was  entered  into: 

This  Agreement  made  this  sixth  day  of  February  in  the  year  nineteen  hun- 
Ired  and  five  by  and  between  George  La  Monte  &  Son,  a  corporation  of  the 
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State  of  New  Jersey,  party  of  the  first  part  and  George  La  Monte  and  Georg 
M.  La  Monte  parties  of  the  second  party,  Witnesseth. 

For  and  in  consideration  of  the  sale  of  certain  property  by  George  La  Mont 
and  Son  a  corporation  of  the  State  of  New  York  to  the  party  of  the  first  par 
the  party  of  the  first  part  hereby  agrees  with  the  parties  of  the  second  pari 
their  representatives  and  assigns  that  it  will  pay  them  during  the  existenc 
of  the  said  first  party  a  sum  equal  to  twelve  and  onehalf  per  cent  of  the  ne 
profits  of  said  first  party,  less  the  amount  paid  on  the  special  stock  of  tli 
party  of  the  first  part,  by  the  party  of  the  first  part.  The  said  payment 
herein  contemplated  to  be  made,  shall  be  made  at  the  times  that  the  said  firs! 
party  shall  pay  dividends  on  its  stock. 

In  Witness  Whereof,  the  party  of  the  first  part  has  set  its  seal  the  day  an< 
year  first  above  written. 

Geo.  La  Monte  &  Son. 

By  Geo.  M.  La  Monte  Pt 

In  the  presence  of — 

Thos.  J.  O’Neil. 

The  assets  were  transferred  to  petitioner  by  the  following  con 
veyance : 

This  agreement  made  this  1st  day  of  February  in  the  year  one  thousam 
nine  hundred  and  five  by  and  between  George  La  Monte  &  Son  a  corporatioi 
of  the  State  of  New  York,  party  of  the  first  part  and  George  La  Monte  &  Son 
a  corporation  of  the  State  of  New  Jersey  party  of  the  second  part.  Witnessed 
the  parties  of  the  first  part  for  and  in  consideration  of  the  issue  of  certain  stool 
of  the  party  of  the  second  part  consisting  of  $125,000,  common  stock  am 
$42,800  special  stock  to  George  La  Monte,  and  George  M.  La  Monte  and  tin 
making  of  a  certain  agreement  by  second  party  with  said  persons  do  hereby  sell 
convey  and  assign  to  the  second  party  the  entire  manufacturing  plant  of  tin 
first  party,  including  all  its  machinery,  fixtures,  trade-marks,  designs,  goo( 
will  of  the  safety  and  other  paper  business,  now  owned  and  carried  on  b: 
first  party,  interest  in  leases,  and  contracts  and  real  estate  and  generally  al 
property  of  whatever  kind  and  nature  now  owned  by  the  said  first  party  hereii 
except  merchandise,  cash  bills  and  notes,  outstanding  accounts  for  merchandise 

The  capital  stock  was  issued  by  petitioner  as  follows : 


Common  stock  issued  to— 

Shares 

So-called  special  stock  issued  to— 

Share? 

George  La  Monte  and  George  M.  La  Monte. 

1,500 

George  La  Monte. . . 

14 

William  L.  Sergeant _ _ _ _ 

500 

Caroline  La  Monte  (his  daughter) . . 

14 

Thomas  J.  O’Neill . . _ . 

500 

George  M.  La  Monte . . . 

14 

John  Howe 

500 

- -1 

Total 

42 

Total . . . 

3,000 

• 

— 

The  common  stock  is  still  held  50  per  cent  by  the  La  Monte  famil) 
and  50  per  cent  by  the  group  of  Sergeant,  O’Neill  and  Howe. 

At  a  stockholders’  meeting  on  February  G,  1905,  the  following  di 
rectors  were  elected :  George  La  Monte,  George  M.  La  Monte,  C.  B 
La  Monte,  William  L.  Sergeant,  Thomas  J.  O’Neill,  and  John  Howe 
At  a  directors’  meeting  on  February  6,  1905,  the  following  officer.- 
were  elected:  president,  George  M.  La  Monte;  vice  president,  Georg 
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,a  Monte;  secretary,  Thomas  J.  O’Neil;  treasurer,  William  L.  Ser- 
eant;  superintendent,  John  Howe. 

^Included  in  the  revised  by-laws  of  petitioner  which  were  adopted 
t  the  stockholders’  meeting  on  February  6,  1905,  were  the  following 


»ro  visions : 


VIII. 


The  total  amount  of  the  capital  stock  of  this  company  is  $342,800.  The  num- 
er  of  shares  is  3,428.  The  par  value  is  $100.  Of  this  amount  $42,800  shall  be 
pecial  stock  and  the  balance  common  stock.  Said  special  stock  shall  entitle 
olders  to  receive  in  each  year  a  dividend  of  8  per  cent  per  annum  quarterly 
efore  any  dividend  shall  be  set  apart  or  paid  on  the  general  or  common  stock, 
'his  ‘said  dividend  to  be  paid  only  out  of  12  and  one-half  per  cent  of  the  net 
rofits  of  the  company,  and  if  12  and  one-half  per  cent  of  the  net  profits  in  any 
ear  or  period  of  dividends  shall  not  be  sufficient  to  pay  8  per  cent  per  annum 
n  this  special  stock  then  such  dividend  shall  be  paid  thereon  as  12  and  one-half 
er  cent  of  the  net  profits  of  a  year  or  period  of  payment  of  dividends  will  suffice 
)  pay.  Holders  of  special  stock  shall  have  no  power  to  vote  nor  shall  they  be 
ntitled  to  notice  of  any  meeting  of  stockholders  of  the  company.  They  shall 
ot  be  entitled  to  share  in  the  distribution  of  the  assets  of  this  company  in  the 
vent  of  the  dissolution  or  other  termination  of  this  company,  and  shall  have  no 
ight  whatever  except  to  receive  dividends  as  herein  provided. 

The  balance  sheet  of  petitioner  as  of  February  1,  1905,  drawn  from 
he  books  was  as  follows : 


Dr. 

Cr. 

$167,  800.  00 
125,  000.  00 
26,  863.  48 
21,  261.  28 
3,  738.  72 

lapital  stock: 

$300,  000.  00 
42,  800.  00 
1,  863.  48 

344,  663.  48 

344,  663. 48 

The  net  profits  according  to  the  books  of  the  corporation  were  as 
‘ollows  (petitioner  changed  to  a  calendar  year  basis  in  1905)  : 


■ - __ - - 

m 

Year 

Geo. 

LaMonte  & 
Son,  New 
York  corpo¬ 
ration 

Petitioner 

$34,  235.  57 

$10,  200.  80 

75,  211.65 

20,  901.  24 

dsoal  vPflr  p/n rl pri  .Tan  31  1Q04  _  _  _ _ _ 

39,  445.  39 

66,  613.  71 

»Msnal  vp.ar  pnrlprl  .Tan  31  1  QDh  _  --  - 

44, 420.  87 

75,  513.  70 

118,  869.  06 

144,  646.  49 

159,  536.  29 

116, 352.  02 

139,  528.  51 

12029—28 - 9 
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in  hand  paid,  the  receipt  of  which  is  hereby  acknowledged,  the  parties  heret< 
do  hereby  agree  to  and  do  ratify  and  confirm  the  aforesaid  understanding. 

In  Witness  Whereof,  the  said  George  LaMonte  and  said  George  M.  LaMontJ 
have  hereunto  set  their  hands  and  seals  this  4th  day  of  April,  1912,  this  agree 
ment  being  executed  in  duplicate. 

Geo.  LaMonte  [seal] 
Geo.  M.  LaMonte.  [seal] 

In  the  presence  of — 

DeWitt  V.  Weed. 

It  lias  been  the  settled  practice  of  the  petitioner  for  a  great  many 
years  to  charge  to  profit  and  loss  account  the  payments  made  ir. 
accordance  with  the  agreement  of  February  6,  1905. 

Subsequent  to  December  31,  1909,  the  following  resolution  wa* 
passed  at  a  meeting  of  the  board  of  directors  of  the  petitioner : 

Resolved,  that  the  profits  of  the  business  of  the  company  for  the  six  months 
ending  December  31,  1909,  without  deducting  the  salaries  voted  at  this  meeting 
be  ascertained,  and  that  twelve  and  one-half  percent  thereof  be  set  apart,  anc 
that  out  of  the  sum  so  set  apart  there  be  paid  to  the  holders  of  the  special 
stock  of  this  company,  the  semi-annual  dividend  of  four  per  cent,  and  the  bal 
ance  be  paid  to  Messrs.  George  LaMonte  and  George  M.  LaMonte,  pursuant  t( 
the  terms  of  the  agreement  heretofore  made  dated  February  6,  1905,  and  thai 
said  payment  be  made  as  of  December  31,  1909,  and  charged  as  an  expense 
of  the  business  of  the  company  for  the  year  1909. 

During  the  taxable  years  the  payments  made  by  petitioner  and  dis¬ 
allowed  by  respondent  as  deductions  were  as  follows:  1920,  $17,- 
304.11;  1921,  $7,360.89;  1922,  $28,270.73. 

OPINION. 

Sternhagen  :  The  issue  in  this  proceeding  arises  entirely  out  of 
the  agreement  of  February  6,  1905,  which  was  made  in  conformity 
with  the  provisions  of  the  original  quadrilateral  agreement  of  Janu-; 
ary  30,  1905,  by  which  the  ownership  of  the  business  of  the  twe 
corporations  was  rearranged.  This  agreement  was  that  the  peti¬ 
tioner  would  pay  to  George  La  Monte  and  George  M.  La  Monte 
throughout  petitioner’s  existence  “a  sum  equal  to  12%%  of  the  net 
profits  *  *  *  less  the  amount  paid  on  the  special  stock.'  These 

sums  were  $17,304.11  for  1920,  $7,360.89  for  1921,  and  $28,270.73  for 

3.922.  ^  ^ 

The  petitioner  deducted  these  sums  in  the  years  in  question  as 
w  ordinary  and  necessary  expenses  paid  or  incurred  during  the  taxable 
year  in  carrying  on  any  trade  or  business,”  Revenue  Acts  1918  and 
1921,  section  234  (a)(1),  and  the  Commissioner  has  disallowed  the 
deductions.  It  is  not  contended  that  the  payments  were  for  services 
or  for  any  other  current  consideration,  but  only  that  they  were  made 
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The  above  includes  the  profits  of  the  “  Hudson  Trading  Company.” 
Payments  to  the  La  Montes  in  compliance  with  the  agreement  of 
February  6,  1905,  after  deducting  amounts  paid  to  the  holders  of 
;he  “  special  stock  ”  amounted  as  follows : 


Year 


Amount 


Year 


Amount 


Year 


Amount 


905. 

906 

.907. 

.908 

909 

.910. 


$11,434.  64 
14,  646.  49 
16,  518. 04 
9,  807. 49 

13,  392.  05 

14,  824.  75 


1911. 

1912. 

1913. 
1914 

1915. 

1916. 


$16,  529.  91 
24,  717.  51 
28,  507.  08 
15,  961.92 
5,  765.  66 
18,  776.  84 


1917 . 

1918— . 

1919  . 

1920  _ 

Total 


$5,  286.  28 
19,  098.  83 
8,  040.  88 
17,  304. 11 


240,  612.  48 


As  of  January  1st,  1920,  the  total  of  such  payments  amounted  to 
$223,308.37. 

Prior  to  the  death  of  George  La  Monte,  the  remainders  of  the  one- 
eighth  shares  of  the  net  profits,  after  deducting  the  distributions  to 
the  holders  of  the  special  stock,  were,  by  agreement  between  George 
;M.  and  George  La  Monte,  paid  by  petitioner,  two-thirds  thereof  to 
George  La  Monte  and  one-third  to  George  M.  La  Monte. 

The  La  Monte  family  has  always  retained  the  proprietary  interests 
in  the  agreement  of  February  6,  1905.  The  respective  interests  there¬ 
in  have  been  the  subject  of  transfers  from  time  to  time  between 
members  of  the  family  by  will  or  agreements,  without  relation  to  the 
individual  holdings  of  the  special  stock. 

The  following  agreement  was  executed : 

Whereas,  an  agreement  dated  February  6th,  1905,  was  heretofore  made  by 
and  between  George  LaMonte  &  Son,  a  New  Jersey  corporation,  as  party  of 
the  first  part  (hereinafter  called  the  “  Company”)  and  the  undersigned,  George 
LaMonte  and  George  M.  LaMonte,  as  parties  of  the  second  part,  in  and  by 
which  said  Company  agreed  that  it  would  pay  to  the  undersigned,  their  repre¬ 
sentatives  and  assigns,  during  the  existence  of  said  Company,  a  sum  equal  to 
twelve  and  one-half  per  cent.  (12 %%)  the  net  profits  of  said  Company,  less 

the  amount  paid  on  its  special  stock ;  and 
Whereas,  said  special  stock  consists  of  four  hundred  and  twenty-eight  (428) 
shares  of  the  par  value  of  $100  each,  and  has  been  and  is  owned  and  held  as 
follows:  George  LaMonte  one  hundred  and  forty-three  (143)  shares,  George 
M.  LaMonte  one  hundred  and  forty-two  (142)  shares,  and  Caroline  B.  LaMonte 
one  hundred  and  forty-three  (143)  shares;  and 
Whereas,  under  the  by-laws  of  said  Company  said  special  stock  is  entitled 
to  dividends  at  the  rate  of  eight  per  cent.  (8%)  per  annum  ;  and 
Whereas,  it  was  and  is  the  understanding  of  the  undersigned,  that  all 
amounts  paid  to  the  undersigned  under  said  agreement  of  February  6th,  1905, 
fxver  and  above  the  dividends  on  the  special  stock  held  by  them,  should  be 
divided  between  them  in  the  proportion  of  two- thirds  (2/3)  to  said  George 
LaMonte  and  one-third  (1/3)  to  said  George  M.  LaMonte; 

Now,  Therefore,  This  Agreement  Witnesseth,  that  for  and  in  consideration 
of  the  premises  and  of  the  sum  of  One  dollar  by  each  of  the  parties  to  the  other 
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pursuant  to  the  contractual  obligation  of  1905.  For  this  reason 
alone  petitioner  urges  their  deductibility. 

We  are  of  opinion  that  this  was  not  an  expense  of  carrying  on 
business  but  was  a  division  of  the  profits  after  such  expenses  had 
been  paid  and  accounted  for.  It  was  a  method  whereby  the  persons 
named  were  to  share  specially  in  the  fruits  of  the  enterprise.  While 
the  method  was  unusual  in  that  it  was  not  like  that  of  either  a  stock¬ 
holder  or  an  employee,  this  does  not  require  that  the  language  of  the 
statute  should  be  interpreted  beyond  its  ordinary  meaning  so  as  to 
provide  for  their  deduction. 

Were  this  a  proportionate  distribution  among  stockholders  it 
would  not  be  deductible,  but  would  be  taxed  first  to  the  corporation 
and  later  (except  for  normal  tax)  to  the  stockholders.  Here  there 
was  a  distribution  of  earnings  upon  an  adopted  basis  other  than  pro¬ 
portionate  stockholdings,  taxable  no  less  as  profits  even  though  the 
statute  provides  no  such  credit  as  that  given  expressly  to  stockholders 
in  respect  of  dividends. 

Traylor  Engineering  <&  Manufacturing  Co.  v.  Lederer ,  271  Fed. 
399,  certiorari  denied  257  U.  S.  638,  is  somewhat  similar.  A  “  grub¬ 
stake  agreement  between  a  corporation  and  an  individual  resulting 
in  a  sharing  of  profits  from  a  contract  for  manufacturing  munitions 
was  held  by  the  Circuit  Court  of  Appeals,  Third  Circuit,  to  provide 
no  deduction  to  the  corporation  of  the  share  paid  to  the  individual 
in  determining  its  taxable  net  income  from  munitions.  As  in  that 
case,  it  seems  to  us  that  the  tax  here  was  imposed  upon  the  corpora¬ 
tion  between  the  time  its  “  net  profits  ”  were  earned  and  the  time 
they  were  distributed  either  under  its  resolution  to  stockholders  or 
under  the  contract  to  these  individuals. 

Petitioner  urges  in  that  event  that  the  amounts  should  go  into 
invested  capital.  This  does  not  follow.  The  items  which  make  up 
invested  capital  are  specified  in  section  326.  They  include  only  cash 
or  property  paid  in  to  the  corporation  for  stock  or  by  way  of  surplus, 
and  no  such  property  exists  here.  These  payments  added  nothing  by 
way  of  capital  to  the  corporation  above  what  was  already  in.  There 
is  no  such  relation  between  taxable  net  income  and  statutory  invested 
capital  that  the  disallowance  of  a  deduction  under  section  234  carries 
with  it  the  increase  of  invested  capital  under  section  326. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent. 
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Tuan  F.  Brittingham,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Tuan  G.  Brittingham,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  13557,  16535,  18435,  18535.  Promulgated  September  13,  1928. 

Where  citizens  of  the  United  States  reside  in  a  foreign  country, 
the  laws  of  which  give  to  a  wife  a  vested  interest  in  community 
property,  held,  under  section  1212  of  the  Revenue  Act  of  1926, 
separate  income-tax  returns  filed  by  husband  and  wife  are  proper, 
and  the  respondent  may  not  tax  the  entire  income  to  the  husband. 

Zach  Lamar  Cobb,  Esq.,  for  the  petitioners. 

Clark  T.  Brown,  Esq.,  for  the  respondent. 

These  proceedings  involve  the  same  question.  They  are  for  the 
redetermination  of  deficiencies  in  income  taxes  asserted  by  the 
respondent  for  the  years  1921,  1922,  and  1923.  The  alleged  defi¬ 
ciencies  arise  from  the  disallowance  by  the  respondent  of  the  com¬ 
munity  property  basis  of  reporting  income.  The  amounts  are  as 
follows:  As  to  Juan  F.  Brittingham,  for  1921,  $4,998.15;  for  1922, 
$2,008.90;  for  1923,  $2,905.53;  and  as  to  Juan  G.  Brittingham,  for 
1922,  $331.07. 

FINDINGS  OF  FACT. 

| 

The  proceedings  were  submitted  upon  the  following  stipulation  of 
facts : 

It  is  stipulated  and  agreed  by  and  between  the  parties,  through 
their  respective  attorneys,  that  the  following  facts  are  true  and 
may  be  so  found  by  the  United  States  Board  of  Tax  Appeals: 

(1)  At  all  times  material  herein  the  petitioner,  Juan  F.  Britting¬ 
ham,  is  and  was  an  American  citizen,  having  his  place  of  residence 
and  domicile  and  living  in  the  City  of  Gomez  Palacio,  in  the  State 
of  Durango,  Republic  of  Mexico. 

(2)  The  taxes  in  controversy  for  the  years  set  forth  in  the  respec¬ 
tive  petitions  and  in  the  amounts  set  forth  therein  arise  from  the 
Commissioner’s  action  in  setting  aside  the  returns  of  the  taxpayer, 
Juan  F.  Brittingham,  and  wife,  which  wrere  submitted  on  the  com¬ 
munity  property  basis,  and  in  holding  the  petitioner  liable  for  taxes 
upon  the  entire  income. 

(3)  The  petitioner,  Juan  F.  Brittingham,  and  his  wife  were  mar¬ 
ried  by  voluntary  and  legal  marriage  at  said  City  of  Gomez  Palacio, 
State  of  Durango,  Republic  of  Mexico,  on  September  1,  1911,  have 
continued  to  live  together  as  husband  and  wife  ever  since,  lived 
there  throughout  the  taxable  years,  and  since  their  marriage  have 
never  lived  anywhere  else  in  Mexico. 
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(4)  That  the  petitioner,  Juan  F.  Brittingham,  and  his  wife,  filed 
returns  covering  the  full  income  received  by  the  husband  for  the 
years  in  question  on  said  community  property  basis,  and  paid  the 
amounts  shown  on  said  returns.  All  of  such  income  accrued  and  was 
received  by  the  husband  in  the  City  of  Gomez  Palacio,  State  of  Du¬ 
rango,  Republic  of  Mexico,  and  the  said  entire  income  accrued  to 
the  husband  from  his  industrial  profession,  and  from  the  fruits, 
accretions,  and  interest  received  by  him  as  shown  in  the  returns : 

(5)  That  the  constitution  of  the  Republic  of  Mexico  now  contains 
and  at  all  times  material  herein  contained  articles  40  and  43.  as 
follows : 

Art.  40:  It  is  the  will  of  the  Mexican  people  to  constitute  themselves  into  a 
democratic,  federal,  representative  republic,  consisting  of  States,  free  and  sov¬ 
ereign  in  all  that  concerns  their  internal  affairs,  but  united  in  a  federation 
according  to  the  principles  of  this  fundamental  law. 

Art.  43:  The  integral  parts  of  the  Federation  are:  The  States  of  Aguas- 
calientes,  Campeche,  Coahuila,  Colima,  Chiapas,  Chihuahua,  Durango,  Guana¬ 
juato,  Guerrero,  Hidalgo,  Jalisco,  Mexico,  Michoacan,  Morelos,  Nayarit,  Nuevo 
Leon,  Oaxaca,  Puebla,  Quaretaro,  San  Luis  Potosi,  Sinaloa,  Sonora,  Tabasco, 
Tamaulipas,  Tlaxcala,  Vera  Cruz,  Yucatan,  Zacatecas,  the  Federal  District,  the 
Territory  of  Lower  California,  and  the  Territory  of  Quintana  Roo. 

(6)  That  the  Civil  Code  of  the  State  of  Durango  now  contains, 
and  at  all  times  material  herein  contained,  as  the  same  was  enacted 
on  the  30th  day  of  May,  1900,  and  promulgated  on  the  1st  day  of 
June,  1900,  under  Title  X  thereof,  relating  to  the  contract  of  matri¬ 
mony  in  relation  to  the  property  of  the  spouses,  and  under  chapter  1 
of  said  title  relating  to  general  rules,  articles  as  follows: 

Art.  1816 :  The  voluntary  and  legal  marriage  shall  be  governed  by  the  provi¬ 
sions  relative  to  an  ordinary  partnership  in  all  that  which  is  not  included  in 
this  Title. 

Art.  1823 :  The  husband  is  the  legal  manager  of  the  conjugal  partnership. 
The  wife  shall  only  administer  when  there  is  an  agreement  or  judgment  which 
so  provides,  in  case  of  absence  or  impediment  of  the  husband,  or  when  the  latter 
may  unjustifiably  abandon  the  conjugal  domicile. 

And  under  Chapter  IV  of  said  title,  relating  to  “  Legal  Marriages  ” 
are  contained  articles  under  the  subject  of  Separate  Property,  as 
follows  : 

Abt.  1849:  Each  conjugal  partner  is  the  owner  of  the  property  which  he 
or  she  had  at  the  time  of  celebrating  the  marriage,  and  of  that  which  each 
possessed  before  that,  although  not  then  the  owner  thereof,  if  he  or  she  shall 
acquire  same  by  Prescription  during  the  partnership. 

Art.  1850:  Each  is  also  the  owner  of  the  property  which  he  or  she  may 
acquire  during  the  partnership,  by  inheritance  or  by  legacy,  constituted  in 
favor  of  one  or  the  other. 
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nd  on  the  subject  of  Community  Property,  it  contains  article  1858, 
lbdivisions  I,  VI  and  VII,  as  follows . 


Art.  1858 :  The  following  constitutes  the  assets  of  the  legal  partnership : 

I.  All  the  property  acquired  by  the  husband  in  military  seivice,  01  by  either 
!  the  conjugal  partners  in  the  exercise  of  a  scientific,  mercantile,  or  industrial 
rofession,  or  occupation,  or  by  mechanical  work,  or  by  fortunate  circumstances. 

VI.  Property  acquired  by  an  “  onerous  ”  title  during  the  partnership  at  the 
Dst  of  the  common  fund,  whether  the  acquisition  be  made  for  the  community 
r  for  only  one  of  the  consorts. 

VII.  The  fruits,  accretions;  rents  and  interests  received,  or  becoming  due, 
uring  the  partnership  proceeding  from  the  community  property  or  from  the 

Jidividual  property  of  either  of  the  consorts. 

i  (7)  That  by  a  decree  issued  by  President  Carranza  of  Mexico  in 
917,  the  community  system  of  marital  property  was  abolished 
within  the  federal  district  and  territories,  with  certain  reservations 
pplicable  to  marriages  previously  contracted,  and  that  said  decree 

ontains  the  following  language : 


Married  foreigners  residing  in  the  country,  or  who  may  in  the  future  establish 
L  residence  therein,  or  who  in  the  future  may  contract  a  legitimate  marriage 
herein  subject  to  the  provisions  of  this  law  in  so  far  as  it  concerns  the  goods 
hey  may  possess  in  the  Republic  and  with  respect  to  the  effects  which  their 

natrimonial  state  may  give  rise  therein. 

(8)  That  two  qualified  attorneys,  whose  names  appeal  in  Exhibit 
B  attached  to  the  petition,  to  wit,  Ismael  Pizarro  Suarez,  and  J. 
Flores  Magon  would,  if  present  before  the  Board,  testify  as  set 
forth  in  said  Exhibit  B,  and  that  said  Exhibit  B  may  be  considered 

is  the  deposition  of  said  attorneys. 

(9)  That  the  above  stipulation  applies  to  the  appeals  of  Juan  I. 

Brittingham  v.  Commissioner  of  Internal  Revenue,  Docket  Nos. 
13557,  16535,  and  18435,  and  with  the  following  exception,  applies, 
to  the  case  of  Juan  G.  Brittingham,  Docket  No.  18535,  to  wit,  that 
Juan  G.  Brittingham  was  married  on  September  7,  1911,  whereas 
Juan  F.  Brittingham,  as  heretofore  set  forth,  was  married  on  Sep¬ 
tember  1,  1911.  . 

Exhibit  B,  referred  to  in  paragraph  (8)  of  the  stipulation,  is  as 

follows:  , 

December  24,  1926. 


Mr.  Juan  F.  Brittingham, 

Gomez  Palacio,  Dgo. 

Dear  Mr.  Brittingham:  The  undersigned  Mexican  lawyers  do  hereby  state 
our  legal  opinion  on  the  point  you  submitted  to  your  consultation. 

The  query  is  about  the  effectiveness  and  force  for  you  and  your  wife,  of  the 
Law  called  of  “  family  relations  ”,  issued  in  1917  which  abolished  the  com¬ 
munity  property  system. 
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As  admitted  in  the  official  statement  dated  December  3,  1925,  such  decre 
abolished  the  community  “  within  the  Federal  District  and  territories  ” 
Federal  Territories. 

Such  decree  is  not  in  force  along  the  whole  territory  of  the  Republic.  Th 
States  of  the  Nation  are  absolutely  independent  in  their  internal  regime,  es 
actly  like  they  are  in  the  United  States  of  America,  according  to  Art.  40,  of  th 
Federal  Constitution,  which  reads: 

*  \  -j 

“Art.  40.  It  is  the  will  of  the  Mexican  people  to  constitute  themselves  int 
a  democratic,  federal,  representative  republic,  consisting  of  States,  free  am 
sovereign  in  all  that  concerns  their  internal  affairs,  but  united  in  a  federation 
according  to  the  principles  of  this  fundamental  law.” 

Article  43  reads : 


“Art.  43.  The  integral  parts  of  the  Federation  are:  The  States  of  Aguas 
calientes,  Campeche,  Coahuila,  Colima,  Chiapas,  Chihuahua,  Durango 
Guanajuato,  Guerrero,  Hidalgo,  Jalisco,  Mexico,  Miclioacan,  Morelos,  Nayarit 
Nuevo  Leon,  Oaxaca,  Puebla  Quaretaro,  San  Luis  Potosi,  Sinaloa,  Sonora 
Tobasco,  Temaulipas,  Tlaxcala,  Vera  Cruz,  Yucatan,  Zacatecas,  The  Federa 
District,  the  Territory  of  Lower  California,  and  the  Territory  of  Quintam 
Roo.” 

Some  States  of  the  Republic  have  admitted  the  Law  on  family  relations 
but  the  State  of  Durango  has  not  accepted  it.  Therefore,  the  ancient  law  tha 
establishes  the  community  property  system  is  in  force  in  your  domicile  Gome: 
Palacio,  State  of  Durango. 

Yours  very  truly, 


(Signed)  Ismael  Pizarro  Suarez, 
J.  Flores  Magon. 


OPINION. 


Marquette  :  There  is  but  one  question  involved  in  these  four  pro¬ 
ceedings,  viz :  Did  the  respondent  err  in  refusing  to  allow  the  peti¬ 
tioners  and  their  wives  to  make  separate  returns  of  community 
income  ? 

The  record  shows  that  the  decree  of  President  Carranza,  in  1917. 
-abolishing  the  community  system  of  property  was  not  applicable  to 
the  State  of  Durango  until  the  people  of  that  State  adopted  it ;  the 
record  also  shows  that  the  State  of  Durango  had  not  adopted  the 
Carranza  decree  either  before,  or  during  any  of  the  taxable  years. 
J  he  decree,  therefore,  does  not  affect  Mexican  citizens  living  in 
Durango. 

I  he  petitioners,  although  not  citizens  of  Durango,  reside  there. 
By  the  law  of  Durango,  their  domicile,  marriage  is  considered  a 
conjugal  partnership.  By  the  same  laws  the  husband  is  the  legal 
manager  of  this  partnership.  He  has  charge  of  its  affairs  and  is  to 
conduct  them.  Ihe  wife  has  nothing  to  do  with  such  management, 
except  when  an  agreement  or  judgment  so  provides.  This  gives  the 
husband  a  status,  relative  to  the  conjugal  property,  which  is  closely 
analogous  to  that  of  the  husband  under  the  laws  of  Louisiana  and  of 
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Texas.  In  both  these  States  the  courts  have  decided  that  the  wife 
has  a  present,  vested  interest  in  the  community  property. 

The  case  of  Zemwrray  v.  United  States ,  decided  February  20,  1928, 
by  the  Court  of  Claims,  involved  the  community  property  law  of 
Louisiana.  The  husband  had  made  a  single  return  as  to  all  income  of 
himself  and  wife ;  later,  he  sought  to  amend  by  filing  separate  returns, 
each  spouse  claiming  one-half  of  the  income.  This  was  denied,  the 
court  holding  that,  as  the  husband  had  full  power  of  management  of 
the  community  gains,  including  power  to  dispose  of  them,  he  might 
lawfully  choose  to  make  one  single  income-tax  return  and  pay  the 
taxes  due  thereon.  The  court  cites  United  States  v.  Robbins ,  269 
IT.  S.  315,  and  thinks  that  it  applies  in  the  Zemurray '  case  in  this,  viz : 
that,  regardless  of  the  nature  of  the  wife’s  interest,  the  Government 
could  tax  the  income  in  the  husband’s  hands.  But  the  Zemurray  case, 
in  its  facts,  is  clearly  distinguishable  from  the  cases  now  before  us. 

The  Robbins  case  was  decided  January  4,  1926.  On  February  26, 
1926,  there  went  into  effect  a  new  revenue  act,  section  1212  of  which 
reads : 

Sec.  1212.  Income  for  any  period  before  January  1,  1925,  of  a  marital  com¬ 
munity  in  the  income  of  which  the  wife  has  a  vested  interest  as  distinguished 
from  an  expectancy,  shall  be  held  to  be  correctly  returned  if  returned  by  the 
spouse  to  whom  the  income  belonged  under  the  State  law  applicable  to  such 
marital  community  for  such  period.  Any  spouse  who  elected  so  to  return  such 
income  shall  not  be  entitled  to  any  credit  or  refund  on  the  ground  that  such 
income  should  have  been  returned  by  the  other  spouse. 

This  Board  has  had  occasion  to  consider  the  effect  of  that  statute ; 
and  in  R.  W.  Ramming ,  6  B.  T.  A.  188,  it  was  held  that  the  section 
above  quoted  precluded  the  respondent  from  taxing  to  the  husband, 
living  in  Texas,  the  entire  income  of  the  community,  it  appearing 
that  under  Texas  laws  the  wife’s  interest  was  vested  rather  than 
contingent.  We  think  the  present  proceedings  are  in  the  same  cir¬ 
cumstance.  The  Texas  statute,  article  4622,  provides  that : 

All  property  acquired  by  either  husband  or  wife  during  marriage,  except 
that  which  is  the  separate  property  of  either,  shall  be  deemed  the  common 
property  of  the  husband  and  wife,  and  during  coverture  may  be  disposed  of  by 
the  husband  only. 

This  expression  is  much  stronger,  with  respect  to  the  husband’s 
dominion  over  the  community  property,  than  the  laws  of  Durango. 
It  would  seem,  therefore,  that,  having  decided  that  a  wife  takes  a 
vested  interest  under  the  Texas  law,  she  would  likewise  have  a  vested 
interest  under  the  more  favorable  law  of  Durango.  Having  such 
a  vested  interest,  section  1212  of  the  1926  Revenue  Act  precludes  the 
respondent  from  refusing  the  separate  returns  of  the  petitioners  and 
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their  wives.  See  also  John  Henry ,  6  B.  T.  A.  131;  G.  D.  Rigsby , 
6  B.  T.  A.  194. 

As  the  deficiency  is  based  solely  on  the  question  of  the  separate 
returns,  we  must  hold  that  no  deficiency  exists. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  petitioners. 


New  England  Trust  Co.,  Trustee  U/Ind.  by  Addie  H.  H.  Slack 
and  in  Its  Capacity  as  Adm.,  Executor,  and  Trustee  of  Its 
Several  Estates  and  Trusts,  Petitioner,  v.  Commissioner  of 
Internal  Revenue,  Respondent. 

New  England  Trust  Co.,  Trustee  U/W  of  James  Lyman  Whit¬ 
ney  and  in  Its  Capacity  as  Admr.,  Exor.,  and  Trustee  of  Its 
Several  Estates  and  Trusts,  Petitioner,  v.  Commissioner  of 
Internal  Revenue,  Respondent. 

Docket  Nos.  12199,  24487.  Promulgated  September  13,  1928. 

1.  An  admitted  allegation  that  a  trust  company  during  1924  col¬ 
lected  taxable  income  consisting  of  profit  from  the  sale  of  securi¬ 
ties,  made  a  return  as  an  individual  and  took  the  earned  income 
credit  of  25  per  cent  which  was  disallowed  by  the  Commissioner, 
is  not  sufficient  to  defeat  the  deficiency. 

2.  The  Board  does  not  abstractly  consider  or  determine  the 
provisions  of  the  Revenue  Act. 

A.  H.  Dalrymple  for  the  petitioners. 

J.  Z.  Backstrom ,  Esq.,  and  R.  H.  Ritterbush ,  Esq.,  for  the  re¬ 
spondent. 

Docket  No.  12199. 

Sternhagen  :  This  proceeding  was  instituted  by  petition  duly  filed 
and  answer  in  which  the  facts  alleged  were  admitted.  It  came  on 
for  trial  on  the  merits  and  not  for  an  interlocutory  determination 
and  is  thus  submitted  for  a  final  decision.  The  admitted  allegations 
of  the  petition  are  as  follows : 

The  taxpayer  is  a  Massachusetts  corporation  with  principal  office  at  135 
Devonshire  St.,  Boston,  Mass. 

The  deficiency  letter  was  mailed  to  the  taxpayer  on  February  6,  1926. 

The  taxes  in  controvery  are  income  taxes  for  the  calendar  year  1924  and 
are  less  than  $10,000.,  to  wit :  $20.00  in  the  instant  case  and  $277.18  or  more  ii 
the  aggregate. 

The  facts  upon  which  the  taxpayer  relies  as  the  basis  of  its  appeal  are  as 
follows : 

(a)  The  taxpayer  collected  taxable  income  (profit  from  sale  of  securities) 
during  1924  and  a  return  of  such  income  was  duly  made  on  form  1040  and  the 
tax  assessed  thereon  wTas  duly  paid.  The  form  used  was  the  same  as  that 
provided  for  individuals.  No  special  form  was  or  is  provided  for  a  trustee  or 
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>ther  fiduciary  where  the  payment  of  tax  is  involved.  In  the  absence  of  instruc- 
ions  to  the  contrary  the  taxpayer  used  the  method  of  computing  the  tax  which 
vas  provided  for  the  individual.  Credit  was  taken  for  25%  of  tax  on  Earned 
'Jet  Income  less  Exemption  of  $1000. 

(b)  Under  date  of  September  24,  1925,  the  Collector  at  Boston  first  notified 
The  New  England  Trust  Company,  Trustee,  that  estates  and  trusts  are  not 
jntitled  to  a  credit  for  earned  income.  Seven  such  notices  were  received  bearing 
said  date,  each  referring  to  a  different  trust.  Protest  was  duly  made  under 
late  of  October  22,  1925,  and  a  hearing  was  granted  and  held  in  the  Collector’s 
ifiice  on  October  30,  1925  at  2  P.  M.  No  60-day  letter  has  as  yet  been  received 
•elating  to  this  first  group. 

(c)  Under  date  of  December  11,  1925,  more  notices  were  forwarded  by  said 
Collector  relating  to  other  trusts  among  them  being  the  trust  u/ind.  by  Addie 
3.  H.  Slack.  All  60-day  notices  of  this  group  have  been  received. 

(d)  Under  date  of  December  31,  1925,  The  New  England  Trust  Company 
lotified  the  Collector  that  its  former  protest  should  include  the  later  group  of 
:rusts. 

At  the  trial  counsel  for  petitioner  presented  the  question  whether 
i  trustee  or  other  fiduciary  is  entitled  to  take  the  so-called  earned 
income  credit  of  25  per  cent  provided  in  section  209,  Revenue  Act  of 

I1924.* 1 2 3  Notwithstanding  the  suggestion  made  at  the  hearing  as  to  the 
inadequacy  of  the  facts  of  record,  the  case  was  rested  entirely  upon 
the  pleading. 

Reduced  to  its  substantive  allegations  and  stripped  entirely  of  the 
allegations  which  deal  only  with  procedure  during  the  consideration 
if  the  matter  before  the  collector,  it  appears  only  that  the  taxpayer, 
i  corporation,  collected  taxable  income  (profit  from  sale  of  securi- 


1  Sec.  209.  (a)  For  the  purposes  of  this  section — 

(1)  The  term  “earned  income”  means  wages,  salaries,  professional  fees,  and  other 
imounts  received  as  compensation  for  personal  services  actually  rendered,  hut  does  not 
include  that  part  of  the  compensation  derived  by  the  taxpayer  for  personal  services 
rendered  by  him  to  a  corporation  which  represents  a  distribution  of  earnings  or  profits 
rather  than  a  reasonable  allowance  as  compensation  for  the  personal  services  actually 
rendered.  In  the  case  of  a  taxpayer  engaged  in  a  trade  or  business  in  which  both  personal 
services  and  capital  are  material  income  producing  factors,  a  reasonable  allowance  as 
compensation  for  the  personal  services  actually  rendered  by  the  taxpayer,  not  in  excess 
of  20  per  centum  of  bis  share  of  the  net  profits  of  such  trade  or  business,  shall  be  con¬ 
sidered  as  earned  income. 

(2)  The  term  “earned  income  deductions”  means  such  deductions  as  are  allowed  by 
section  214  for  the  purpose  of  computing  net  income,  and  are  properly  allocable  to  or 
chargeable  against,  earned  income. 

(3)  The  term  “earned  net  income”  means  the  excess  of  the  amount  of  the  earned 
income  over  the  sum  of  the  earned  income  deductions.  If  the  taxpayer’s  net  income  is 
not  more  than  $5, 000,  his  entire  net  income  shall  be  considered  to>  be  earned  net  income, 
and  if  his  net  income  is  more  than  $5,000,  his  earned  net  income  shall  not  be  considered 
to  be  less  than  $5,000.  In  no  case  shall  the  earned  net  income  be  considered  to  be  more 
than  $10,000./ 

(b)  In  th(£  case  of  an  individual  the  tax  shall,  in  addition  to  the  credits  provided  in 
section  222,  be  credited  with  25  per  centum  of  the  amount  of  tax  which  would  be  pay¬ 
able  if  his  earned  net  income  constituted  his  entire  net  income;  but  in  no  case  shall  the 
credit  allowed  under  this  subdivision  exceed  25  per  centum  of  his  tax  under  section  210. 

(c)  In  4he  case  of  the  members  of  a  partnership  the  proper  part  of  eachi  share  of  the 
net  inconye  which  consists  of  earned  income  shall  be  determined  under  rules  and  regula¬ 
tions  to  be  prescribed  by  the  Commissioner  with  the  approval  of  the  Secretary  and  shall 
be  separately  shown  in  the  return  of  the  partnership  and  shall  be  taxed  to  the  member  as 
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ties)  during  1924,  treated  its  return  as  that  of  an  individual,  and 
took  credit  for  25  per  cent ‘of  tax  on  earned  net  income  less  exemp¬ 
tion  of  $1,000.  It  must  be  apparent  that  these  are  insufficient  prem¬ 
ises  from  which  to  reason  in  respect  of  the  petitioner's  right  under 
the  Revenue  Act  of  1924  to  defeat  a  deficiency  determined  by  the 
Commissioner.  The  Board  can  not  abstractly  consider  the  provi¬ 
sions  of  the  Revenue  Act  which  it  is  daily  being  required  to  apply 
to  varying  situations  of  fact.  Estates  and  trusts  are  classified  in 
section  219  of  the  statute  and  the  tax  imposed  upon  trust  income  is 
differently  treated  in  different  circumstances.  This  indicates  that 
the  legislative  intent  was  not  so  broad  and  sweeping  as  to  permit 
of  a  clear  abstract  adjudication  of  the  meaning  of  the  statute.  The 
application  of  the  law  to  a  trust  the  income  of  which  is  periodically 
distributable  may  well  involve  considerations  substantially  different 
from  those  of  a  cumulative  trust.  It  would  seem  that  in  any 
event  the  terms  or  substance  of  the  trust  instrument  would  require 
consideration. 

We  can  not  say  that  a  corporation  collecting  money  which  consists 
of  the  profit  from  the  sale  of  securities  is  by  virtue  of  that  fact 
alone  entitled  under  section  209  to  a  credit  measured  by  an  amount 
of  “earned  income”  which  is  expressly  defined  in  the  statute  to  mean 
“  wages,  salaries,  professional  fees,  and  other  amounts  received  as 
compensation  for  personal  services  actually  rendered,”  even  although 
the  first  $5,000  received  is  by  the  statute  removed  from  the  restric¬ 
tions  of  this  definition.  The  respondent  must,  on  the  record,  lx 
sustained. 

Docket  No.  2^87. 

This  proceeding  was  submitted  at  the  same  time  as  that  of  Docket 
No.  12199,  and  is  subject  to  the  same  defects.  In  this  proceeding 
however,  the  answer  denies  some  of  the  facts  allegred  in  the  petition 
Without  setting  forth  the  pleadings  in  full,  it  is  only  necessary  t< 
state  that  for  the  reasons  set  forth  in  respect  of  Docket  No.  1219(H 
a  similar  judgment  should  be  entered. 

Judgment  in  both  'proceedings  tvill  be  entered 
for  the  respondent. 

o  I 


% 
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John  H.  Flach,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  12800.  Promulgate*!  September  14,  1928. 

A  man  and  a  woman,  not  husband  and  wife,  contributed  in 
approximately  equal  proportions  to  the  purchase  of  real  estate  in 
California,  and  erected  buildings  thereon.  Later  they  intermar¬ 
ried  and  some  years  thereafter  they  sold  the  property  at  a 
'profit.  Held,  this  was  not  community  property  under  the 
California  law. 

Hugo  Plat?: ,  Esq.,  for  the  petitioner. 

Clark  T.  Brown ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in  in¬ 
ane  taxes  asserted  by  the  respondent  for  the  year  1921  in  the 
nount  of  $669.01.  The  deficiency  arises  from  the  ruling  of  the 
spondent  that  certain  real  estate  acquired  by  the  petitioner  and 
s  wife  prior  to  their  marriage  and  sold  by  them  after  marriage, 
as  community  property  at  the  time  of  sale. 

FINDINGS  OF  FACT. 

The  petitioner  is,  and  for  many  years  has  been,  a  resident  of 
alifornia.  In  July,  1914,  he  and  a  Mrs.  Annie  Koch  were 
arried. 

In  1912  Mrs.  Koch  and  the  petitioner  each  contributed  about  $2,000 
•  a  fund  with  which  they  purchased  two  pieces  of  real  estate  in  the 
ity  of  Los  Angeles,  Calif.  As  to  one  lot,  Mrs.  Koch's  son,  William 
och,  paid  one-lialf  the  down  payment,  and  the  deed  to  that  lot 
as  taken  in  the  joint  names  of  the  petitioner  and  William  Koch. 
Subsequently,  William  Koch’s  interest  was  purchased,  payment 
hng  made  from  the  common  fund,  and  the  entire  title  placed  in  the 
Titioner.  The  deed  for  the  second  lot  was  made  to  the  petitioner 
one.  The  total  cost  of  the  two  lots,  $2,600,  was  entirely  paid  at 
le  time  of  purchase. 

The  two  lots  were  improved  in  1916  and  1914  by  the  petitioner 
id  Mrs.  Koch;  a  bungalow  costing  $2,200  was  built  on  one,  and  a 
mr-family  fiat  building  costing  $6,800  was  put  upon  the  other, 
ive  thousand  eight  hundred  dollars  of  the  building  costs  were  raised 
y  first  mortgage  on  the  two  properties.  The  mortgages  were  paid 
f  from  the  rentals  received. 

The  petitioner  had  a  bank  account  in  his  own  name.  In  this  were 
sposited  Mrs.  Koch’s  savings,  from  time  to  time,  beginning  some 
aars  before  the  property  was  purchased.  When  she  first  gave  him 
toney  to  deposit  the  petitioner  took  her  to  the  bank  and  gave  her 
ithority  to  draw  checks,  under  the  name  of  Mrs.  Flach,  against  his 
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account.  This  arrangement  continued,  unchanged ;  and  after  theii 
marriage  they  both  contributed  to  the  common  fund — the  petitioner1 
his  earnings  of  $19  a  week,  which  increased  to  $24  a  week  by  1918  oi 
1919,  and  Mrs.  FLach  her  savings  from  a  small  business  which  she  wat 
conducting.  Out  of  this  common  fund  were  paid  their  living  ex: 
penses,  interest  on  and  curtailments  of  the  mortgages,  etc. 

Prior  to  their  marriage,  the  petitioner  made  a  will,  devising  one 
half  of  the  property  to  Mrs.  Koch,  so  that  her  interest  and  invest 
ment  would  be  protected  in  case  of  his  death.  The  two  had  oralh 
agreed  that  the  purchase  of  the  property  was  to  be  on  an  equal  share 
basis,  both  as  to  expenses  and  as  to  profits,  if  any  were  received. 

In  1921  the  real  estate  was  sold  at  a  profit  of  $9,200.  The  peti 
tioner  and  his  Avife  made  separate  tax  returns  for  that  year,  each 
reporting  one-half  the  profit  from  the  sale  of  the  real  estate.  In  the 
returns  the  real  estate  was  set  doAvn  as  community  property.  Tin 
respondent  determined  the  deficiency  on  the  ground  that  in  Cali 
fornia  community  property  is  taxable  to  the  husband. 

opinion. 

Marquette:  The  question  here  involved  is  whether  the  two  pieces 
of  real  estate,  purchased  and  improved  by  the  petitioner  and  his  wife 
before  their  marriage,  Avere  community  property  at  the  time  of  theii 
sale  in  1921. 

The  sections  of  the  California  Civil  Code  which  are  applicable  an 
as  follows : 

1G1.  A  husband  and  wife  may  hold  property  as  joint  tenants,  tenants  in  com 
mon,  or  as  community  property. 

162.  All  property  of  the  wife,  owned  by  her  before  marriage,  and  that  acquire! 
afterwards  by  gift,  bequest,  devise  or  descent,  with  the  rents,  issues  and  profit? 
thereof,  is  her  separate  property. 

163.  All  property  owned  by  the  husband  before  marriage,  and  that  acquire! 
afterwards  by  gift,  bequest,  devise  or  descent,  with  the  rents,  issues  and  profit 
thereof,  is  his  separate  property. 

164.  All  other  property  acquired  after  marriage  by  either  husband  or  wife 

or  both,  *  *  *  is  community  property. 

******* 

853.  When  a  transfer  of  real  property  is  made  to  one  person,  and  the  cod 
sideration  therefor  is  paid  by  or  for  another,  a  trust  is  presumed  to  result  to 
favor  of  the  person  by  or  for  whom  such  payment  is  made. 


55.  Marriage  is  a  personal  relation  arising  out  of  a  civil  contract,  to  which  tin 
consent  of  parties  capable  of  making  that  contract  is  necessary.  Consent  aloiu 
will  not  constitute  marriage;  it  must  be  followed  by  a  solemnization  authorize! 
by  this  code. 

It  is  apparent,  when  Ave  consider  the  facts  of  this  proceeding  in  the 
light  of  the  above  statutes,  that  the  property  in  question  did  not 
become  community  property  at  the  time  of  its  purchase.  In  ordei 
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to  create  community  property  in  California  there  must  first  be  a 
ralid,  subsisting  marriage.  See  In  re  Spencer ,  82  Cal.  110;  23 
Pac.  37. 

This,  then,  was  separate  property  at  the  time  of  the  petitioner’s 
narriage.  By  the  terms  of  the  statute,  sections  162  and  163,  supra , 
t  remained  so.  The  fact  of  marriage  does  not  change  the  status  of 
he  property.  See  Pepper's  Estate ,  158  Cal.  619;  112  Pac.  62.  But, 
t  is  claimed  by  the  respondent,  some  of  the  later  payments  reducing 
he  amount  of  the  mortgages  were  made  after  marriage,  out  of  earn- 
ngs  of  the  petitioner;  and  these  earnings  were  by  the  law  of  Cali¬ 
fornia,  community  property.  Granting  that,  we  think  it  does  not 
provide  an  alchemy  sufficiently  potent  to  change  the  status  of  the 
eal  estate.  The  record  shows  that,  although  after  marriage  the 
petitioner’s  earnings  and  the  rentals  from  the  property  in  question 
-vere  commingled  in  one  bank  account,  and  that  possibly  at  times  a 
ittle  of  his  earnings  may  have  gone  toward  paying  for  the  property, 
fet  this  amount  was  very  slight ;  it  shows  that  his  earnings  were  only 
^19  a  week  when  he  was  married  and  they  never  increased  beyond 
?24  a  week;  and  that  the  living  expenses  of  the  petitioner  and  his 
vife  used  up  practically  all  that  he  earned.  In  Estate  of  Cuds- 
rorth,  133  Cal.  462;  65  Pac.  1041,  it  was  stated  that  where  an  incon¬ 
siderable  amount  of  community  funds  became  confused  with  separate 
funds,  the  community  funds  took  on  the  character  of  the  separate 
funds — the  larger  estate.  We  think  that  is  applicable  here. 

After  the  property  was  purchased  in  the  name  of  the  petitioner 
done,  and  before  the  parties  intermarried,  the  petitioner  made  a 
vill,  devising  to  Mrs.  Koch  one-half  the  property.  This  fact,  the 
espondent  thinks,  indicates  that  the  petitioner  considered  the  prop¬ 
erty  as  his  own.  The  record  does  not  bear  out  this  theory.  The  peti- 
ioner  testifies  that  he  made  the  will  so  as  to  protect  Mrs.  Koch’s 
nterest  in  case  of  his  death.  We  think  this  is  a  reasonable  explana- 
ton.  The  parties  were  not  then  married;  the  title  to  the  property 
vas  in  the  petitioner  alone;  if  he  died  prior  to  their  marriage,  Mrs. 
Kfoch  might  have  difficulty  in  proving  her  interest  in  the  property. 
The  making  of  the  will  was  the  natural  and  logical  act  of  a  man  who 
vished  Mrs.  Koch  to  have  what  was  honestly  due  to  her.  In  our 
>pinion  this  property  belonged  to  the  petitioner  and  his  wife  as 
separate  estates;  but,  the  entire  title  being  in  the  petitioner,  a  trust 
esulted  in  favor  of  Mrs.  Koch.  This  status  of  the  property  con- 
inued  after  the  owners  had  intermarried. 

When  the  property  was  sold  in  1921,  a  net  profit  of  $9,200  was 
ealized.  Petitioner  and  his  wife  each  filed  a  return  for  that  year, 
^ach  returning  as  income  $4,600,  or  one-half  the  net  profit.  In  each 
eturn  the  property  was  described  as  community  property;  under 
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Schedule  C  of  the  petitioner’s  return  the  total  profit  from  the  sale 
of  the  property  is  set  out  and  one-half  the  amount  is  “  credited 
to  wife  on  separate  return.”  Likewise,  in  the  wife's  return,  under 
Schedule  C,  one-half  the  total  profit  is  “  credited  to  husband  on 
separate  return.”  Both  returns  are  made  out  in  the  same  hand¬ 
writing:  the  signature  sheets  of  the  returns  are  not  in  the  record. 
We  have,  however,  the  writing  of  both  petitioner  and  his  wife 
on  some  checks,  and  it  is  very  evident  that  neither  one  of  them 
made  out  either  tax  return.  In  any  event,  calling  the  property  com¬ 
munity  property  in  the  tax  returns  would  not  make  it  such,  if,  as- 
we  have  seen,  it  was  not  community  property  under  the  law. 

When  the  property  was  sold,  it  was  the  duty  of  the  petitioner,  ae 
trustee  for  his  wife,  to  turn  over  to  her  the  net  proceeds  from  hei 
share  of  the  property.  Apparently  this  was  done.  There  was,  then 
nothing  upon  which  a  deficiency  could  properly  be  based. 

Reviewed  bv  the  Board. 

Judgment  will  be  entered  for  the  petitioner 


O.  N.  Townsend,  Harriet  R.  Burton,  Mary  T.  Brown,  an; 
Rufus  C.  Burton,  Petitioners,  v.  Commissioner  of  Internai 
Reyen  ue,  Respondent. 

Docket  No.  19960.  Promulgated  September  14,  192S. 

Losses — Bad  Debts — Inherited  Property — Promissory  Notes. — 
Decedent  was  an  accommodation  endorser  of  certain  notes  secured 
by  second  mortgage  on  property  of  the  maker.  After  decedent's 
death  these  were  paid  by  his  executor  with  estate  funds,  the  notes 
being  taken  over  and  thereafter  treated  as  an  asset  of  the  estate 
and  no  deduction  taken  on  account  of  the  expenditure  in  determin¬ 
ing  the  gross  estate  for  Federal  tax  purposes.  In  1918  the  admin¬ 
istration  of  the  estate  was  concluded  and  title  to  the  notes  in 
question  taken  by  petitioners  as  distributees.  In  1919,  the  maker 
of  the  notes  having  died,  his  estate  was  administered  and  its  only 
asset,  the  property  covered  by  the  second  mortgage  securing  the 
notes,  was  sold  at  foreclosure  for  less  than  the  amount  of  the  first 
mortgage.  Held .  that  any  loss  to  petitioners  as  a  result  of  the 
happenings  in  1919  must  be  measured  by  the  value  of  the  notes  at 
the  time  distributed  to  them  in  1918,  and,  there  being  no  proof  of 
such  value,  no  deduction  either  as  a  loss  or  as  a  bad  debt  can  be 
allowed. 


C/audc  /.  Parker ,  Esq.,  and  Ralph  W.  Smith ,  Esq.,  for  the  peti 
t  ioners. 

Maxwell  E.  McDowell,  Esq.,  for  the  respondent. 


This  proceeding  involves  deficiencies  in  income  taxes  asserted  b\ 
respondent  against  petitioners  for  years  and  in  amounts  as  follows 
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Year 

0.  N.  Town¬ 
send 

Harriet  R. 
Burton 

Mary  T. 
Brown 

Rufus  C. 
Burton 

19 _ 

$1,370.  27 
41,833.  38 

$1,563.  76 
41,975.  90 
14,  432.  90 

>0 _ 

$42,  099.  27 
14,  904. 16 
710.  85 

21 _ 

$11,  32o.  68 

12 _ 

699.  17 

Petitioners  assign  four  errors  on  the  part  of  respondent  in  his 
etermination  of  the  deficiencies  involved : 

(a)  That  he  refused  to  allow  any  deduction  for  depletion  on  ac- 
)unt  of  a  bonus  or  overriding  royalties  received  by  them  during  the 
sars  1919  to  1922,  inclusive,  as  consideration  for  the  leasing  of 
irtain  oil  lands. 

(b)  That  he  used  an  erroneous  method  in  computing  payments  due 
lem  as  reimbursed  income  tax  under  the  provisions  of  the  bonus 
^reement  referred  to. 

(c)  That  he  disallowed  a  deduction  by  them  from  gross  income 
>r  the  taxable  year  1919  of  a  loss  incurred  on  certain  uncollectible 
ates. 

(d)  That  a  formal  error  of  computation  was  made  by  him  in 
stermining  petitioners'  distributive  shares  of  income  from  the  estate 
f  Thomas  B.  Townsend  for  the  taxable  year  1922. 

FINDINGS  OF  FACT. 

Petitioners  are  residents  of  Zanesville,  Ohio.  O.  N.  Townsend, 
farriet  R.  Burton,  and  Mary  T.  Brown  are  the  children  of  Thomas 
..  Townsend,  who  died  November  24,  191G,  and  are  the  heirs  and 
istributees  of  his  residuary  estate  under  his  last  will.  The  peti- 
oner,  Rufus  C.  Burton,  is  the  husband  of  Harriet  R.  Burton.  The 
Mowing  are  the  provisions  of  the  will  of  Thomas  B.  Townsend, 
fleeting  the  issues  herein  presented : 

Item  first.  I  give  and  bequeath  to  my  three  children,  Orville  N.  Townsend, 
attie  R.  Burton,  wife  of  R.  C.  Burton  and  Mary  T.  Brown,  wife  of  L.  K. 
rown,  in  equal  portions,  share  and  share  alike,  all  my  real  estate,  lands, 
nements  and  personal  property,  of  all  kinds,  including  bonds,  stocks,  etc., 
id  all  property  of  every  description  and  wherever  situated.  If  any  of  my  above 
lildren  die  before  my  death,  their  share  shall  go  to  their  children,  if  they 
ive  no  children,  it  shall  then  go  to  my  own  children  that  are  still  living,  share 
id  share  alike. 

Item  second.  I  hereby  appoint  my  son  Orville  N.  Townsend,  executor  of 
y  last  will  and  testament,  without  bond,  and  request  the  court  admitting 
iis  will  to  probate  and  record,  and  he  is  requested  and  to  direct  the  omission 
-  any  bond,  and  to  issue  letters  of  administration  to  my  son  Orville  N. 
ownsend  without  any  bond  or  security  in  such  behalf. 

Item  third.  In  case  of  the  death  of  my  son  Orville  N.  Townsend,  I  appoint 
ufus  C.  Burton  to  succeed  my  son  a.s  executor  and  to  be  gov<  rued  without 
aid  as  stated  in  item  second. 
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Item  fifth.  My  ranch  property  at  Horners,  Marion  County,  Kansas,  known  as 
Rockland  Farm  or  Townsend  Ranch  is  to  be  kept  intact  and  not  divided  foe 
ten  years  from  the  date  of  my  death,  before  divided  or  sold.  Then  after  the;) 
ten  years,  if  the  heirs  decide  to  sell  it  or  divide  it  they  can  do  so.  I  also  ordei 
and  desire  that  one  hundred  thousand  (100,000.00)  dollars,  of  cash  or  values, 
must  be  kept  for  working  capital,  to  run  or  manage  said  Farm  or  ranch,  the 
one  hundred  thousand  (100,000.00)  dollars  to  be  invested  or  as  much  as  is 
necessary,  to  pay  for  the  live  stock,  feed  and  tools,  on  said  ranch  if  the  one 
hundred  thousand  (100,000.00)  dollars  is  not  all  needed  for  the  live  stock,  feed, 
and  tools  to  run  said  ranch  then  the  surplus  to  be  loaned  at  not  less  than  four 
l>er  cent  in  such  a  way,  if  more  capital  is  needed  the  surplus  can  be  drawn 
upon  immediately,  but  the  one  hundred  thousand  (100,000.00)  dollars  must  be 
only  used  for  capital  to  run  said  ranch.  In  January  following  the  preceding 
year  a  dividend  shall  be  declared  from  the  profits  of  the  preceding  year,  and 
divided  equally  between  the  heirs  whether  there  is  three  heirs  more  or  less. 
Said  Orville  N.  Townsend  is  to  manage  or  superintend  ranch  in  and  about  the 
same  manner  I  have  done  and  he  is  to  be  allowed  for  his  services  his  expenses, 
and  not  less  than  one  thousand  (1000.00)  dollars  per  year  salary,  and  he  shall 
be  allowed  all  legal  fees  allowed  by  the  Frobate  Court  for  settling  up  estates. 

The  will  of  Thomas  B.  Townsend  was  duly  admitted  to  probate 
in  the  proper  court  in  Ohio  and  in  January,  1918.  The  final  account 
of  the  executor,  O.  N.  Townsend,  was  approved  by  that  court  and  he 
was  discharged. 

On  June  16, 1919,  O.  N.  Townsend,  individually  and  as  trustee  under 
the  said  will,  Harriet  R.  Burton,  and  Mary  T.  Brown,  executed  an 
oil  lease  to  880  acres  of  land  in  Marion  County,  Kansas,  the  lessee 
being  Robert  Watchorn.  This  lease  provided  for  the  payment  to  the 
lessors  of  a  royalty  of  one-eighth  of  the  oil  produced.  On  the  same 
date  these  several  parties  executed  a  formal  written  agreement  in 
respect  to  the  lease  and  the  land  referred  to  of  which  the  following 
portions  are  pertinent  to  the  issues  herein  presented: 

This  Agreement  made  and  entered  into  in  triplicate  the  Sixteenth  day  of 
June,  1919,  by  and  between  O.  N.  Townsend,  as  Trustee,  under  the  last  will  and 
testament  of  Thomas  B.  Townsend,  Deceased,  and  Harriet  R.  Burton,  Mary 
T.  Brown,  and  O.  N.  Townsend,  and  Rufus  C.  Burton,  Louis  K.  Brown  and 
Maryt  Townsend,  husband  and  wife  respectively  of  the  last  hereinbefore  named 
three  persons,  all  of  Zanesville,  Ohio,  hereinafter  called  the  first  parties,  and 
Robert  Watchorn,  of  Los  Angeles,  California,  hereinafter  called  the  second 
party : 

WITNESSETH  : 

(1)  That  the  first  parties,  for  and  in  consideration  of  the  sum  or  sums  of 
money  named  in  paragraph  (2)  hereof,  and  the  further  covenants  and  agree¬ 
ments  hereinafter  set  forth,  have  made,  executed  and  delivered  to  the  second 
party  a  lease  for  the  production  of  oil  and  gas  upon  the  following  described 
property  and  premises,  to- wit : 

The  South  Half  (S  %)  of  Section  Five  (5),  Township  twenty-two  (22) 
South,  Range  Four  (4),  East;  The  Northeast  Quarter  (N.  E.  y±)  of 
Section  five  (5),  Township  twenty-two  (22)  South,  Range  Four  (4) 
East;  the  West  Half  (W  %)  of  Section  six  (G),  Township  twenty-two 
(22)  South,  Range  four  (4),  East:  and  the  West  Half  (W  *4)  of  the 
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Northeast  Quarter  (N.  "E.  %)  of  Section  six  (6)  Township  twenty-two 
(22)  South,  Range  four  (4)  East;  all  in  the  County  of  Marion,  State  of 
Kansas,  and  containing  eight  hundred  and  eighty  acres  (880)  more 
or  less. 

i  copy  of  said  lease  is  attached  hereto  and  is  made  a  part  hereof,  and  is 
narked  “  Exhibit  A”  for  identification. 

(2)  In  consideration  for  said  lease,  the  second  party  agrees  to  pay  to  the 
irst  parties  the  sum  of  six  hundred  thousand  dollars  ($600,000.00)  payable  in 
he  manner  as  follows : 

(a)  There  shall  be  paid  to  the  first  parties  fifty  per  cent  of  the  proceeds 
•ealized  from  all  sales  of  oil  and  gas  produced  from  the  seven-eighths  working 
nterest  under  the  lease  aforesaid  on  the  premises  above  described,  the  remani¬ 
ng  one-eighth  being  the  royalty  interest  to  be  delivered  to  first  parties  under 
he  terms  of  said  lease. 

(b)  There  shall  be  paid  to  the  first  parties  one-eighth  of  the  proceeds  realized 
Tom  all  sales  of  oil  and  gas  produced  by  the  second  party  from  the  following 
lescribed  premises,  to-wit : 

The  West  Half  (W  y2)  of  Section  nine  (9),  Township  twenty-twTo 
(22)  South,  Range  four  (4)  East,  Marion  County,  Kansas,  containing 
320  acres,  more  or  less;  The  East  Half  (E  y2)  of  Section  seven  (7) 
Township  twenty-two  (22)  South,  Range  four  (4)  East,  and  the  South 
Half  (S  y>)  of  the  Norhwest  Quarter  (N.  W.  *4)  of  Section  seven  (7), 
Township  twenty-two  (22)  South,  Range  four  (4)  East,  Marion  County, 
Kansas,  containing  400  acres,  more  or  less. 

Said  second  party  owns  the  oil  and  gas  mining  leases  in  their  entirety  on 
•;aid  premises. 

(c)  There  shall  be  paid  to  the  first  parties  one-sixteenth  (tV)  of  the  pro¬ 
ceeds  realized  from  all  sales  of  oil  and  gas  produced  by  the  second  party 
Prom  the  following  described  premises,  to-wit : 

The  Southwest  Quarter  (S.W.  %)  of  section  four  (4)  Township 
twenty-two  (22)  South,  Range  four  (4)  East,  and  South  half  (S  y2)  of 
the  Northwest  Quarter  (N.W.  %)  of  section  four  (4),  Township  twenty- 
two  (22)  South,  Range  four  (4),  East,  and  the  West  Half  (W  y2)  of  the 
Northwest  Quarter  (N.W.  %)  of  section  sixteen  (16)  Township  twenty- 
two  (22)  South,  Range  four  (4),  East,  Marion  County,  Kansas,  con¬ 
taining  altogether  three  hundred  and  twenty  (320)  acres,  more  or  less. 

Party  of  the  second  part  owns  an  undivided  one-half  interest  in  and  to 
■said  last  above  described  premises,  and  this  provision  of  one-sixteenth  shall 
ipply  also  to  the  well  already  drilled  and  completed  on  part  of  same,  namely, 
in  section  four  (4)  above  described. 

This  contract  shall  be  construed  as  an  assignment  and  transfer  to  the 
first  parties  of  the  respective  interests  in  the  production  from  said  properties 
as  above  set  forth. 

(3)  All  of  the  oil  produced  from  the  property  and  premises  above  de¬ 
scribed  shall  be  delivered  to  pipe  lines  selected  by  the  second  party  hereto,  and 
the  pipe  line  companies  purchasing  said  oil  and  gas  shall  remit  and  deposit 
the  payments  above  provided  for  to  the  first  parties  as  hereinafter  provided. 

(4)  One  of  the  three  copies  of  this  agreement,  duly  executed,  together 
with  the  lease  hereinabove  referred  to,  shall  be  deposited  with  the  Old 
Citizens  National  Bank,  of  Zanesville.  Ohio,  and  all  payments  to  first  parties 
provided  for  herein  shall  be  made  to  said  bank  for  the  benefit  of  first  parties. 

******* 
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(6)  In  addition  to  the  payment  of  said  stx  hundred  thousand  dollars 
($600,000.00),  in  the  manner  herein  provided,  there  shall  be  also  paid  to  the 
first  parties,  in  the  same  manner,  such  sum  as  may  be  necessary  to  pay  all 
Federal  Government  Income  Tax  upon  the  sums  payable  to  the  first  parties 
chargeable  for  each  year  to  the  first  parties  as  their  sole  income  until  said  sum, 
plus  accrued  interest  thereon,  is  fully  paid.  Second  party  shall  not  be  responsi¬ 
ble  for  income  tax  that  may  be  charged  to  the  first  parties  upon  any  royalties 
which  may  be  received  by  them,  or  any  of  them,  under  the  terms  of  the  said 
lease. 

(7)  Second  party  agrees  that,  out  of  the  proceeds  realized  from  the  produc¬ 
tion  of  oil  and  gas  as  provided  in  Clause  (2)  hereof,  the  proceeds  shall  be 
remitted  to  and  deposited  in  the  said  Old  Citizens  National  Bank  of  Zanesville. 
Ohio,  until  the  sum  paid  shall  amount  to  six  hundred  thousand  dollars  ($600.- 
000.00),  together  with  interest  at  the  rate  of  six  per  cent  (6%)  per  annum  from 
this  date,  said  interest  to  be  calculated  on  a  basis  of  partial  payments  and 
income  tax  as  provided  for  in  paragraph  (6)  hereof.  As  soon  as  full  payment 
shall  have  been  made,  said  Bank  is  hereby  authorized  to  deliver  said  lease  tc 
second  party,  or  to  his  order,  and  is  hereby  made  the  joint  agent  of  the  parties 
hereto  for  that  purpose.  Second  party  shall  not  be  obligated  to  pay  any  of  the 
sums  herein  provided  for,  except  out  of  production  of  oil  and  gas  as  stated  in 
this  agreement.  Second  party,  however,  shall  have  the  right  and  option  at  any 
time  during  the  term  of  this  contract,  to  pay  any  or  all  of  said  six  hundred 
thousand  dollars  ($600,000.00)  or  any  balance  remaining  unpaid,  together  with 
interest  calculated  on  a  basis  of  partial  payments  from  this  date,  at  the  rate  of 
six  per  cent  (6%)  per  annum,  and  income  tax  as  herein  mentioned,  and  upon 
the  full  payment  or  tender  of  such  payment  to  said  Bank,  the  Bank  is  herein- 
directed  to  deliver  said  lease  to  the  second  party,  it  being  intended,  however, 
that  full  payment  shall  be  made  hereunder  on  or  before  June  16,  1924. 

At  the  hearing  the  parties,  through  counsel,  filed  the  following 
stipulation  of  fact : 

It  is  hereby  stipulated  and  agreed  by  and  between  petitioners  and  respondent 
above  named  and  their  respective  counsel: 

1.  That  the  $600,000.00  received  during  the  years  1919  to  1922.  inclusive, 
under  that  certain  agreement  duly  executed  and  dated  June  16,  1919.  by  and 
between  O.  N.  Townsend  as  trustee,  under  the  last  will  and  testament  ot 
Thomas  B.  Townsend,  deceased,  and  Harriet  T.  Burton,  Mary  T.  Brown  and 
O.  N.  Townsend  and  Rufus  C.  Burton,  Louis  K.  Brown  and  Mary  Townsend 
all  of  Zanesville,  Ohio,  as  the  first  party  and  Robert  Watcliorn  as  the  second 
party,  heretofore  duly  admitted  in  evidence  and  designated  as  petitioner  t 
Exhibit  1  constitutes  a  depletable  bonus  and  as  such  is  subject  to  depletion  ii 
accordance  with  the  provisions  of  section  214  of  the  Revenue  Act  of  1920  an< 
T.  D.  3938.  Accordingly,  petitioners  are  entitled  to  deduct  in  the  computation 
of  their  net  income,  a  certain  amount  representing  depletion  on  bonus  receive* 
during  the  years  1919  to  1922,  inclusive.  The  calculation  of  the  exact  amouid 
of  depletion  shall  be  made  by  the  respective  parties  and  duly  fixed  with  the 
Board;  thereafter,  on  notice  the  determination  of  the  amount  of  depletion  shal 
be  fixed  by  the  Board. 

2.  That  the  amounts  to  be  reported  as  income  by  the  petitioners  representing 
reimbursements  of  theoretical  income  tax  under  Exhibit  1  is  $60,000.00  for  tht 
year  1922,  being  the  actual  amount  received  under  said  Exhibit  1,  and  that  anj 
further  amounts  as  might  be  determined  payable  under  this  agreement  will  lx 
reported  as  income  by  petitioners  as  and  when  paid. 
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3.  That  one,  T.  B.  Townsend,  died  testate  in  the  State  of  Ohio  on  the  24th 
lay  of  November,  1916;  whose  last  will  and  testament  being  Petitioner’s  Ex- 
libit  2  was  duly  admitted  to  probate  in  the  proper  court  in  the  State  of  Ohio 
md  in  the  month  of  January,  1918,  the  administration  of  said  estate  having 
jeen  completed  for  final  account  and  duly  approved  by  tlie  Court,  tbe  executor 
[hereof,  was  discharged ;  that  prior  to  the  death  of  the  said  T.  B.  Townsend 
le  duly  signed  as  an  accommodation  endorser  certain  promissory  notes  made 
?y  one  F.  N.  Townsend ;  that  said  notes  were  binding  obligations  upon  the 
*aid  T.  B.  Townsend  at  the  time  of  his  death  and  were  binding  obligations  on 
iiis  estate ;  that  subsequent  to  the  death  of  T.  B.  Townsend,  the  holder  of  the 
mid  notes  demanded  payment  thereof  from  the  executor  of  the  estate  of  T.  B. 
Townsend  who  died  on  December  1,  1916,  duly  discharge  said  notes  by  paying 
the  sum  of  $9,166.28 ;  that  the  said  notes  were  secured  by  a  second  mortgage 
>n  certain  real  estate  in  the  State  of  Ohio;  that  the  said  executor  of  the  estate 
>f  T.  B.  Townsend  became  the  owner  of  said  notes  upon  the  payment  thereof ; 
that  during  the  year  1919  the  property  of  F.  M.  Townsend,  covered  by  said 
mortgage  securing  said  notes,  was  sold  at  foreclosure  sale  with  the  result  that 
it  did  not  bring  a  sufficient  amount  to  pay  off  the  first  mortgage  against  the 
property,  thereby  leaving  the  said  notes  wholly  unsatisfied ;  that  the  mort¬ 
gaged  real  estate  above  referred  to  constituted  the  sole  asset  of  the  estate  of 
[he  said  F.  M.  Townsend,  which  estate  was  closed  during  the  year  1919,  no  pay¬ 
ment  having  been  made  by  the  said  estate  or  any  other  person  on  said  notes ; 
that  in  determining  the  Federal  estate  tax  on  the  estate  of  T.  B.  Townsend  no 
deduction  was  allowed  for  the  said  notes  or  any  part  thereof. 

O.  N.  Townsend,  Mary  T.  Brown  and  Harriet  R.  Burton,  Schedule  showing 
payments  received  on  Bonus  of  $600,000.00,  during  the  years  1919  to  1922,  also 
payments  on  interest  and  income  tax : 


Year 

Bonus 

Interest  1 

Income  tax 

1919,  -  _ 

$26,  261.  99 
327,  914.  32 
233,  781.  48 
12,  042.  21 

$19,  228.  34 
27,  239.  21 
8,  329.  42 
4, 123.  58 

1920- .  _ 

1921- .  _ 

1922 . . .  -  -  _ 

$60, 000.  00 

Total _  .-  .  _  _  _ 

600,  000.  00 

58,  920.  55 

60, 000.  00 

1  This  interest  was  not  actually  paid  until  the  year  1922  after  the  bonus  of  $600,000  had  been  fully  paid. 


The  above  amounts  were  distributed  in  equal  parts  to  the  three  beneficiaries, 
named  in  the  will,  during  the  respective  periods. 

At  the  hearing  it  was  agreed  by  counsel  for  respondent  that  the  last 
assignment  of  error — (d),  charging  a  formal  error  in  computing  dis¬ 
tributive  shares  of  income  of  O.  N.  Townsend,  Harriet  R.  Burton, 
and  Mary  T.  Brown  for  1922,  front  property  owned  as  tenants  in 
common,  was  well  taken  and  the  distributive  share  of  each  should  be 
$12,236.63  instead  of  $24,561.17. 

opinion. 

Trussell:  Of  the  four  errors  assigned  by  petitioners,  two  of  them, 
k‘b”  and  “d,”  are  definitely  disposed  of  by  stipulation  both  as  to 
principle  and  amount.  As  to  issue  u  a,"  it  was  agreed  that  the  bonus 
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in  question  was  subject  to  depletion  in  accordance  with  section  214 
of  the  Revenue  Act  of  1926,  Treasury  Decision  3938,  and  that  a 
calculation  by  each  party  of  the  exact  amount  would  be  filed  later 
for  purposes  of  a  final  order  under  Rule  50. 

This  leaves  for  consideration  the  one  issue,  “  c,”  which  involves  the 
allowability  of  deductions  from  gross  income  for  1919  of  each  of 
the  three  petitioners,  O.  N.  Townsend,  Harriet  R.  Burton,  and  Mary 
T.  Brown  of  one-third  of  the  amount  represented  by  certain  uncol¬ 
lectible  notes. 

The  facts  in  respect  to  these  notes  as  shown  by  the  record  are  that 
Thomas  B.  Townsend,  the  father  of  these  three  petitioners,  at  some 
time  prior  to  his  death,  signed  certain  notes  as  accommodation  en¬ 
dorser.  Thomas  B.  Townsend  died  November  24,  1916.  Six  days 
later,  on  demand  of  the  holders  of  the  notes,  they  having  not  been 
paid,  O.  N.  Townsend,  as  executor  of  his  father’s  estate,  paid  them 
in  the  sum  of  $9,166.28,  and  the  estate  thereupon  became  their  owner, 
and  following  this  the  notes  were  considered  as  part  of  the  corpus 
of  the  estate  and  in  determining  the  gross  estate  for  Federal  tax 
purposes  no  deduction  was  claimed  on  account  of  the  payment  made. 

These  notes  were  secured  by  a  second  mortgage  on  certain  real 
estate  belonging  to  the  maker.  In  January,  1918,  the  administration 
of  the  estate  of  Thomas  B.  Townsend,  was  concluded  and  the  executor 
discharged.  The  maker  of  the  notes  died  and  the  administration 
of  his  estate,  the  sole  asset  of  which  was  the  real  estate  mentioned, 
was  concluded  in  1919,  this  property  being  sold  in  that  year  at 
foreclosure  under  the  first  mortgage  for  an  amount  insufficient  to 
satisfy  that  mortgage. 

Each  of  these  three  petitioners  claimed  deductions  from  his  gross 
income  for  1919  of  one-third  of  the  amount  of  the  notes,  $9,166.28. 
plus  accrued  interest  of  $1,521.66,  on  the  ground  that  tire  notes  were 
losses  for  that  year,  as  they  then  became  worthless.  Respondent 
takes  the  position  that  the  notes  represented  a  contingent  liability 
of  the  estate  upon  the  death  of  Thomas  B.  Townsend  and  that  pay¬ 
ment  of  this  liability  by  the  executor  constituted  a  loss  at  that  time 
and  in  that  amount  to  the  corpus  of  the  estate.  It  is  argued  by  him 
that  if  the  liability  had  ripened  into  a  fixed  debt  the  payment  of  it 
was  merely  a  discharge  of  the  debt  and  decreased  the  estate  to  that 
extent. 

With  this  view  we  can  not  agree.  Upon  payment  of  the  contingent 
liabilitv  the  executor  of  the  estate  was  subrogated  to  all  the  rights 
of  the  holder  of  the  notes.  That  this  was  the  legal  effect  of  such 
action  is  admitted  by  respondent. 

However,  the  question  before  us  is  what  loss,  if  any,  has  been 
suffered  by  petitioners  as  distributees  of  the  estate  by  reason  of  the 
happening  of  certain  events  in  1919  whereby  any  value  which  the 
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otes  may  have  had  before  that  time  was  destroyed.  The  answer 
>  this  can  only  be  made  upon  proof  of  the  value  of  the  notes  in 
anuary,  1918,  when  received  by  them  from  the  executor,  as  such 
alue  is  the  basis  upon  which  loss  or  gain  to  them  must  be  deter¬ 
mined.  See  F.  W.  Matthiessen ,  Jr.,  2  B.  T.  A.  921,  and  F.  W.  Mat- 
1 Hessen ,  Jr.,  v.  United  States,  —  Ct.  Cls.  — ,  decided  April  16,  1928. 
or  can  deduction  be  allowed  for  this  item  under  section  214  (a) 
7)  of  the  Revenue  Act  of  1918  as  a  “  debt  ascertained  to  be  worth- 
ss  and  charged  off  within  the  taxable  year  ”  over  and  above  the 
due  of  the  notes  at  the  time  distributed  to  petitioners.  Charles  F . 
yer,  7  B.  T.  A.  324;  affd.,  Ayer  v.  Blair,  —  App.  D.  C.  - — ,  decided 
[av  7,  1928.  There  is  no  evidence  before  us  of  the  value  of  these 
ates  at  the  time  distributed  to  petitioners.  Respondent’s  action  in 
fallowing  the  deduction  must  be  approved. 

The  deficiencies  will  be  redetermined  in  accord  with  the  facts  as 
ipulated  by  counsel  on  the  hearing  and  with  the  foregoing  opinion. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 


Rockwood  Sprinkler  Go.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  14937.  Promulgated  September  19,  192S. 

Held,  That  a  deficiency  in  income  tax  for  the  year  1920  was 
properly  asserted  against  the  petitioner  under  the  provisions  of 
section  240  (b)  of  the  Revenue  Act  of  1921. 

Merrill  JS.  June,  Esq.,  for  the  petitioner. 

Eugene  Meacham,  Esq.,  for  the  respondent. 

The  respondent  has  asserted  a  deficiency  in  income  tax  for  the 
ear  1920  in  the  amount  of  $4,725.60.  The  parties  have  agreed  that 
1,290.85  is  the  amount  in  controversy.  The  single  issue  here  is 
hether  the  deficiency  in  question  has  been  properly  asserted  against 
le  petitioner  under  the  provisions  of  section  240  (b)  of  the  Revenue 
ct  of  1921. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation.  In  the  taxable  year  it 
as  affiliated  with  the  Rockwood  Sprinkler  Co.  of  Massachusetts,  a 
irporation  chartered  and  operating  under  the  laws  of  that  State. 
The  Massachusetts  corporation  made  a  consolidated  income  and 
rofits-tax  return  for  the  affiliated  group  for  the  year  1920.  Such 
'turn  showed  a  consolidated  income  in  the  amount  of  $549,145.42, 
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and  tax  due  on  said  income  in  the  amount  of  $177,433.14.  The  peti¬ 
tioner’s  income,  if  determined  separately,  was  $331,034.69,  and  that 
of  the  Massachusetts  corporation,  $218,110.73,  or,  respectively,  60.282 
per  cent  and  39.718  per  cent  of  the  consolidated  income.  The  entire 
tax  was  paid  in  four  installments  by  the  Massachusetts  corporation. 

Upon  audit  of  the  consolidated  return  the  Commissioner  deter¬ 
mined  that  the  correct  tax  liability  of  the  consolidated  group  for  the: 
taxable  year  was  $182,892.23,  and  a  deficiency  for  such  year  in  the 
amount  of  $5,459.09,  and  proposes  to  assert  60.282  per  cent  of  such 
deficiency  against  the  petitioner  on  the  basis  of  the  proportion  of  its 
income  to  the  income  of  the  affiliated  group. 

For  the  taxable  year  the  petitioner  made  an  information  return 
on  Form  1122,  which  included  paragraph  7,  as  follows: 

7.  The  department  prefers  that  the  entire  tax  shown  on  a  consolidated 
return  l>e  paid  by  the  parent  or  principal  reporting  corporation,  instead  of 
being  apportioned  among  the  corporations  composing  the  affiliated  group. 

If  apportionment  is  made,  state  the  amount  of  income  and  profits  taxes 
for  the  taxable  period  to  he  assessed  against  the  subsidiary  or  affiliated: 
corporation  making  this  return . $ . 

OPINION. 


Lansdon  :  There  is  no  controversy  over  the  facts  here  involved. 
The  parties  agree  that,  if  the  respondent  has  any  authority  to  assert  a 
deficiency  against  the  petitioner  for  1920,  the  correct  amount  thereof 
is  $3,290.85.  The  petitioner  contends  that  inasmuch  as  the  original 
consolidated  return  was  made  by  the  Massachusetts  corporation,  and 
the  tax  shown  thereon  paid  by  it,  and  that  as  the  information  return 
made  by  the  petitioner  included  no  direction  as  to  the  apportionment 
of  the  tax,  the  Commissioner  was  fully  advised  that  there  was  an 
agreement  between  the  two  members  of  the  affiliated  group  that  all 
taxes  for  the  year  in  question  were  to  be  paid  by  the  Massachusetts 
corporation.  If  this  contention  is  sound  it  follows  that  any  deficien¬ 
cies  determined  as  to  the  group  should  be  asserted  and  assessed 
against  such  Massachusetts  corporation  under  the  plain  provisions 
of  section  240  (b)  of  the  Revenue  Act  of  1921,  which  is  as  follows: 

In  any  case  in  which  a  tax  is  assessed  upon  the  basis  of  a  consolidated 
return,  the  total  tax  shall  he  computed  in  the  first  instance  as  a  unit  and  shall 
then  he  assessed  ui>ou  the  respective  affiliated  corporations  in  such  proportions 
as  may  he  agreed  upon  among  them,  or,  in  the  absence  of  any  such  agreement, 
then  on  the  basis  of  the  net  income  properly  assignable  to  each.  *  *  - 


In  our  opinion  the  evidence  adduced,  the  law  cited  by  the  peti¬ 
tioner,  and  the  reasoning  of  its  counsel  based  thereon  do  not  support 
the  contention  on  which  this  proceeding  is  based.  Even  if  it  is  the 
duty  of  the  Commissioner  to  ascertain  whether  there  is  an  agree¬ 
ment  providing  for  the  apportionment  of  the  tax  among  the  members 
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if  an  affiliated  group,  it  is  obvious  that  the  failure  of  the  petitioner 
to  make  the  statement  asked  for  in  paragraph  7  of  Form  1122  left 
the  Commissioner  without  such  information.  Apparently  the  peti¬ 
tioner  relies  on  an  assumption  that  failure  to  indicate  apportionment 
in  percentages  or  amounts  raises  a  conclusive  presumption  that  all 
the  tax  was  to  be  paid  by  the  reporting  member  of  the  group.  We 
do  not  agree  with  this  conclusion.  The  Commissioner's  assumption 
that  in  the  absence  of  an  agreement  that  ail  the  tax  was  to  be  paid 
by  the  Massachusetts  corporation,  it  follows  that  the  tax  liability  shall 
be  assessed  on  the  basis  of  the  proportional  income  of  each  of  the 
reporting  corporations  is  at  least  equally  as  valid  as  the  presumption 
relied  on  by  the  petitioner. 

The  petitioner  here  is  a  taxpayer.  The  amount  of  the  deficiency 
is  not  in  controversy  and  the  sole  issue  is  whether  it  was  within  the 
authority  of  the  Commissioner  to  assert  it  by  the  procedure  adopted. 
Section  274  (a)  of  the  Revenue  Act  of  192G,  under  which  this  pro¬ 
ceeding  was  initiated,  provides  that  “  If  in  the  case  of  any  taxpayer, 
the  Commissioner  determines  that  there  is  a  deficiency  in  respect  of 
the  tax  imposed  by  this  title,  the  Commissioner  is  authorized  to  send 
notice  of  such  deficiency  by  registered  mail.”  All  this  has  been  done 
here,  and  we  think  that  in  the  absence  of  any  statement  as  to  the 
proration  of  the  tax  as  requested  in  paragraph  7  of  Form  1122,  the 
deficiency,  now  agreed  as  to  amount,  was  properly  asserted  against 
this  petitioner  under  the  provisions  of  section  240  (b)  of  the  Revenue 
Act  of  1921.  Cincinnati  Mining  Co .,  8  B.  T.  A.  79. 

Reviewed  by  the  Board. 

Decision  will  be  entered  for  the  respondent . 


B.  H.  Kizer,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Mabel  A.  Kizer,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  6758,  6759.  Promulgated  September  19,  1928. 

A  member  of  a  marital  community  in  the  State  of  Washington 
whose  duties  are  solely  those  of  housewife  and  housekeeper  is  not 
engaged  in  carrying  on  a  trade  or  business  within  the  meaning  of 
the  Revenue  Act  of  1921.  and  it  is  held  that  a  loss  sustained  in  con¬ 
nection  with  the  purchase  of  household  supplies  is  not  deductible 
from  the  income  of  the  members  of  the  community. 

B.  H.  Kizer ,  Esq.,  for  the  petitioners. 

•/.  E.  Marshall,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  in  income  tax  for  the 
year  1921  as  to  each  of  the  petitioners  in  the  amount  of  $82.57.  The 
13485—28 - 2 
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issue  is  whether  a  certain  alleged  loss  is  deductible  in  the  taxable 
year  from  the  income  of  a  marital  community  resident  in  the  State 
of  Washington.  By  agreement  of  the  parties,  the  two  proceedings 
were  consolidated  for  hearing  and  decision. 

FINDINGS  OF  FACT. 

The  petitioners  reside  in  Washington,  and  constitute  a  marital 
community  under  the  laws  of  that  State.  B.  H.  Kizer  is  a  lawyer 
and  derives  the  income  of  the  community  from  the  practice  of  his 
profession.  In  the  taxable  year  Mabel  A.  Kizer  was  not  engaged 
in  any  gainful  occupation  that  resulted  in  income  for  the  community 
other  than  the  performance  of  her  duties  as  housewife  and  house¬ 
keeper. 

April  25,  1921,  an  electrically  propelled  automobile  driven  by 
Mabel  A.  Kizer  accidentally  struck  and  seriously  injured  one  Ger¬ 
trude  Pierson.  Resulting  from  such  accident  and  injury  Gertrude 
Pierson  claimed  damages  in  a  large  amount.  After  some  negotiation 
the  claim  was  settled  by  compromise  and  payment  to  Gertrude 
Pierson  in  the  amount  of  $6,500.  Of  this  amount  $5,000  was  paid 
by  an  insurance  company  which  carried  a  liability  polic)7  on  the 
automobile  involved  in  the  accident,  and  $1,500  by  the  marital  com¬ 
munity  composed  of  the  petitioners  in  this  proceeding.  It  is  ex¬ 
pressly  stated  in  the  release  signed  by  Gertrude  Pierson  and  her 
husband  that  the  Kizers  deny  all  legal  liability  for  damages. 

At  the  time  of  the  accident  Mabel  A.  Kizer  was  using  the  auto¬ 
mobile  in  going  about  the  City  of  Spokane  for  the  purpose  of  pur¬ 
chasing  household  supplies  for  herself  and  husband.  She  discharged 
the  duties  of  housewife  and  housekeeper. 

In  their  separate  income-tax  returns  for  the  taxable  year  each 
of  the  petitioners  deducted  from  gross  income  one-half  on  the  loss 
sustained,  or  $750.  Upon  audit  of  such  returns  the  Commissioner 
disallowed  such  deductions  and  determined  the  deficiencies  here  in 
question. 

OPINION. 

Littleton:  Petitioners  contend  that  under  section  214  (a)  (4)  of 
the  Revenue  Act  of  1921  providing  for  the  deduction  from  gross 
income  of  “losses  sustained  during  the  taxable  year  and  not  com¬ 
pensated  by  insurance  or  otherwise,  if  incurred  in  trade  or  business.” 
each  one  is  entitled  to  deduct  from  gross  income  for  the  year  in 
question  one-half  of  the  loss  sustained,  or  $750. 

In  support  of  their  contention  petitioners  take  the  position  that 
under  the  laws  of  Washington  one-half  of  the  community  income, 
even  when  all  results  from  the  labor  of  I  he  husband,  goes  to  the  wife 
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s  her  earnings,  and,  therefore,  that  any  duty  which  the  wife  dis- 
harges  as  a  member  of  the  community  is  u  trade  or  business  within 
he  meaning  of  the  taxing  statute.  We  are  unable  to  agree  with 
he  petitioners  in  this  respect. 

Irrespective  of  the  community  property  laws  of  the  State  of 
Washington,  Mabel  A.  Kizer,  who  was,  as  the  facts  show,  engaged 
mly  in  attending  to  her  household  duties,  was  not  carrying  on  a 
rade  or  business  within  the  meaning  of  the  taxing  statute.  The 
)etitioners,  constituting  the  marital  community,  are  not,  therefore, 
entitled  to  deduct  the  amounts  in  question,  for  to  hold  otherwise 
vould  permit  the  deduction  of  personal  or  living  expenses,  which 
ire,  as  is  well  settled,  not  deductible  in  determining  net  income. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent. 


Iewell  Steel  &  Malleable  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  1040.  Promulgated  September  19,  1928. 

Assessment  under  section  210  of  the  Revenue  Act  of  1917  denied 
on  the  ground  that  the  tax  asserted  against  the  petitioner  does  not 
exceed  that  paid  by  representative  corporations  engaged  in  a  like 
business. 

E.  G.  Gruen ,  C.  P.  A .,  for  the  petitioner. 

L.  0.  Mitchell ,  Esq.,  for  the  respondent. 

Phillips:  The  petitioner  appealed  from  the  determination  of  a 
deficiency  of  $5,229.51  in  income  and  profits  taxes  for  191j.  The 
notice  of  the  determination  of  the  deficiency  states: 

The  fact  has  been  disclosed  that  practically  all  concerns  earning  anything 
near  the  rate  of  net  income  to  gross  income  as  the  taxpayer  paid  excess  profits 
taxes  approximately  the  same  as  the  taxpayer.  It  is,  therefore,  concluded  that 
no  exceptional  hardship  is  worked  on  the  taxpayer  by  denial  of  assessment 
under  the  provisions  of  section  210  of  the  Revenue  Act  of  1917. 

The  petition  filed  in  this  proceeding  alleges  as  error : 

The  disallowance  of  assessment  under  the  provisions  of  section  210  of  the 
Revenue  Act  of  1917,  not  because  of  the  nonexistence  of  abnormal  conditions 
warranting  such,  but  because  “  practically  all  concerns  earning  anything  near 
the  rate  of  net  income  to  gross  income  as  the  taxpayer  paid  excess  profits  taxes 
approximately  the  same  as  the  taxpayer,”  with  apparently  no  comparison  made 
to  properly  comparable  taxpayers. 

The  benefits  of  section  210  of  the  Revenue  Act  of  1917  are  claimed 
bv  the  petitioner  on  the  ground  that  its  invested  capital  can  not  be 
determined;  that  certain  assets  were  acquired  at  the  time  of  its  or¬ 
ganization  which  are  not  reflected  in  invested  capital.  In  support  of 
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its  assignment  of  error  petitioner  produced  evidence  of  the  determi¬ 
nation  by  the  Commissioner  of  the  taxable  income  and  of  the  taxes 
of  three  corporations  which  the  petitioner  contends  are  proper  com¬ 
paratives.  One  of  these  was  engaged  in  the  manufacture  of  steel 
castings  and  another  in  the  manufacture  of  grey  iron  castings.  The 
petitioner  manufactured  malleable  iron  castings,  a  product  which  is 
different  from  either  tjrey  iron  or  steel  castings.  The  market  for  each 
product  is  different;  the  elements  going  into  cost  and  entering  into 
the  determination  of  the  profit  from  a  sale  are  materially  different. 
As  to  each  of  these  we  have  only  the  net  income  and  the  tax  deter¬ 
mined  to  be  due,  without  any  information  as  to  the  amount  of  busi-i 
ness  done  or  its  relation  to  taxable  profits.  There  is  the  further  ob-; 
jection  that  as  to  each  of  these  corporations  the  Commissioner  com¬ 
puted  the  tax  under  section  210  and  we  are  without  knowledge  of 
what  taxes  these  corporations  would  have  paid  under  the  normal  pro-j 
visions  of  the  statute.  For  these  reasons  we  are  of  the  opinion  that 
these  corporations  may  not  be  considered  proper  comparatives,  the 
evidence  disclosing  that  there  are  others  engaged  in  the  same  line  of 
business  and  more  nearly  comparable  with  the  petitioner. 

The  third  corporation  urged  as  a  comparative  by  the  petitioner  was 
engaged  in  the  same  business  as  the  petitioner  and  in  the  same  city, 
it  had  a  net  income  of  $201,092.07  as  compared  with  a  net  income  of 
$306,815.60  for  the  petitioner,  was  granted  assessment  under  section 
210  and  the  profits  tax  determined  at  $80,618.05;  a  rate  of  40.1  per 
cent.  The  tax  determined  against  the  petitioner  was  $141,434.13 
which  was  46.1  of  its  income.  Although  counsel  for  the  petitioner  in 
his  brief  purports  to  state  the  gross  income  from  sales  of  the  third 
corporation  offered  as  comparative,  as  well  as  the  gross  income  of  the 
other  two  corporations  offered  as  comparatives,  we  fail  to  find  this 
information  in  the  record.  Thus  we  are  without  any  knowledge  of 
the  invested  capital,  gross  income,  or  deductions  of  the  suggested 


comparative,  without  knowledge  of  the  basis  on  which  special  assess- i 
ment  was  granted  to  it,  and  without  any  basis  on  which  to  judge 
whether  or  not  this  corporation  although  located  in  the  same  city  as 
petitioner  and  having  about  the  same  type  of  plant,  was  sufficiently 
like  petitioner  in  other  respects  to  constitute  a  proper  comparative. 

The  petitioner  also  offered  in  evidence  two  sheets  prepared  by  the 
respondent  showing  statistics  of  the  gross  sales,  cost  of  sales,  net 
income,  deductions,  invested  capital,  and  excess-profits  tax  of  six 
corporations  engaged  in  the  manufacture  of  malleable  iron  or  steel 
castings.  This  information  had  apparently  been  prepared  in  con¬ 
sidering  or  reconsidering  petitioner’s  request  for  assessment  under 
section  210.  Two  of  t lie  corporations  listed  might  properly  be  elimi¬ 
nated  because  they  were  engaged  in  the  manufacture  of  grey  iron 
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astings;  so  far  as  the  record  before  us  indicates,  the  others  are  as 
learly  comparable  as  may  be  obtained.  I  he  excess-profits-tax  late 
)f  these  four  exceeds  that  of  the  petitioner.  If  we  eliminate  one 
vith  gross  sales  smaller  than  petitioner  and  anothei  with  gioss  sales 
ubstantially  larger,  leaving  two  with  substantially  the  same  amount 
>f  sales  although  with  a  smaller  amount  of  income,  the  result  is  a  tax 
)iilv  slightly  less  than  that  asserted  against  the  petitionei.  The 
question  naturally  arises  why  one  malleable  iron  company  should 
lave  its  tax  rate  computed  under  section  210  at  10. 1  per  cent,  while 
mother,  in  the  same  city  and  with  substantially  the  same  plant 
lacilities,  should  find  that  a  rate  of  4G.1  per  cent  is  noimal.  The 
•ecord  establishes  that  the  first  of  these  companies  had  a  net  income 
if  $201,092.67,  while  the  second  had  a  net  income  of  $306,815.60. 
Hie  record  furnishes  no  basis  for  determining  what  other  differences 
here  may  have  been.  Whether  a  mistake  was  made  with  respect  to 
he  first  company,  whether  other  comparatives  existed  than  those 
which  have  been  submitted,  whether  the  situation  of  the  fiist  com¬ 
pany  required  different  comparatives,  or  whether  there  be  some  other 
reason,  our  decision  must  be  the  same  upon  the  record  before  us. 
The  tax  asserted  against  the  petitioner  does  not  appear  to  exceed 
that  which  would  be  computed  under  section  210  of  the  Act  by  a 
comparison  with  representative  corporations  engaged  in  a  like  or 
similar  trade. 

Reviewed  by  the  Board. 

Decision  will  be  entered  for  the  respondent . 

Arundell  agrees  with  the  result. 


Cramer  &  King,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  12982.  Promulgated  September  19,  1928. 

The  evidence  is  insufficient  to  show  the  existence  of  abnormali¬ 
ties  which  would  bring  the  petitioner  within  the  scope  of  section 
327,  Revenue  Act  of  1918. 

William  Suroshy ,  Esq.,  for  the  petitioner. 

./.  E.  Marshall,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  in  income  and  profits 
taxes  for  1919.  An  additional  assessment  was  made  for  1919  in  the 
amount  of  $43,525.26,  of  which  $31,285.86  has  been  abated. 

The  issue  is  whether  petitioner  is  entitled  to  have  its  tax  com¬ 
puted  under  the  provisions  of  section  328  of  the  Revenue  Act  of  1918. 
All  other  allegations  of  error  were  withdrawn  and  waived  by  the 
petitioner. 
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FINDINGS  OF  FACT. 


Petitioner  is  a  New  Jersey  corporation  with  principal  place  of 
business  at  Paterson.  It  was  organized  in  1901  and  had  an  author¬ 
ized  capital  stock  of  $150,000  of  which  $125,000  par  value  was  issued 
for  the  partnership  assets  of  Cramer  &  King.  The  business  was  that 
of  dyeing  silk,  printing  and  finishing  silk  and  cotton  goods. 

From  the  time  of  the  organization  until  1908,  petitioner  maintained 
only  a  single  entry  set  of  books  and  the  only  records  kept  were 
accounts  receivable  and  accounts  payable.  No  accounts,  for  other 
assets  and  liabilities,  were  set  up  on  the  books.  In  1908  a  receiver 
or  trustee  was  appointed  to  operate  the  plant.  At  this  time  new 
books  were  opened,  the  amounts  for  the  building  and  machinery 
accounts  being  secured  largely  from  an  appraisal  made  at  or  about 
f he  same  time.  At  this  time,  some  of  the  machinery  was  very  old, 
1  he  amount  entered  upon  the  books  from  the  appraisal  for  machinery 
did  not  include  installation  costs.  The  receiver  or  trustee  operated 
the  business  from  1908  until  sometime  in  1913,  when  the  active  man¬ 
agement  was  turned  over  to  the  officers  with  an  understanding  that 
strict  economy  would  be  practiced  in  order  to  rehabilitate  the 
corporation. 

Subsequent  to  the  opening  of  the  aforementioned  books  (period 
1908  to  1919  inclusive),  installation  costs  capitalized  were  as  follows: 
1908,  $145.90  and  1910,  $2,108.10.  The  additions  to  the  plant,  ma¬ 
chinery  and  equipment  accounts,  as  reflected  by  the  books,  for  the 
period  January  1,  1908,  to  January  1,  1919,  were  as  follows: 


Pulleys,  shafting  and  belts _  $290.  99 

Machinery - - -  66,798.22 

Buildings - 2S,  766.  25 

Electrical  equipment _  1.547.09 

Piping - -  1, 333*  89 


Total _ 

No  depreciation  was  written  off  prior  to  1918. 
I  he  officers  of  the  petitioner  corporation 
follows : 


98,  736.  44 


received  salaries 


as 


1916  _ _ 

1917  _ ” _ 

1918  _ _ 

1919  _ _ I 

1920  _ ~ 

The  gross  sales  of  the  petitioner  from  1917  to  1920, 
as  follows : 


$19.  299.  84 
15,  S16.  64 
18,  699.  84 
37.  400.  00 
29.  607.  76 

inclusive, 


were 


1917 

1918 

1919 

1920 


$344,  866.  52 
504,  509.  58 
1,  159,  973.  61 
2  776,  649.17 


>As  shown  by  return.  Increased  $28,140.13  on  revenue  agent’s  examination. 
3As  shown  by  return.  Decreased  $25,907.50  on  revenue  agent's  examination. 
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The  net  income  of  the  petitioner  for  the  years  1917  to  1920,  in- 
lusive  was  as  follows: 


1917  _ _  Loss 

1918  _  $9,  230.  36 

1919  _  273,  036.  36 

1920  _  35,  795.  21 


The  invested  capital  of  the  petitioner  for  1919,  as  finally  adjusted 
y  the  respondent,  was  $262,476.08. 

Two  of  the  officers,  namely,  the  president  and  the  treasurer,  devoted 
heir  entire  time  to  the  affairs  of  the  petitioner,  and  the  vice  presi¬ 
dent  divided  his  time  between  the  petitioner  and  another  concern 
n  which  he  was  interested.  The  salaries  received  by  each  were  as 
ollows:  president,  $14,400;  treasurer,  $13,000,  and  vice  president, 
10,000. 

During  the  taxable  year,  the  capital  stock  outstanding  of  $62,500 
v&s  owned  by  the  three  officers  in  equal  proportions. 

The  petitioner  also  had  a  secret  formula  which  had  been  developed 
n  its  plant,  but  its  cost  did  not  appear  on  its  books.  One  of  the 
fficers  of  the  petitioner  devoted  a  considerable  part  of  his  time  to 
his  work  for  which  he  was  paid  no  additional  compensation.  This 
ormula  constituted  an  income-producing  factor  in  the  petitioner’s 
msiness. 

OPINION. 

Littleton  :  The  issue  is  whether  during  1919  abnormal  conditions 
‘xisted  of  the  character  contemplated  by  section  327,  Revenue  Act 
>f  1918,  which  would  entitle  the  petitioner  to  have  its  tax  computed 
tnder  the  relief  provisions. 

It  is  contended  that  invested  capital  can  not  be  correctly  deter- 
nined  for  the  reason  that  installation  costs  were  almost  entirely 
lisregarcled  in  setting  up  the  cost  of  machinery  and  equipment  which 
‘xisted  in  its  plant  during  the  taxable  year.  No  evidence  was  pre¬ 
sented  from  which  it  could  be  said  that  installation  costs,  or  at  least 
i  substantial  portion  thereof,  contended  for  were  not  ascertainable, 
>ut  rather  the  evidence  is  that  they  did  not,  for  the  most  part,  appear 
>n  the  books  as  a  part  of  the  cost  of  capital  assets.  In  addition  to 
lie  evidence  as  to  the  nonappearance  of  these  assets  on  the  books,  we 
lave  the  testimony  of  witnesses  to  the  effect  that  it  would  have  cost 
from  $100,000  to  $150,000  to  install  the  machinery  and  equipment 
which  was  in  petitioner’s  plant  in  1919.  Not  only  was  this  testimony 
oi  the  most  general  nature,  but  also  it  was  not  shown  whether  the 
witnesses  were  testifying  as  to  1919  installation  costs,  or  installation 
•osts  when  the  machines  were  originally  installed.  Apparently,  they 
were  thinking  of  what  it  would  have  cost  to  install  the  entire  plant 
in  1919,  which  would  be  very  different  from  considering  original 
installation  costs.  The  petitioner  was  organized  in  1901,  at  which 
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time  it  took  over  tlie  assets  of  an  existing  partnership.  In  1908 
some  of  the  machines  were  very  old.  Obviously,  even  if  we  could 
accept  the  above  opinions  as  reflecting  original  installation  costs, 
consideration  would  have  to  be  given  to  the  useful  life  of  the  various 
machines  since  much  of  the  installation  costs  would  not  have  value 
at  the  end  of  the  life  of  the  various  machines.  Certainly,  where  we 
do  not  know  even  the  approximate  installation  costs  which  might 
properly  be  restored  and,  likewise,  do  not  know  that  it  is  not  possible 
to  ascertain  them,  we  are  not  in  a  position  to  say  either  that  an 
abnormality  exists  on  account  of  their  exclusion  or  that  invested 
capital  can  not  be  correctly  determined.  As  we  said  in  Edwin  M. 
Knowles  China  Co .,  9  B.  T.  A.  1292:  j 

*  *  *  The  specie.  1  relief  given  by  sections  327  and  328  of  the  Act  was  not 

intended  for  those  taxpayers  whose  invested  capital  is  small  in  amount  merely 
because  they  have  not  taken  the  trouble  to  establish  the  larger  amount  of  which 
they  are  really  entitled. 

In  other  words,  a  taxpayer  should  he  held  to  a  reasonable  diligence 
in  determining  his  invested  capital,  and  it  is  only  after  a  showing  of 
reasonable  diligence  and  the  resulting  inability  then  to  establish  his 
invested  capital  that  the  relief  provisions  will  be  applied  on  this 
account. 

Another  consideration  for  rejecting  this  contention  is  that  it  is 
not  shown  what  factors  were  taken  into  account  in  the  respondent’s 
determination.  Originally,  a  revenue  agent  recommended  the  allow- 
ance  of  an  invested  capital  of  only  $62,500,  which  was  the  amount 
of  the  capital  stock  outstanding,  but  in  the  respondent’s  final  de¬ 
termination  the  invested  capital  was  fixed  at  $262,476.08.  Appar¬ 
ently,  the  difference  is  accounted  for  bv  the  fact  that  the  revenue 
agent  reduced  surplus  on  account  of  the  failure  of  the  petitioner 
to  write  off  any  depreciation  prior  to  1918,  whereas  the  respond¬ 
ent’s  final  determination  does  not  adjust  for  depreciation  prior  to 
1917.  The  assets  in  question  were  of  a  depreciable  nature,  and  no 
depreciation  was  taken  thereon  until  1918  and  1919,  when  substan¬ 
tial  amounts  were  taken  and  allowed.  Whether  the  respondent  took 
into  consideration  the  failure  of  the  petitioner  to  capitalize  installa¬ 
tion  costs,  or  on  the  basis  of  some  other  compensating  factor  decided 
that  invested  capital  was  properly  reflected  without  considering  the 
exhaustion  of  depreciable  assets,  we  do  not  know.  We  should  not  be 
asked  to  make  a  guess  as  to  the  basis  of  the  respondent’s  deter¬ 
mination.  Freedom  Oil  1  Yorks  Co..  9  B.  T.  A.  823. 

Some  point  was  made  of  the  fact  that  the  starting  point  for  the 
book  figures  of  capital  assets  was  not  cost  as  of  1901,  when  the 
petitioner  was  organized,  but  an  appraisal  made  in  1908.  But  it  is 
not  shown  that  the  respondent  was  unable  to  determine  invested 
capital  on  this  account.  Apparently,  the  respondent  accepted  the 
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igures  reflected  by  petitioner's  books,  and  we  have  not  been  shown 
»ither  that  they  were  incorrect,  or  that  this  worked  to  petitioner’s 
letriment  other  than  in  so  far  as  installation  costs  may  have  been 
oncerned. 

Little  consideration  can  be  given  to  the  abnormality  contended 
or  on  account  of  a  secret  formula  which  aided  the  petitioner  in  the 
production  of  income  but  which  did  not  appear  on  its  books,  for  the 
■eason  that  no  attempt  was  made  to  prove  its  cost  or  value,  or  to 
how  even  an  approximation  of  the  extent  to  which  it  was  an  income- 
producing  factor. 


The  point  most  strongly  urged  by  the  petitioner  is  that  the  salaries 
paid  its  three  officers  were  low  in  proportion  to  the  services  rendered, 
hereby  resulting  in  an  abnormally  high  income.  But  on  a  considera- 
ion  of  the  evidence,  we  are  not  convinced  that  the  salaries  paid 
vere  so  low  as  to  abnormally  affect  the  income.  The  salaries  were  in 
io  sense  nominal,  but  were  substantial  in  amount.  The  amount  paid 
'or  1919  was  more  than  twice  that  paid  in  either  1917  or  1918,  and 
n  excess  of  that  paid  in  1920.  The  net  income  shown  for  years  othei 
han  1919,  where  the  lower  salaries  were  deducted,  appears  to  have 
peen  far  from  excessive  based  on  the  gross  sales  for  those  years.  In 
act,  an  acceptance  of  the  petitioner’s  theory  that  these  officers  should 
lave  been  paid  $100,000  or  more,  instead  of  the  salaries  they  were 
paid,  would  mean  that  the  corporation  operated  at  a  loss  for  all 
rears  from  1917  to  1920,  inclusive,  except  the  year  on  appeal.  And, 
oo.  when  we  compare  the  gross  sales  and  net  income  for  1919  with 
he  gross  sales  and  net  income  for  1920,  it  is  readily  apparent  that  the 
nuch  higher  net  income  for  1919  over  1920,  must  be  accounted  for 
n  some  other  way  than  on  account  of  abnormally  low  salaries.  What 
fortunate  circumstance  may  have  resulted  in  the  large  income  for 
he  year  1919  we  do  not  know.  Suffice  it  to  say  that  we  are  not  con¬ 
vinced  that  it  has  been  shown  that  it  was  abnormally  high  because 
pf  a  failure  to  pay  proper  salaries  to  the  officers.  And,  further,  as 
ve  have  said,  the  mere  fact  that  the  tax  is  high  because  excessive 
profits  were  earned  is  no  basis  for  granting  special  assessment. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent 


Trammell,  dissenting:  The  question  for  decision  here  is  whether 
the  petitioner  comes  within  the  scope  of  section  327  of  the  Revenue 
Act  of  1918.  The  petitioner  from  the  time  of  its  organization  in  1901 
until  1908  did  not  keep  a  record  of  its  assets  and  liabilities  and  could 
not  determine  from  the  records  that  it  kept  the  costs  of  its  machinery 
and  equipment.  An  appraisal  was  made  in  1909  as  of  1908  for  the 
purpose  of  determining  the  value  of  the  machinery  in  its  plant. 
This  appraisal  took  no  account  of  the  installation  costs.  The  evi¬ 
dence  also  discloses  that  subsequent  to  1908  up  until  the  taxable  year 
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involved  the  petitioner  did  not  charge  to  capital  on  its  books  the 
costs  of  the  installation  of  machinery  acquired  and  installed  fron 
time  to  time.  Installation  costs  of  machinery  are  clearly  capita] 
expenditures.  It  is  a  part  of  the  cost  of  the  plant  and  not  being 
able  to  determine  this  installation  cost,  or  in  fact  to  determine  the 
cost  of  the  machinery  itself,  makes  impossible  a  determination  of  the 
invested  capital  under  the  provisions  of  section  326  of  the  Revenue 
Act  of  1918. 

The  value  of  the  assets  as  of  1908  as  determined  by  the  appraisal 
is  not  a  factor  to  be  considered  in  determining  invested  capital  and 
no  cost  records  being  available,  the  cost  could  not  be  determined. 
This,  in  my  opinion,  places  the  petitioner  within  the  provisions  0 f 
section  327  (a)  of  the  Revenue  Act  of  1918,  without  reference  to  the 
question  whether  the  inadequate  compensation  of  its  officers  and  the 
use  of  the  secret  formulas  which  were  built  up  or  acquired  by  its 
officer  or  another  corporation  and  which  the  petitioner  was  per¬ 
mitted  to  use  without  cost,  constituted  abnormalities  affecting  capital 
within  the  meaning  of  section  327. 


Oahu  Sugar  Co.,  Ltd.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  15852.  Promulgated  September  19,  1928. 

1.  Decision  in  Kaliuku  Plantation  Co.,  12  B.  T.  A.  977,  as  modi¬ 
fied  in  13  B.  T.  A.  292,  followed. 

2.  March  1,  1913,  value  of  leasehold  interest  in  sugar  cane  lands 
determined. 


A.  A.  Balantinc ,  Esq.,  S.  Milton  Simpson,  Esq.,  and  Bernard 
Knollenberg ,  Esq.,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  and  L.  C.  Mitchell,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  in  income  and  profits 
taxes  for  the  calendar  year  1920  in  the  amount  of  $380,907.93.  Peti¬ 
tioner  instituted  this  proceeding  for  a  redetermination  of  its  tax 
and  alleges  that  the  Commissioner  committed  error  in  including  as 
taxable  income  for  the  j'ear  1920,  the  amount  of  $828,060.74  received 
by  the  petitioner  on  December  31,  1920,  as  indemnity  for  losses  to  its 
1921  and  1922  sugar  crops  and  in  failing  to  allow  as  a  deduction  in 
computing  taxable  income  for  1920,  $74,359.39  depreciation  sustained 
on  leaseholds  of  cane  lands  acquired  prior  to  March  1,  1913.  The 
first  assignment  of  error  raises  a  question  which  is  common  to  several 
proceedings,  all  heard  at  the  same  time.  The  proceeding  known  as 
Kahuku  Plantation  Co.,  Docket  No.  19156,  was  made  the  test  case  for 
the  determination  of  the  principle  involved. 
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FINDINGS  OF  FACT. 

1.  Petitioner  and  the  affiliated  corporation,  Waiahole  Water  Co., 
Litd. ,  are  corporations  organized  under  the  laws  of  the  Territory  of 
Hawaii.  Their  principal  offices  are  in  Honolulu.  Petitioner  oper- 
ites  a  sugar  plantation  on  the  Island  of  Oahu. 

2.  The  findings  of  fact  under  this  paragraph  number  are  identical 
vith  the  findings  of  fact  of  paragraph  2  in  Kaliuku  Plantation  Co., 
Docket  No.  19156,  and  such  findings  are,  by  reference,  incorporated 
lerein  and  made  a  part  hereof. 

6.  The  petitioner,  with  the  approval  of  the  Commissioner  of  In- 
ernal  Revenue,  has  for  many  years  (before,  during,  and  after  1920) 
cept  its  accounts  and  made  its  Federal  income-tax  returns  on  the 
o-called  “  crop  basis  ”  as  permitted  by  the  Treasury  regulations. 
The  crop  basis  of  accounting  was  very  generally  in  use  by  sugar 
plantations  throughout  the  Islands.  Under  this  system  of  accounts 
i  crop  was  treated  as  a  venture  and  an  account  kept  for  each  crop. 
All  expense  incident  to  the  crop,  from  the  preparation  of  the  soil  to 
the  harvest  and  manufacture  of  the  cane  into  raw  sugar,  were 
charged  to  the  crop  account,  and  all  receipts  from  the  crop  were 
credited  to  the  crop  account.  When  the  crop  was  harvested  and  dis¬ 
posed  of,  the  account  was  closed  and  it  was  determined  whether 
there  had  been  a  profit  realized  or  a  loss  sustained  from  the  crop. 

4-7.  The  findings  of  fact  under  these  paragraph  numbers  are 
respectively  identical  with  findings  of  fact,  paragraphs  4-7  inclusive, 
in  Kahuku  Plantation  Co.,  Docket  No.  19156,  and  such  findings  of 
fact  are,  by  reference,  incorporated  herein  and  made  a  part  hereof. 

8.  The  strike  was  finally  broken  in  July,  1920,  but  not  until  the 
seven  Oahu  plantations  affected  by  it,  including  petitioner’s  planta¬ 
tion,  had  sustained  damages  to  their  growing  crops  of  cane.  Dur¬ 
ing  the  period  of  the  strike  there  was  in  the  ground  most  of  the 
1920  crop,  planted  in  1918;  the  1921  crop  planted  in  1919;  and 
the  1922  crop  planted  in  1920.  The  strike  caused  a  shortage  of 
labor.  The  strike-breakers  were  inexperienced  men  and  the  hours 
worked  were  less  than  the  regular  plantation  hours.  As  a  conse¬ 
quence,  labor  performed  on  the  three  crops  was  less  than  that 
which  would  normally  have  been  performed.  As  a  result  of  this 
shortage  in  labor  and  other  conditions  brought  about  by  the  strike, 
the  harvest,  and  consequently  the  manufacture  and  marketing  of 
the  1920  crop,  was  delayed.  During  the  period  of  delay  the  mar¬ 
ket  price  of  sugar  fell.  The  cultivation,  irrigation  and  fertiliza¬ 
tion  of  the  1921  and  1922  crops  were  delayed  and  irregular.  This 
stunted  the  growth  of  the  cane  and  as  a  consequence  the  yield  was 
less  than  it  otherwise  would  have  been.  The  planting  of  the  1922 
crop  was  delayed  and  a  greater  part  than  normal  was  cultivated 
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from  ratoons.  When  it  became  apparent  that  the  strike  was  likely 
to  continue  for  some  time  and  that  losses  were  being  sustained 
against  which  there  was  no  check,  the  Association  decided  that 
steps  should  be  taken  to  have  a  record  made  of  the  conditions  on 
each  of  the  plantations  so  there  might  be  some  evidence  of  loss 
other  than  the  statement  of  the  respective  managers. 

9.  The  findings  of  fact  under  this  paragraph  number  are  respec¬ 
tively  identical  with  the.findings  of  fact  in  paragraph  9,  in  Kalmkii 
Plantation  Co.,  Docket  No.  19156,  and  such  findings  of  fact  are, 
by  reference,  incorporated  herein  and  made  a  part  hereof. 

10.  When  the  strike  had  been  settled,  the  Hawaiian  Sugar  Plant¬ 
ers’  Association,  through  its  strike  claims  committee,  estimated  l  lie 
net  losses  sustained  by  the  affected  plantations. 

11.  On  December  29,  1920,  the  Association  empowered  the  Strike 
Claims  Committee  to  make  a  final  determination  of  the  amount 
of  strike  loss  indemnity  to  be  allowed  to  the  Oahu  plantations. 
This  Committee  then  took  up  in  detail  the  matter  of  determining 
the  amount  of  losses  occurring  on  each  plantation  with  respect  to 
each  crop  affected.  On  November  IT,  1920,  it  presented  to  the 
Trustees  of  the  Association  a  detailed  form  to  be  employed  by 
the  plantations  in  submitting  their  claims  for  strike  losses.  It  was 
the  purpose  of  this  form  to  measure  losses  by  the  decreased  receipts 
from  each  crop,  with  adjustment  for  increased  or  decreased  costs 
in  the  planting,  cultivation,  and  marketing  of  such  crop.  The 
computation  of  the  amount  so  ascertained  and  paid  to  the  peti¬ 
tioner  was  summarized  on  one  of  these  forms  as  follows: 


Losses 

Gains 

1920  crop 

F.Thihit  9  fill  ( nnpmtinrm)  _  _ _ 

$161,616.  72 

Exhibit  ,1  (11)  (bonus)  -  _ 

$236,  987. 66 

"Frhihit  4  f  R 1  frflPAint.Ql  _ _ ....... 

3,  077, 322. 35 

RyTiihif  5  fT)1  fRI  frpnt.tO  _ 

80,  690. 23 

T^yhibit  A  f ( Tn i 1 1  rm p n n !  _ _ 

217, 489.  82 

Tnf.nl.  1020  cron  __  _  _  .  _ 

3,  456, 428.  89 
317,  677.  89 

317,677.89 

Snhtrflet  i n ^  1 09(1  cron  _ .  _  _ 

Net  losses,  1920  crop . - . 

3,138,  751.00 

1921  crop 

Rrhihif  8  f C.)  fnnprnf.innsl  -  _  _ 

72,  870.  93 
218,  434.  16 

V. t h i H i t  Q  ( \f  1  ( ronpi _ ------- 

6, 635. 93 

V.Yhibit  11  fCl)  ( iniQr*pllnnpmi<;)  _ 

21,863.  74 

Total,  1921  crop . 

313, 168.  83 
6,  635. 93 

6, 635.9.1 

Net  losses,  1921  crop . . 

 — 

306,  532.  90 

1922  crop 

R.rliihif  12  fPl  tnnprnt  innsl  _  _  _ _ _ 

56,  885. 5f 

V t h i h i f  14  ( rnnpintsl  _  _ 

618,  789.  23 

Krhihlt  IS  fDI  tRl  Opnt.st  _  _ _ _ 

17,  596.8s 
22,779.0! 

Exhibit  16  (C)  (miscellaneous) . 

Tnf.«l  1022  oron  _ _ 

618,  789.  23 
97,  261.  39 

97,261.31 

Subtract  gains,  1922  crop . 

521,527.84 
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All  of  such  loss  was  based  on  acreage  which  was  either  seeded  or 
atooned  and  no  part  was  based  on  any  uncultivated  area. 

12-17.  The  findings  of  fact  under  these  paragraph  numbers  are 
espectively  identical  with  the  findings  of  fact,  paragraphs  12  to  D, 
iclusive,  in  Kahuku  Plantation  Co.,  Docket  No.  19156,  and  such 
ndings  are,  by  reference,  incorporated  herein  and  made  part  hereof. 

18.  The  sum  of  $8,966,811.74,  representing  its  estimated  loss  with 
espect  to  the  three  crops,  was  paid  to  petitioner  by  the  Hawaiian 
lugar  Planters’  Association  in  December,  1920. 

19.  In  its  accounts  and  in  its  Federal  income-tax  returns  peti- 
ioner  treated  the  amount  received  as  indemnity  for  the  estimated 
)sses  to  its  1920  crop  as  income  for  1920.  It  treated  the  amounts 
eceived  as  indemnity  for  the  losses  to  its  1921  and  1922  crops  as 
ticome  for  the  years  1921  and  1922,  respectively,  and  not  as  income 
or  1920. 

20.  The  respondent,  in  the  determination  of  the  deficiency,  treated 
306,532.90  received  on  account  of  the  1921  crop  and  $521,527.84 
eceived  on  account  of  the  1922  crop  as  taxable  income  for  1920. 

21.  In  petitioner’s  business  of  running  a  sugar  plantation  there  are 
terns  of  expense  and  income  that  can  not  be  allocated  to  any  par- 
icular  crop  and  are  properly  applied  to  the  year  in  which  they  are 
ncurred  or  received. 

22.  Petitioner  was  organized  early  in  the  year  1897  for  the  pur¬ 
pose  of  developing  a  sugar  plantation  on  a  tract  of  land  of  about 
,300  acres  adjacent  to  Waipahu,  on  the  Island  of  Oahu,  one  of  the 
lawaiian  Islands.  It  acquired  a  relatively  small  acreage  in  fee  in 
nd  around  Waipahu  upon  which  it  built  its  mill.  The  main  tract 
diich  petitioner  was  organized  to  acquire  and  develop  into  a  sugar 
•lantation,  consisting  of  about  9,300  acres,  was  covered  by  three 
eases,  which  were  executed  by  the  Oahu  Railway  &  Land  Co.,  Ltd., 
rene  Ii  Brown,  et  al.,  and  M.  P.  Robinson,  et  al.,  on  February  13, 
897,  March  31,  1897,  and  April  7,  1897,  respectively.  They  are 
mown,  respectively,  as  u  The  Oahu  Railway  and  Land  Company 
ease,”  “The  John  Ii  Estate  lease,”  and  “  The  Robinson  Estate  lease.” 
These  three  leases  will  expire,  respectively,  on  January  1,  1940, 
darch  31,  1957,  and  April  7,  1957.  They  comprise,  respectively, 
approximately  3,100,  3,400,  and  2,800  acres. 

23.  Under  the  terms  of  the  leases,  petitioner  agreed  to  pay  to  the 
essors  4y2  per  cent  of  the  sugar  produced  on  each  lease.  It  was  later 
greed  that  petitioner  should  pay  to  each  lessor  1  y2  per  cent  of  the 
ugar  produced  on  the  three  leases.  In  1897  petitioner  paid  in  ad¬ 
duce  to  the  Oahu  Railway  &  Land  Co.  the  rent  which  would  become 
lue  to  it  under  its  lease  as  modified,  by  the  transfer  to  it  of  2,550 
hares  of  petitioner’s  capital  stock,  which  had  a  par  value  of  $100 
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per  share  at  that  time.  On  March  1,  1913,  petitioner  was  undt 
agreement  to  pay  and  lias  paid  as  rental  for  the  said  Robinson  Estai 
lease  and  the  said  John  Ii  Estate  lease  3  per  cent  of  the  receipts  froi 
all  products  of  sugar  cane  produced  or  manufactured  for  sale  on  tl 
premises  demised  by  those  two  leases  and  by  the  said  Oahu  Railwa 
&  Land  Co.  lease,  after  proper  allowance  for  taxes,  commission 
containers,  and  other  costs  and  charges. 

24.  Petitioner  also  acquired  certain  leases  on  the  basis  of  a  fixe 
rental  in  dollars,  the  date  of  the  leases,  the  lessors,  expiration  date 
acreages,  and  annual  rentals  being  as  follows: 


Date  of  lease 


Oct.  24,  1899 
Nov.  4,  1899. 
Jan.  10,  1903. 
Before  1913.. 
Before  1913.. 


Lessor 

Expiration 

date 

Acreage 

Annul 

rental 

John  Ti  estate  .  _ 

Oct.  24, 1919 
Jan.  1, 1940 
Jan.  1, 1940 
1935 

1935 

1, 190.  00 
107.  84 
340.  00 
256.  59 
135.  60 

$1, 495. 
1,833. 
2,  250. 

Oahn  R  &r.  L.  (’o  _  _ 

J  r»h  n  T  i  estate  _  .  _ 

Tnhn  Ti  estate  _ _ 

Rishnn  estate  _ _ 

25.  The  lease  from  the  John  Ii  Estate,  dated  October  24,  189: 
provided  that  the  lessor  should,  at  all  times,  have  the  right  to  1 
restored  to  the  possession  of  all  or  any  portion  of  the  demised  pren 
ises  extending  500  feet  back  from  the  high  water  mark  of  the  shoi 
line,  and,  in  case  the  United  States  Government  or  the  Hawaiia 
Government  should  desire  the  premises,  that  petitioner  should  relea; 
any  portion  of  the  demised  land  not  to  exceed  380  acres. 

2G.  Said  eight  leases  had  a  fair  market  value  of  $950,000  on  Marc 
1,  1913.  *  if  j i p; *  i  ..dirr.'Uj  finittfll 

OPINION. 


Phillips  :  The  decision  of  the  first  of  the  issues  involved  in  th 
proceeding  is  governed  by  our  decision  in  Kahuku  Plantation  Ct 
12  B.  T.  A.  977,  as  subsequently  modified,  13  B.  T.  A.  292.  Tl 
record  in  the  two  cases  is  substantially  the  same.  Upon  the  authoril 
of  the  decision  in  that  case  it  is  held  that  the  Commissioner  erred  i 
including  the  payment  on  account  of  the  net  losses  to  the  J921  an 
1922  crops  in  computing  petitioner’s  taxable  income  for  1920. 

This  proceeding  also  involves  the  determination  of  the  fair  mark 
value  on  March  1,  1913,  of  petitioner’s  leaseholds  of  sugar  cane  land 
It  is  one  of  several  heard  at  the  same  time  which  raise  the  san 
question  with  respect  to  various  leases  of  cane  lands  in  the  Hawaiia 
Islands.  In  this  case,  as  in  the  others,  it  is  alleged  that  the  Commi 
sioner  committed  error  in  the  computation  of  the  taxable  net  incon 
when  he  refused  to  permit  the  deduction  under  section  214  (a)  ({■ 
of  the  Revenue  Act  of  1918  of  a  reasonable  amount  for  the  exhaustio 
of  this  asset.  The  l  ight  to  a  deduction  for  the  exhaustion  of  sue 
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m  asset  is  not  questioned,  the  Commissioner  having  acquiesced  in 
he  decision  of  the  Board  in  Grosvenor  Atterbwy ,  1  B.  T.  A.  169. 
The  parties  differ  only  as  to  the  value  of  the  leaseholds  on  the  basic 
late.  In  this  proceeding  the  petitioner  contends  that  its  leaseholds 
hen  had  a  fair  market  value  of  between  $1,500,000  and  $1,750,000; 
he  respondent  answers  that  they  had  no  value. 

On  the  basic  date  the  petitioner  held  land  under  several  leases 
xpiring  at  various  dates  and  owned  some  land  in  fee,  the  details 
eing  set  out  in  our  findings  above.  Of  a  total  of  approximately 
1,700  acres  controlled,  over  8,500  acres  were  under  cultivation.  No 
ales  or  leases  of  sugar  lands  such  as  those  of  the  petitioner  were 
legotiated  in  or  near  1913.  There  was  no  large  parcel  of  land  suit- 
ble  for  development  into  a  sugar  plantation  which  was  not  owned 
r  under  lease  to  one  of  the  large  plantations  in  the  islands.  The 
•arties  have  consequently  had  recourse  to  the  opinions  of  those 
amiliar  with  cane  plantations  and  leaseholds,  to  appraisals  based  on 
arnings,  to  evidence  of  sales  of  the  capital  stock  of  the  petitioner 
nd  of  other  sugar  properties,  and  to  other  evidence  which  counsel 
ave  regarded  as  having  a  bearing  upon  the  situation. 

We  have  in  the  record  detailed  statements  of  the  assets  and 
Labilities  of  the  petitioner  over  a  period  of  years  prior  to  the  basic 
ate,  of  earnings  both  before  and  after  the  basic  date,  and  of  the  cost 
f  producing^^ny*  and  prices  paid  for  it  over  a  period  of  years. 

setting  out  the  history  of  the  sugar  industry  in 
with  the  hazards  of  the  industry,  its  progress, 
the  same  industry  in  the  States  and  elsewhere. 
fd  how  the  cane  is  planted,  ratooned,  cultivated, 
ground  and  marketed.  The  labor  problem,  in- 
'iscovery  and  improvement  of  new  and  better 
have  their  place  in  the  evidence.  The  topography 
rd  of  the  various  plantations,  soil  conditions,  and 
alt  with  in  the  record.  We  have  evidence  of  the  trend 
prices  of  sugar  company  stocks  on  the  exchange  and  testimony  of 
le  situation  which  prevailed  in  the  sugar  industry  in  the  islands  on 
le  basic  date.  The  parties  have  set  before  us  as  complete  a  picture 
s  it  has  seemed  possible  to  draw  with  the  evidence  available  at  this 
me.  It  would  be  a  needless  burden,  if  not  impossible,  to  set  out 
lis  evidence  here  in  detail  or  to  discuss  the  relative  weight  given  to 
arious  factors  in  arriving  at  our  decision  upon  value.  There  are, 
owever,  some  outstanding  factors  upon  which  the  parties  have  laid 
mphasis  which  should  be  discussed. 

The  principal  leases  of  the  petitioner  were  made  at  a  time  when 
ie  practicability  of  profitable  production  of  sugar  on  these  lands 
‘id  not  been  demonstrated.  A  substantial  part  of  the  lands  were 
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situated  well  above  sea  level  and  required  irrigation.  Whethe 
sufficient  and  satisfactory  supply  of  water  could  be  obtained  to  oj 
ate  the  plantation  at  a  profit  was  then  questionable.  The  situat 
in  1913  was  entirely  different.  Bv  that  year  GO  artesian  wells  w 
in  operation  and  water  was  pumped  oyer  a  large  part  of  the  plai 
tion  by  12  pumping  stations.  It  was  pumped  to  a  mean  elevatior 
385  feet,  one  of  the  highest  elevations  on  the  Islands  for  this  ope 
tion.  For  several  years  prior  to  1913  some  8,500  acres  were  un 
profitable  cultivation  by  petitioner.  In  1913  plans  were  under  \ 
to  obtain  a  greater  supply  of  water,  which  would  permit  cultivat 
of  the  remaining  lands.  Later  we  will  have  occasion  to  discuss  tl 
plans  more  fully.  By  1913  what  had  originally  been  a  speculat 
fraught  with  substantial  losses  to  the  lessees  should  it  be  unsuce 
ful,  had  been  proven  practicable  and  was  paying  substantial  prc 
to  the  petitioner. 

The  respondent  relies  upon  the  tariff  situation  as  having  serioi 

impaired,  if  not  destroyed,  any  value  which  might  otherwise  h 

attached  to  the  leaseholds  by  reason  of  profitable  operation  the 

under.  On  March  1,  1913,  there  was  in  effect  a  United  States  ta 

on  sugar  of  the  kind  produced  by  petitioner  of  1.G85  cents  per  pou 

This  rate  had  prevailed  since  1897.  Hawaii  in  1913  was  dome! 

territory  and  therefore  entitled  to  sell  its  sugar  in  the  United  Sta 

free  of  this  duty.  This  rate,  after  allowing  f o^^jj i fferenti al 

20  per  cent  in  favor  of  Cuban  sugar  which  had  b( 

was  sufficient  to  permit  the  Hawaiian  plantations 

fully  with  Cuban  and  other  foreign  growers  despl 

of  producing  and  shipping  their  product.  With 

t lie  Hawaiian  plantations  had  been  prosperou 

tection,  few,  if  any,  could  have  been  operated 

reason  to  believe  that  most  would  have  sustainec 

The  election  of  1912  had  changed  the  party  in 

policies.  The  platform  of  this  party  had  promised 

and  the  threat  of  reduction  or  elimination  of  the  tariff  on  sugar  \ 

imminent.  Just  what  the  result  might  be  was  regarded  as  unc 

tain,  for  it  was  believed  that  anything  which  would  harm  the  ind 

try  in  the  Islands  would  be  even  more  harmful  to  the  dome* 
*/ 

growers  of  cane  sugar  in  the  south  and  beet  sugar  in  the  west. 

The  tariff  situation  must  be  recognized  as  one  of  the  great 
hazards  of  the  sugar  industry  in  the  Islands.  A  period  of  1 
tariff  or  free  sugar  means  decreased  profits  or  losses.  The  testinu 
would  indicate  that  an  indefinite  continuation  of  such  a  situat 
might  wipe  out  the  sugar  industry  in  the  Islands.  The  testime 
discloses  further,  however,  that  responsible  business  men,  in  tot 
with  business  and  political  conditions,  were  of  the  opinion  that  si 
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situation  was  improbable.  It  was  their  opinion  that  a  Ioav  tariff 
r  no  tariff  protection  might  exist  for  a  short  time  or  even  for  a 
jw  years  but  that  such  a  tariff  policy  would  not  continue  long, 
his  opinion  was  confirmed  by  subsequent  events.  In  October,  1918, 
law  was  passed  providing  for  a  20  per  cent  reduction  in  the  tariff 
a  sugar,  effective  March  1,  1914,  with  a  provision  for  the  removal 
|f  all  tariff  after  May  1,  1916.  However,  on  April  27,  1916,  this 
■ee-sugar  clause  was  repealed  and  the  duty  continued  at  1.256 
.'nts  per  pound. 

The  most  striking  illustration  of  the  effect  of  tariff  revision  upon 
(ie  views  of  business  men  in  the  Islands  which  is  presented  in  the 
;'Cord  before  us  is  furnished  by  the  action  of  the  directors  of  this 
ptitioner.  In  1913  it  had  3,000  acres  under  lease  which  were  not 
-ider  cultivation.  On  these  it  paid  no  rental  and  incurred  no 
:pense  except,  perhaps,  some  small  amount  for  taxes.  It  might,  had 
;  chosen  to  do  so,  have  permitted  these  lands  to  remain  as  they 
ere.  Nevertheless,  in  December,  1912,  the  petitioner  entered  upon 
,  project  to  bring  water  to  these  lands  from  the  mountains,  the 

•  >st  of  which  was  estimated  at  approximately  $2,500,000.  In  March, 
i>13,  work  was  begun  on  this  project  and  was  continued  until  1916 
i  hen  it  was  completed.  In  1914,  a  bond  issue  of  $2,500,000  was 
pated  by  the  petitioner  at  6  per  cent.  This  was  done  when  the 

riff  situation,^ vgn  the  Hawaiian  point  of  view,  was  at  its  worst. 
ienaTtr testimony  -  evidence  that  the  value  of  sugar  lands  had  not 
le  Islands,  dealing  that  there  was  confidence  in  the  industry  that 
id  its  relation  to  he  temporary.  We  can  not  believe  that  in  1913 
re  have  been  to!  industry  was  looked  upon  as  being  as  dark  as 
rigated,  harve  >  pondent  would  paint  it. 

ct  pests,  anq^ ■;  md,  the  view  of  the  situation  now  taken  by  peti- 
irieties  of  can  ^nesses  seems  to  us  to  be  colored  with  an  optimism 
:  the  islands  ^tiffed  in  1913.  It  is  not  unnatural  that  their  present 
imate  areM  ^e  tinged  to  some  extent  by  the  unprecedented  pros¬ 
ody  which  followed  the  outbreak  of  the  World  War ;  a  prosperity 

•  liich  could  not  have  been  foreseen  in  1913  by  the  most  hopeful 
i  anter. 

The  petitioner’s  witnesses  based  their  opinions  of  value  largely 
>on  earnings  of  the  years  prior  to  1913.  During  all  of  those  years 
■  favorable  tariff  situation  prevailed.  On  March  1,  1913,  the  proba- 
ilities  were  that,  for  a  time  at  least,  profits  would  be  seriously 
rtailed.  Aside  from  the  effect  of  a  possible  change  in  tariff, 
fficient  was  known  of  the  1913  crop  to  indicate  that  it  would  be 
mller  and  less  profitable  than  that  of  any  recent  year.  Neither' 
purchaser  nor  a  seller  would  have  been  justified  in  ignoring  these 
ctors  in  arriving  at  the  price  at  which  they  could  negotiate  a  sale 
13485—28 - 3 
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of  the  leaseholds.  They  could  not  properly  have  regarded  the  earn¬ 
ings  of  the  years  immediately  preceding  1913  as  establishing  a  basis 
representative  of  earnings  to  be  expected  in  the  near  future.  Earn¬ 
ings  of  the  past  play  their  proper  part  in  helping  to  arrive  at  the 
present  market  value  only  if  they  are  considered  in  connection  with 
all  other  surrounding  facts  which  may  be  helpful  in  determining 
whether  future  earnings  will  be  more  or  less. 

In  computing  taxable  income  the  Commissioner  has  already  allowed 
deductions  for  the  exhaustion  of  the  depreciable  assets  of  the  peti¬ 
tioner,  including  improvements  to  the  leased  lands,  based  on  their 
value  on  March  1,  1913.  For  the  purpose  of  fixing  this  value  it 
would  appear  that  the  depreciated  cost  on  that  date  had  been  used 
in  valuing  many,  if  not  all,  of  these  assets.  Many  of  the  improve¬ 
ments,  such  as  wells  and  irrigating  ditches,  are  so  closely  associated 
with  the  leases  as  to  be  inseparable.  Exhaustion  of  the  improve¬ 
ments  having  been  allowed,  that  which  we  are  now  called  upon  to  value 
is  the  bare  leasehold  interests.  We  do  not  understand  that  this 
requires  that  we  shall  look  upon  this  land  as  restored  to  its  original 
barren,  unproven  condition  and  attempt  to  value  similar  leases  ol 
such  land.  The  petitioner  is  entitled  to  exhaust  its  assets  as  the} 
stood  on  the  basic  date.  Confusion  of  thought  is  avoided  if  we  lool 
upon  the  leaseholds  in  their  improved  and  proven  condition  on  Marc! 
1,  1913,  realizing  that  petitioner  is  entitled  to  a  deduction  for  th< 
exhaustion  of  the  value  of  the  whole.  What  has  been  allowed  i. 
exhaustion  of  a  part.  That  which  we  must  value  is  the  balance,  am 
in  so  doing  we  must  look  to  the  conditions  existing  at  the  basic  date 

In  reaching  our  decision  we  have  considered  the  elevation  ol  tin 
petitioner's  lands  and  the  greater  cost  of  production  on  that  account 
On  March  1,  1913,  it  had  an  investment  of  approximately  $1,367,00( 
in  wells,  pumps,  pumping  machinery  and  buildings,  reservoirs  an< 
other  assets  used  in  the  irrigation  system.  It  pumped  its  water  t< 
a  mean  elevation  of  385  feet,  an  expensive  matter.  To  develop  it 
remaining  lands  and  furnish  a  better  supply  to  those  under  cultiva 
tion,  it  was  engaged  upon  a  project  which  committed  it  to  spent 
approximately  $2,500,000  further  in  developing  its  water  supply 
Because  of  the  high  cost  of  irrigation  the  owner  of  the  leasehold 
of  the  petitioner  would  not  be  in  as  good  a  position  as  many  othe 
plantations  on  the  Islands  to  meet  the  increased  competition  and  tli 
decreased  returns  which  would  result  should  there  be  a  tariff  reduc 
tion.  This  was  a  factor  which  could  not  have  been  ignored  by  thos 
interested  in  a  sale  or  purchase  of  these  leaseholds. 

The  petitioner’s  plantation  was  not  on  the  market  in  1913.  It  ha< 
earned  substantial  profits  in  the  past  and  there  was  reason  in  191 
to  suppose  that  through  a  period  of  years,  regardless  of  the  prosper 
of  decreased  earnings  in  the  immediate  future,  it  would  con t inn 
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o  be  a  very  profitable  business.  Its  liabilities  were  small  compared 
vitb  what  might  be  regarded  as  its  current,  assets  and  it  was  in  a 
>osition  to  continue  its  operation  over  a  period  of  lean  years,  should 
hey  come.  It  is  very  evident  that  its  managers  had  faith  in  its 
uture  and  no  intention  of  disposing  of  their  property.  When  we 
ome,  however,  to  fix  a  fair  market  value  we  must  consider  another 
dewpoint  than  that  of  the  owner;  that  of  the  purchaser.  As  we 
aid  in  James  (J  omens ,  11  B.  T.  A.  1040: 

It  has  been  said  that  value  is  the  price  at  which  a  willing  seller  and  a  willing 
uyer  would  agree  to  trade  if  they  both  were  aware  of  the  facts.  As  to  a 
ompleted  transaction,  this  is  a  simple  statement.  But  there  is  a  great  differ- 
nce  between  finding  value  from  an  actual  transaction  and  finding  it  by 
ssuming  from  the  circumstances  a  hypothetical  transaction  from  which  value 
^  to  be  inferred.  Here  the  problem  is  to  determine  as  of  a  past  date  the  fair 
larket  price  or  value  of  property  the  like  of  which  was  not  involved  at  that 
ime  in  any  transaction,  and  as  to  which  there  was  no  willing  seller  or  willing 
uyer  and  no  direct  evidence  of  the  considerations  which  would  actually  have 
loved  them  to  buy  or  sell  such  property.  We  have  sought  to  place  ourselves 
n  March  1,  1913 — recognizing  all  the  facts  in  existence  or  in  contemplation 
n  that  date  as  shown  by  the  evidence,  and  from  them  attempting  reasonably 
i  predict  those  to  come,  being  neither  unduly  skeptical  nor  unduly  optimistic, 
re  have  sought  to  determine  what  an  intelligent  and  reasonable  seller  and  an 
itelligent  and  reasonable  buyer  would  in  their  fairly  mercenary  interests 
ave  been  most  likely  willingly  to  agree  upon  as  a  price  for  the  property  in 
uestion.  Clearly  opinions  might  differ  as  to  such  price.  A  common  figure 
lust  be  agreed  upon. 

In  such  circumstances  as  we  have  here  there  is  room  for  such  a 
reat  divergence  of  reasonable  opinion  upon  value  that  considerable 
ititude  must  be  allowed  for  the  adjustments  which  would  occur 
uring  negotiations.  We  must  postulate  the  existence  of  a  willing 
?ller  and  a  willing  and  able  buyer,  both  familiar  with  the  situation, 
easonable  in  their  views,  acting  for  their  own  best  interests  and 
ach  willing  to  make  such  adjustments  in  his  views  upon  value  as 
light  be  necessary  to  bring  about  a  sale  at  a  reasonable  amount,  fair 
3  both  parties.  It  would  be  necessary  to  assume  that  so  much  of  the 
Iantation  as  was  subject  to  these  leaseholds  was  to  be  sold  as  a 
hole,  that  the  parties  were  in  agreement  as  to  the  value  of  the 
nprovements  upon  the  leaseholds,  and  that  tliey^  were  now  seeking 
i  fix  a  u  bonus  value  ”  of  the  leases  under  which  the  land  was 
ccupied.  The  petitioner  has  submitted  an  appraisal  of  the  lease- 
old  value,  based  on  the  earnings  of  the  five  years  preceding  191? 
nd  providing  for  a  return  of  8  per  cent  on  tangible  assets  and  im- 
rovements  on  the  leasehold  and  12  per  cent  on  the  amount  paid  for 
ie  leasehold  interest,  all  cost  to  be  amortized  over  the  life  of  the 
‘ase.  Such  an  appraisal  is  helpful  but  by  no  means  conclusive  in 
•riving  at  a  decision  as  to  value.  It  represents  an  effort  to  incor- 
orate  the  factors  of  valuation  in  a  computation  by  formula.  If 
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there  be  any  error  of  judgment,  the  result  is  wrong.  Ihere  are 
several  such  computations  which  might  be  made,  all  based  upon  the 
evidence  in  this  proceeding,  which  arrive  at  substantially  different 
results.  None  seems  to  be  beyond  criticism  although  each  would 
seem  worthy  of  some  consideration  by  a  prospective  buyer  or  seller. 
In  such  circumstances  as  we  have  here,  it  seems  to  us  that  any  con¬ 
clusion  based  primarily  upon  a  mathematical  computation  is  unsat¬ 
isfactory.  There  are  too  many  considerations  which  may  not  be 
expressed  in  terms  of  mathematics,  although  their  appeal  to  leason 
is  such  that  they  must  be  carefully  considered  in  reaching  a  con¬ 
clusion.  We  have  derived  from  formulas  what  help  seems  possible 
but  find  none  which  we  may  say  correctly  reflects  all  the  factors 
which  must  be  considered. 

We  have  already  indicated  the  scope  of  the  evidence  and  the  rela¬ 
tive  weight  which  it  seems  to  us  should  be  attached  to  some  of  the 
more  important  factors.  We  have  attempted  to  weigh  the  evidence 
as  a  whole  in  an  effort  to  arrive  at  an  impartial  judgment  of  the 
amount  which  would  represent  a  fair  price  upon  which  both  seller 
and  buyer  might  agree.  It  is  our  judgment  that  $950,000  would  be 
the  amount  upon  which  such  parties  might  be  expected  to  reach  an 
agreement  which  would  be  reasonable  as  to  each  of  them.  We  have 
determined  the  fair  market  value  of  the  leasehold  interests  at  that 
amount.  A  reasonable  allowance  for  the  exhaustion  of  this  amount 
over  the  life  of  the  leases  is  properly  allowable  in  computing  taxable 
income.  The  amount  to  be  allowed  in  1920  can  be  arrived  at  with 
reasonable  accuracy  by  considering  the  life  of  each  lease  with  respect 
to  its  acreage  and  using  the  average  as  the  basis  for  the  exhaustion 

of  this  value. 

Reviewed  by  the  Board. 

Decision  will  be  entered  under  Rule  50. 


Phoenix  Development  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  12672.  Promulgated  September  19,  192S. 

Legal  expenses  incurred  by  petitioner  in  defending  its  title  to 
lands  against  adverse  claimants  are  not  deductible  as  ordinary  and 
necessary  expenses  paid  or  incurred  during  the  taxable  year  in 
carrying  on  its  business. 

Monte  M.  Lemann ,  Esq.,  for  the  petitioner. 

T.  M.  Mather ,  Esq .,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  in  income  and  profit- 
tax  for  1920  in  the  amount  of  $881.70.  The  petitioner  claims  that  tin 
Commissioner  erred  in  disallowing  as  a  deduction  from  gross  income 
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4,916.85,  representing  legal  expenses  incurred  and  paid  by  petitioner 
n  defense  of  its  title  to  certain  real  estate  in  Texas. 

FINDINGS  OF  FACT. 

Petitioner  is  a  Louisiana  corporation  with  its  principal  office  in 
'iew  Orleans.  The  petitioner  deducted  from  gross  income  for  1920 
he  amount  of  $1,916.85  incurred  and  paid  in  that  year  as  legal 
xpenses  in  defending  its  title  to  valuable  lands  in  Texas.  The  Com- 
nissioner  disallowed  the  deduction. 

OPINION. 

Littleton:  Similar  questions  have  been  decided  by  this  Board, 
ind  in  accordance  with  our  previous  opinions  on  the  same  subject, 
ve  hold  that  the  Commissioner  committed  no  error  in  disallowing 
is  he  did  the  deduction  of  which  petitioner  complains. 

The  cost  of  defending  title  to  property  is  a  capital  expenditure. 
Vorth  American  Oil  Consolidated,  12  B.  T.  A.  6;  Holeproof  Hosiery 
lo .,  11  B.  T.  A.  547 ;  Bugher ,  et  al .,  Executors ,  9  B.  T.  A.  1155 ; 
West  End  Consolidated  Mining  Co.,  3  B.  T.  A.  128;  Consolidated 
Mutual  Oil  Co.,  2  B.  T.  A.  1067;  Laemmle  v.  Eisner,  275  Fed.  504; 

!  Am.  Fed.  Tax  Rep.  1525. 

Judgment  will  be  entered  for  the  respondent . 


^DGAR  M.  MORSMAN,  Jr.,  ADMINISTRATOR,  ESTATE  OF  TRUMAN 
Buck,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 
Respondent. 

Docket  No.  17660.  Promulgated  September  20,  1928. 

Credit  claimed  by  petitioner  on  account  of  inheritance  taxes 
paid  to  the  State  of  Nebraska  in  respect  of  property  included  in 
the  gross  estate  for  estate-tax  purposes  should  be  allowed  in  an 
amount  not  to  exceed  25  per  cent  of  the  estate  tax. 

Edgar  M.  Morsman,  Jr.,  Esq.,  pro  se. 

Benton  Baker,  Esq.,  for  the  respondent. 

The  respondent  has  asserted  a  deficiency  in  estate  tax  in  the 
unount  of  $36.95.  The  deficiency  arises  from  the  disallowance  by 
espondent  of  a  credit  claimed  by  petitioner  on  account  of  inheritance 
axes  paid  to  the  State  of  Nebraska. 

findings  of  fact. 

Petitioner  is  the  administrator  of  the  estate  of  Truman  Buck,  who 
>rior  to  his  decease  on  November  22,  1924,  was  a  resident  of  the  State 

>f  Nebraska. 
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Administration  proceedings  were  had  in  Douglas  County,  Nebr. 
in  accordance  with  the  law  of  that  State,  and  an  inheritance  tax  in 
the  amount  of  $522.55  was  paid  to  the  treasurer  for  Douglas  County 
The  property  upon  which  inheritance  taxes  were  paid  to  the  State  oi 
Nebraska  is  the  same  property  included  in  the  estate-tax  return  filer 
January  16,  1925,  with  the  Commissioner  of  Internal  Revenue. 

Petitioner’s  return  showed  a  net  estate  subject  to  tax  of  $11,190.45 
upon  which  a  tax  was  paid  in  the  amount  of  $111.90.  I  he  respondent 
determined  the  net  estate  to  be  $14,885.16  and  the  correct  tax  liability 
to  be  $148.85,  which  allows  no  credit  for  inheritance  taxes  paid  t< 
the  State  of  Nebraska. 

As  a  basis  for  credit  claimed  on  account  of  inheritance  taxes  pai( 
to  the  State  of  Nebraska,  petitioner  filed  with  the  respondent  i 
certified  copy  of  the  decree  of  the  County  Court  of  Douglas  County 
Nebraska,  which  did  not  contain  a  list  of  the  property  therein  in 
eluded.  An  uncertified  list  of  the  property,  however,  was  presentee 
to  an  agent  of  the  respondent  who  was  engaged  in  making  an  investi 
gation  of  petitioner’s  estate-tax  return. 


OPINION. 


Lansdon  :  The  only  issue  presented  is  whether  petitioner  is  en 
titled  to  credit  Federal  estate  taxes  with  the  amount  of  inheritanci 
taxes  paid  to  the  State  of  Nebraska.  Section  801  (b)  of  the  Revenui 
Act  of  1924  provides: 


The  tax  imposed  by  this  section  shall  be  credited  with  the  amount  <>1  an, 
estate,  inheritance,  legacy,  or  succession  taxes  actually  paid  to  any  State  o 
Territory  or  the  District  of  Columbia,  in  respect  of  any  property  included  i 
the  gross  estate.  The  credit  allowed  by  this  subdivision  shall  not  exceed  2 
per  centum  of  the  tax  imposed  by  this  section. 

The  respondent  contends  that  the  allowance  or  disallowance  of  th 
credit  authorized  by  the  above  quoted  section  is  a  matter  over  whiel 
the  Board  has  no  jurisdiction.  He  contends  that  such  allowance  o 
disallowance  of  the  credit  is  purely  an  administrative  matter,  an< 
that  the  deficiency  or  amount  of  tax  imposed  is  not  affected  by  th 
credit  granted,  under  certain  conditions,  in  section  801  (b). 

Regulations  68  provides  in  part : 


Art.  1).  (a)  *  *  *  Before  the  Commissioner  allows  credit  for  any  estate 

inheritance,  legacy,  or  succession  taxes,  there  must  be  submitted  to  him 
complete  list  of  the  property  in  respect  to  which  any  such  taxes  were  imposee 
and  the  amount  thereof  paid,  certified  under  the  hand  and  official  seal  of  th 


officer  of  the  taxing  State  or  Territory  having  custody  of  the  records  pertainin 


to  such  taxes.  *  *  * 


The  petitioner  did  not  comply  with  Regulations  68,  article  9  (a) 
and  the  respondent  contends  that  the  right  to  a  credit  because  o 
inheritance  taxes  paid  to  the  State  of  Nebraska  has,  therefore,  heei 
lost.  He  contends  that  section  801  (b)  of  the  Act  merely  provide 
the  method  of  satisfying  a  tax  found  to  be  due. 


415) 


LOUIS  GINSBURG. 


417 


Section  301  (a)  of  the  Revenue  Act  of  1924,  as  amended  by  section 
122  of  the  Revenue  Act  of  1926,  specifically  provides  for  the  imposi- 
ion  of  a  tax  equal  to  the  sum  of  certain  percentages  of  the  value  of 
he  net  estate  determined  as  provided  in  section  303  of  the  same  Act. 
Section  303  provides  that  the  net  estate  of  a  resident  decedent  shall 
ie  determined  by  deducting  from  the  value  of  the  gross  estate  the 
tmounts  authorized  by  subdivisions  1,  2,  3,  and  4  thereof.  Section 
101  (b)  provides  for  the  allowance  of  a  credit  for  inheritance  taxes 
laid  to  a  State.  We  are  of  the  opinion  that  section  301  (b)  is  a  part 
>f  the  provision  for  computing  the  tax  due  and  not,  as  contended  by 
he  respondent,  a  method  of  satisfying  the  tax  liability  found.  The 
ax  for  which  petitioner  is  liable  is  the  amount  remaining  after  the 
dlowable  credit  for  inheritance  taxes  paid  to  the  State.  Cf.  J .  Moir , 
1  B.  T.  A.  21;  United  States  Fidelity  &  Guaranty  Co .,  5  B.  T.  A. 
13;  Charles  G.  Barnes ,  etc.,  8  B.  T.  A.  360. 

The  issue  before  the  Board  is  not  whether  the  Commissioner’s 
•egulation  is  just  and  reasonable  and  whether  such  regulation  has 
)een  properly  applied,  but  whether  petitioner  has  paid  any  estate, 
nheritance,  legacy  or  succession  taxes  to  any  State  or  Territory  in 
•espect  of  any  property  included  in  the  gross  estate.  If  so,  section 
>01  (b)  provides  that  the  estate  tax  as  computed  under  subdivision 
A)  “  shall  be  credited  ”  with  such  amount  not  to  exceed  25  per  cent 
)f  the  tax  determined  under  the  latter  section. 

The  evidence  is  clear  that  petitioner  paid  inheritance  taxes  to  the 
State  of  Nebraska  in  the  amount  of  $522.55,  and  that  the  tax  was 
mposed  in  respect  of  property  included  in  the  gross  estate  for 
federal  estate-tax  purposes.  The  petitioner  is  entitled  to  credit  the 
state  tax  of  $148.85,  determined  by  respondent,  with  inheritance 
axes  paid  to  the  State  of  Nebraska,  such  credit  not  to  exceed  $37.21, 
vhich  is  25  per  cent  of  the  amount  determined  under  section  301  (a). 

Reviewed  by  the  Board. 

Decision  will  he  entered  for  the  ; petitioner . 


Louis  Ginsburg,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13601.  Promulgated  September  20,  1928. 

Petitioner’s  return  for  1919  held  to  luive  been  false  with  intent 
to  evade  tax,  and  additional  tax  and  penalty  asserted  by  respondent 
are  not  barred. 

H.  A.  Mikills ,  C .  P.  A .,  for  the  petitioner. 

Harold  Allen ,  Esq.  and  W .  R.  Lunsford ,  Esq.,  for  the  respondent 

Petitioner  asks  a  redetermination  of  a  deficiency  in  income  tax 
or  the  year  1919  in  the  amount  of  $13,528.79  and  a  50  per  cent 
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penalty  of  $6,764.39.  It  is  alleged  that  the  respondent  erroneously 
found  that  the  petitioner  made  a  false  and  fraudulent  return  with 
intent  to  evade  tax,  and  that  the  assessment  of  tax  is  barred  by  the 
statute  of  limitatiolis. 

FINDINGS  OF  FACT. 


Petitioner,  an  individual  residing  at  Marietta,  Ohio,  in  1919  wai 
a  stockholder  in  the  Producers  Supply  &  Tool  Co.,  an  Ohio  cor 
poration,  hereinafter  referred  to  as  the  corporation.  In  the  earh 
part  of  1919  the  capitalization  of  the  corporation  was  increasec 
from  $100,000  to  $150,000.  The  shares  of  stock  of  the  corporatior 
were  owned  as  shown  bv  the  following  table: 


Name 

Number  of  shares 
owned 

Name 

Number  of  share.1- 
owned 

Feb.  1, 
1919 

Aug.  25, 
1919 

Feb.  1, 
1919 

Aug.  25 
1919 

43914 

623 Vo 

Jas.  K.  Bruner _ 

0 

449B; 

633 Vi 

J.  Brachman . . 

0 

100 

170 

Mrs.  E.  Brachman . . 

0 

Charles  A.  Ward . . 

0 

25 

B.  B.  Best . . . 

1 

Be  man  A.  Plumer . -  .. 

0 

25 

Mrs.  D.  Ginsburg . . 

10 

10 

Total  outstanding  shares. 

1,000 

1,  5 

George  II.  Crawford-  - . 

0 

5 

About  1919  officers  of  the  corporation  decided  to  engage  in  busines 
in  the  State  of  Texas.  They  were  advised  by  an  attorney  in  Texa 
that  the  laws  of  that  State  were  not  favorable  to  foreign  corporation' 
The  stockholders  therefore  decided  to  and  did  form  a  partnershi] 
for  the  purpose  of  engaging  in  business  in  Texas.  A  partnershi] 
agreement  was  entered  into,  reciting  that  it  was  effective  as  of  lebrn 
ary  1.  1919,  and  listing  as  members  thereof  all  the  stockholders  show; 
above  as  holding  stock  after  the  increased  capitalization,  and  provid 
in <r  that  the  members  should  contribute  and  share  obligations  am 
profits  in  the  same  proportions  as  their  stock  holdings  in  the  coi 
poration.  None  of  the  partners  ever  invested  or  contributed  any 
thing  to  the  partnership. 

The  corporation  opened  a  ledger  account  on  its  books  designate' 
“  Producers  Supply  &  Tool  Co.,  Fort  Worth,  Texas,”  in  which  i 
charged  to  the  partnership  all  materials  shipped  and  advances  mad 
to  it,  and  credited  all  payments  received  from  the  partnership.  A 
the  end  of  each  month  a  balance  of  the  account  was  taken,  but  it  wa 
not  until  the  end  of  the  year  1919  that  an  inventory  was  made  an 
the  amount  of  profits  determined. 

During  the  course  of  the  year  the  corporate  stockholders  wei 
advised  that  legislative  acts  of  the  State  of  Texas  had  removed  som 
of  the  laws  unfavorable  to  foreign  corporations.  The  stockholdei 
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thereupon,  about  June  or  July,  cast  about  for  some  means  of  absorb¬ 
ing  the  profits  that  the  partnership  had  earned.  They  decided,  after 
some  discussion  among  themselves,  to  increase  the  capital  stock  of 
the  corporation  and  to  issue  stock  to  the  partners  for  the  partnership 
assets,  which  consisted  solely  of  partnership  earnings.  They  then 
sought  the  advice  of  an  attorney  in  Marietta  as  to  whether  the  receipt 
of  the  proposed  increase  in  stock  would  result  in  taxable  income  to 
them.  The  attorney  had  not  handled  the  organization  of  the  part¬ 
nership  and  was  not  familiar  with  the  details  of  its  operations.  He 
was  not  a  specialist  in  Federal  income-tax  matters.  He  advised  the 
partners  that  in  his  opinion  the  receipt  of  corporate  stock  would  not 
result  in  taxable  income  to  them. 

At  stockholders’  and  directors’  meetings  held  in  August  of  1919  it 
was  voted  to  increase  the  capital  stock  of  the  corporation  to  $500,000 
ind  to  purchase,  in  accordance  with  an  offer  of  the  partners,  all  the 
assets  of  the  partnership  and  assume  its  liabilities,  paying  therefor 
ly  the  issuance  to  the  partners  of  $300,000  par  value  of  stock  in  pro¬ 
portion  to  their  interest  in  the  partnership.  The  resolution  further 
instructed  the  secretary  to  secure  permits  to  enable  the  corporation  to 
lo  business  in  the  States  of  Oklahoma  and  Texas.  The  transaction 
was  consummated  as  authorized  by  the  resolutions  and  on  Septem¬ 
ber  12,  1919,  there  were  issued  to  the  partners  3,000  shares  of  stock, 
3f  which  the  petitioner  received  1,247  shares.  During  the  remainder 
ff  the  year  the  Texas  branch  account  was  carried  on  the  books  of  the 
corporation  in  the  same  manner  as  it  had  been  theretofore,  and  at  the 
close  of  1919,  upon  taking  inventory,  the  combined  profits  of  the 
partnership  and  Texas  branch  of  the  corporation  were  determined. 

On  February  26,  1920,  petitioner  filed  with  the  collector  at  Colum¬ 
bus,  Ohio,  his  individual  income-tax  return  for  the  year  1919.  In 
that  return  he  reported  as  gross  income  $5,000  salary  as  president  of 
the  corporation,  $200  profit  on  sale  of  stock  in  another  corporation, 
and  dividends  amounting  to  $1,758.  The  total  tax  disclosed  was 
>82.60.  The  return  contained  no  item  of  income  resulting  from  the 
partnership  operations  or  the  receipt  of  corporate  stock  in  1919. 

The  corporation  filed  its  income  and  profits-tax  return  for  1919 
with  the  collector  at  Columbus  in  March,  1920,  disclosing  a  net  income 
of  $59,944.48. 

In  1924  a  revenue  agent  examined  the  books  of  the  corporation  and 
determined  that  the  amount  of  $300,000  should  be  included  in  income, 
making  a  net  income  as  disclosed  by  the  corporate  books  of  $359,- 
994.48.  From  this  amount  he  deducted  various  amounts,  the  largest 
being  for  inventory  adjustment,  and  found  the  correct  net  income 
to  be  $208,388.56.  About  the  time  of  the  examination  by  the  revenue 
agent,  the  corporation  engaged  the  services  of  a  firm  of  accountants, 
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who  confirmed  the  finding  of  the  agent  that  a  taxable  profit  had  been 
realized  from  the  partnership  operations,  but  recommended  that  an 
appeal  be  filed  on  tin*  ground  that  the  income  was  not  taxable  to  the 
corporation.  The  corporation  did  iile  a  brief  which,  together  with 
the  revenue  agent's  report,  was  forwarded  to  the  Commissioner’s 
office.  The  Commissioner,  on  the  basis  of  the  net  income  found  by 
the  revenue  agent,  advised  the  corporation  under  date  of  October  17. 
1924,  of  a  deficiency  of  $72,621.35,  and  of  its  right  to  file  a  protest 
in  30  days.  Under  date  of  December  18,  1924,  the  treasurer  of  the 
corporation  executed  an  affidavit  setting  forth,  among  other  items, 
that  the  net  income  of  the  partnership  was  $137,824.08,  and  that  the 
petitioner's  distributive  share  thereof  was  $57,288.92.  This  statement 
he  forwarded  to  the  Commissioner,  saying  in  the  letter  of  transmittal 
that  it  was  being  submitted  pursuant  to  a  conference  held  on  De¬ 
cember  9,  1924. 

A  partnership  return  of  income  for  the  year  1919  was  executed 
before  a  notary  public  on  January  5,  1925,  by  the  petitioner  and 
E.  Brachman  and  filed  with  the  collector  for  the  second  collection 
district  of  Texas  on  January  9,  1925.  That  return  disclosed  partner¬ 
ship  net  income  of  $137,824.08. 

By  letter  of  March  13,  1925,  the  respondent,  referring  to  the  cor¬ 
poration's  request  for  special  assessment,  advised  the  corporation  that 
he  had  determined  its  net  income  for  1919  by  eliminating  the  part¬ 
nership  profits  of  $137,824.08  from  the  amount  reported  by  tin 
revenue  agent.  The  respondent  later  granted  the  application  foi 
special  assessment  and  found  a  deficiency  against  the  corporation 
which  was  paid. 

By  letter  of  March  12,  1925,  the  respondent  advised  petitioner  that 
an  audit  of  the  partnership  return  for  the  period  February  1,  1919 
to  September  30,  1919,  disclosed  that  the  petitioner’s  distributive 
share  of  partnership  income  was  $57,288.92,  which  had  not  been 
reported  by  the  petitioner,  and  which,  added  to  the  income  he 
returned,  resulted  in  an  additional  tax  of  $13,528.79.  The  lettei 
further  advised  petitioner  that  the  five-year  period  for  assessment 
had  expired,  but  that  the  petitioner  might  make  voluntary  pay¬ 
ment  of  the  tax  or  execute  a  waiver  for  which  purpose  a  form  wa> 
enclosed. 

By  letter  of  May  12,  1925,  (form  N  P-1,  the  so-called  30-day 
letter)  respondent  advised  petitioner  of  the  determination  of  » 
deficiency  for  1919  in  the  same  amount  as  that  in  the  letter  of  March 
12,  and  further  that  a  penalty  under  section  250  (b)  of  the  Revenue 
Act  of  1918  had  been  added  in  the  amount  of  $6,764.39,  being  com¬ 
puted  on  the  sum  of  the  tax  originally  reported  and  the  additional 
tax  found  due. 
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The  60-day  letter,  upon  which  the  petition  for  redetermination  is 
ased,  bears  the  date  of  March  2,  1926. 

Petitioner  has  never  filed  a  waiver  permitting  the  assessment  of 
ax  after  five  years  from  the  date  his  return  was  filed,  and  no  assess¬ 
ment  of  additional  tax  for  1919  has  been  made  within  the  five-year 
ieriod  for  assessment. 

opinion. 

Arundell  :  The  petitioner  does  not  question  the  correctness  of  the 
leficiency  in  tax  determined  by  the  respondent.  He  asserts  that 
ssessment  is  barred  by  the  statute  of  limitations,  and  that  the  re- 
pondent  erred  in  finding  that  he  made  a  false  and  fraudulent  return 
vith  intent  to  evade  tax.  Whether  assessment  is  barred  depends 
ipon  the  determination  of  the  fraud  question,  for  no  assessment  was 
nade  within  five  years  of  the  filing  of  the  return  and  the  taxpayer 
i as  not  executed  a  waiver.  This  proceeding  was  heard  prior  to  the 
nactment  of  the  Revenue  Act  of  1928,  and  at  that  time,  under  our 
ules  of  practice,  the  burden  of  proof  in  all  cases  (except  in  respect 
if  new  matter  pleaded  by  the  respondent)  was  upon  the  petitioner 
nd  it  was  incumbent  upon  him  to  overcome  the  presumption  of 
orrectness  attaching  to  the  respondent’s  determination.  This  rule 
s  in  line  with  the  numerous  decisions  which  hold  that  penalty  pro- 
isions  in  revenue  laws  are  not  penal  laws  in  the  sense  that  requires 
hem  to  be  construed  with  great  strictness  in  favor  of  the  defendant, 
n  the  case  of  United  States  v.  Stowell ,  133  U.  S.  1,  12,  it  is  said : 

By  the  now  settled  doctrine  of  this  court,  (notwithstanding  the  opposing 
lictum  of  Mr.  Justice  McLean  in  United  States  v.  Sugar,  7  Pet.  453,  462,  463,) 
tatutes  to  prevent  frauds  upon  the  revenue  are  considered  as  enacted  for  the 
'Ublic  good  and  to  suppress  a  public  wrong,  and  therefore,  although  they  impose 
lenalties  or  forfeitures,  not  to  be  construed,  like  penal  laws  generally,  strictly  in 
avor  of  the  defendant ;  but  they  are  to  be  fairly  and  reasonably  construed,  so 
s  to  carry  out  the  intention  of  the  legislature.  Taylor  v.  United  States,  3  How. 
97.  210;  Cliquofs  Champagne,  3  Wall.  114,  145;  United  States  v.  Hodson,  10 
Vail.  395,  406 ;  Smythe  v.  Fiskc,  23  Wall.  374,  380. 

One  of  the  defenses  of  petitioner  to  the  assertion  of  fraud  is 
hat  he  secured  and  acted  on  the  advice  of  counsel  in  preparing 
lis  1919  return.  Whatever  may  be  the  consequence  of  advice  of 
ounsel  under  some  circumstances,  it  can  have  no  extenuating  effect 
lere,  for  it  is  quite  clear  from  both  the  testimony  of  petitioner 
ind  of  the  attorney  whose  advice  he  had  that  the  facts  set  before 
he  attorney  were  not  those  upon  which  the  respondent  has  predi¬ 
cted  the  additional  tax  here  involved.  All  of  the  evidence  is  to 
he  effect  that  the  only  question  put  to  the  attorney  bv  the  partners 
•vas  whether  the  receipt  of  corporate  stock  for  the  partnership 
issets  would  result  in  taxable  income,  and  on  that  point  he  ad- 
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vised  them.  The  respondent  is  not  asserting  a  tax  on  that  trans¬ 
action,  but  on  the  petitioner’s  distributive  share  of  the  partnership 
income. 

It  does  not  appear  that  the  petitioner  sought  advice  on  the  ques¬ 
tion  of  the  taxability  of  his  distributive  share  of  the  partnership 
income  and  of  course,  advice  given  on  another  question  is  of  no 
avail  as  a  refuge  from  the  consequences  of  his  failure  to  report 
such  income.  It  does  affirmatively  appear  that  the  partners  knew 
at  September  12,  1919,  that  partnership  earnings  had  accumulated. 
At  that  time  the  stock  was  issued  for  the  partnership  assets,  and 
it  was  unequivocally  stated  by  one  of  the  partners  that  the  assets 
represented  simply  the  earnings  of  the  partnership.  Ledger  sheets 
placed  in  evidence  show  shipments  of  goods  in  large  amounts  to 
the  partnership  and  remittances  by  it  of  considerable  sums  through¬ 
out  the  period  of  its  existence.  There  is  testimony  that  the  amount 
of  the  earnings  could  not  have  been  determined  until  an  inventory 
was  taken  at  the  end  of  the  year  and  that  the  amount  was  not 
actually  determined  until  1924.  When,  at  the  end  of  1919,  the 
inventory  was  taken,  there  was  ample  time  to  make  a  segregation 
between  the  partnership  and  corporation  earnings  before  the  date 
for  filing  returns,  and  the  delay  in  making  the  computation  affords 
the  petitioner  no  valid  excuse  for  his  failure  to  make  a  proper 
return. 

Tlie  making  of  returns  of  income  was  no  new  thing  to  petitioner 
when  his  return  for  1919  was  due,  for.  according  to  his  own  testi¬ 
mony,  he  had  prepared  returns  for  the  years  1917  and  1918.  Peti¬ 
tioner  is  an  intelligent  business  man,  and  we  can  not  believe  but  that 
he  knew  that  the  profits  of  the  partnership  were  taxable  to  the  mem¬ 
bers  of  the  partnership.  At  the  time  that  the  scheme  for  issuing 
stock  for  partnership  profits  was  devised  the  Revenue  Act  of  1918 
had  been  enacted,  and  when  petitioner  filed  his  return  the  Act  had 
been  in  effect  for  more  than  a  year.  Section  218  of  that  Act  is  quite 
specific  in  requiring  partners  to  include  in  income  their  distributive 
shares  whether  distributed  or  not.  Certainly  he  did  know  that  his 
financial  condition  had  changed  during  the  year  as  a  result  of  the 
profitable  partnership  operations,  yet  he  made  no  disclosure  of  the 
fact  in  his  return.  The  return  was  false  in  the  omission  of  a  report 
of  the  transaction.  Thomas  L.  Ross ,  13  B.  T.  A.  69.  The  slightest 
intention  of  honesty  would  have  compelled  a  disclosure  of  financial 
transactions  which  resulted  in  profits  to  the  so-called  branch  far  in 
excess  of  the  income  of  the  parent  concern.  At  least  as  early  as  June 
or  July  the  partners  were  aware  of  the  fact  that  the  partnership 
was  a  profitable  venture,  for  they  were  then  contemplating  the 
transfer  of  the  profits  to  the  corporation  for  stock. 
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Upon  consideration  of  all  the  evidence,  we  are  of  the  opinion  that 
;he  presumption  of  correctness  attaching  to  the  respondent’s  finding 
hat  the  understatement  of  income  in  petitioner’s  return  for  1919  was 
false,  with  intent  to  evade  tax,  has  not  been  overcome. 

The  petitioner’s  return  having  been  false  with  intent  to  evade  tax, 
issessment  is  not  barred.  Section  278  (a),  Revenue  Act  of  1920. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent. 


Gyrus  H.  McCormick,  Anita  M.  Blaine,  and  Harold  F. 

McCormick,  Executors,  Estate  of  Nettie  Fowler  McCor¬ 
mick,  Petitioners,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  22731.  Promulgated  September  20,  1028. 

1.  Amount  of  deduction  for  executors’  commissions,  attorneys 
fees  and  miscellaneous  administration  expenses  determined. 

2.  A  pledge  of  decedent  upon  condition  held  not  a  debt  of 
decedent  where  the  condition  was  not  met  before  her  death. 

3.  Certain  school  property  held  properly  included  in  decedent’s 
gross  estate. 

4.  Transfer  to  trust  held  not  in  contemplation  of  death  or 
intended  to  take  effect  in  possession  or  enjoyment  at  or  after 
death. 

Horace  Kent  T&rmey ,  Esq.,  George  T.  Rogers ,  Esq.,  Henry  E. 
Tenney ,  Esq.,  Robert  N.  Miller,  Esq.,  John  D.  Watkins,  Esq.,  and 
Ward  Loveless,  Esq.,  for  the  petitioners. 

Frank  T.  Horner,  Esq.,  for  the  respondent. 

This  is  a  pToceeding  for  the  redetennination  of  a  deficiency  in 
estate  taxes  under  the  Revenue  Act  of  1921,  in  the  amount  of 
SI, 835, 902.91. 

The  petition,  as  amended,  alleges  errors  on  the  part  of  the  respond¬ 
ent  as  follows: 

1.  Valuation  and  inclusion  in  gross  estate  of  the  property  known 
as  the  Stanley  McCormick  School  at  Burnsville,  N.  C.,  at  $44,000, 
thereby  wrongfully  increasing  the  gross  estate  in  the  amount  of 
$44,000. 

2.  Inclusion  in  the  gross  estate  of  property  owned  and  held  by 
United  States  Trust  Co.  of  New  York  as  trustee  under  trust  agree¬ 
ment  dated  July  27,  1918,  generally  spoken  of  as  “  Eastern  Trust,” 
and  income  accumulated  thereon  at  decedent’s  death,  thereby  wrong¬ 
fully  increasing  said  gross  estate  in  the  sum  of  $7,399,306.32. 
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3.  Disallowance  of  $269,955.56  of  total  amount  of  $382,342.09  de¬ 
ducted  by  petitioners  as  executors’  commissions,  attorneys’  fees  and 
miscellaneous  ^administration  expenses. 

4.  Disallowance  of  $6,000  of  total  amount  of  $1,076,402.49  de¬ 
ducted  by  petitioners  as  debts  of  deceased. 

5.  The  respondent  failed  and  refused  to  allow  the  petitioners  a 
deduction  of  $2,500,  attorneys’  fees,  paid  to  Lindabury,  Depue  and 
Faulks. 

6.  The  respondent  failed  and  refused  to  allow  the  petitioners  de¬ 
ductions  for  expenses  incurred  subsequently  to  the  filing  of  the 
return  as  follows:  miscellaneous  administration  expenses,  $49,730.52. 

7.  The  respondent  erred  in  that  he  failed  and  refused  to  hold 
that  section  402  (c)  of  the  Revenue  Act  of  1921,  under  color  of  which 
the  Commissioner  of  Internal  Revenue  undertook  to  include  the 
amount  of  $7,399,306.32  representing  property  held  and  owned  by 
the  United  States  Trust  Co.  of  New  York  under  trust  agreement, 
dated  and  effective  July  27,  1918,  as  the  property  of  Nettie  Fowler 
McCormick,  deceased,  at  the  time  of  her  demise,  is  in  contravention 
to  the  Fifth  Amendment  to  the  Constitution  of  the  United  States 
and  is  and  was  wholly  void. 

8.  The  respondent  erred  in  that  he  failed  and  refused  to  hold  that 
section  402  (c)  of  the  Revenue  Act  of  1921,  under  color  of  which  the 
Commissioner  of  Internal  Revenue  undertook  to  include  the  amount 
of  $7,399,306.32  representing  property  held  and  owned  by  the 
United  States  Trust  Company  of  New  York  under  trust  agreement, 
dated  and  effective  July  27,  1918,  as  the  property  of  Nettie  Fowler 
McCormick,  deceased,  at  the  time  of  her  demise,  is  in  contravention 
of  the  Fifth  Amendment  to  the  Constitution  of  the  United  States 
and  is  and  was  wholly  void  in  so  far  as  it  attempts  to  authorize  the 
inclusion  in  the  gross  estate  of  a  decedent  of  property  transferred 
prior  to  the  enactment  of  the  Revenue  Act  of  1921. 

9.  The  respondent  erred  in  that  he  failed  and  refused  to  hold 
that  sections  100  to  411.  inclusive,  of  the  Revenue  Act  of  1921,  under 
color  of  which  the  Commissioner  of  Internal  Revenue  seeks  to 
assert  the  taxes  here  involved  as  a  liability  against  the  estate  of 
Nettie  Fowler  McCormick  at  the  time  of  her  demise,  are  in  con¬ 
travention  of  the  Fifth  Amendment  to  the  Constitution  of  the 
United  States  and  are  and  were  wholly  void. 

10.  The  respondent  erred  in  that  he  failed  and  refused  to  hold 
that  sections  400  to  411,  inclusive,  of  the  Revenue  Act  of  1921,  under 
color  of  which  the  Commissioner  of  Internal  Revenue  seeks  to  assert 
that  the  taxes  here  involved  as  a  liability  against  the  estate  of  Nettie 
Fowler  McCormick  at  the  time  of  her  demise,  are  unconstitutional 
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md  void  for  the  reason  that  there  was  and  is  no  provision  in  the 
Constitution  authorizing  tlie  levying  or  collection  of  such  taxes. 

In  the  answer  the  respondent  denies  that  the  taxes  in  controversy 
imount  to  $1,835,902.91. 

FINDINGS  OF  FACT. 


Mrs.  Nettie  Fowler  McCormick  died  on  July  5,  1923,  at  the  age  of 
38  years,  and  the  petitioners  in'  this  proceeding  are  individual  execU- 
ors  of  her  estate,  having  principal  office  at  30  North  La  Salle  St,, 
Chicago,  Ill. 

Mrs.  McCormick’s  death  was  caused  by  acute  bronchial  infection 
md  probably  bronchial  pneumonia,  although  the  doctors  were  never 
ible  to  pick  out  any  areas  of  bronchial  pneumonia.  Her  last  illness 
lasted  only  four  or  five  days. 

Witnesses  who  had  known  Mrs.  McCormick  for  25  to  40  years 
prior  to  her  death  never  knew  of  her  having  any  serious  illness  and 
never  heard  her  complain  of  any  ailment,  or  speak  of  any  contem¬ 
plation  of  imminent  death.  She  Avas  subject  to  colds  but  in  the  later 
rears  of  her  life  they  were  very  infrequent.  She  had  one  cold  about 
3  or  10  years  before  her  death  and  another  about  15  years  before  her 
leath  and  these  confined  her  to  her  bed  for  a  few  days.  Mrs.  Mc¬ 
Cormick  would  sometimes  ask  her  physician  for  something  to  make 
her  sleep  better  or  would  inquire  whether  he  thought  she  was  strong 
enough  to  “  take  this  ride  or  have  these  people  in  to  dinner.”  Peri¬ 
odical  examinations  were  made  of  the  decedent’s  kidnevs  and  urine 

«/ 

md  it  was  almost  certain  that  some  albumin  and  occasionallv  a  few 
casts  would  be  found.  She  would  feel  an  occasional,  irregular  heart 
beat  and  would  comment  upon  it,  but  the  doctor  told  her  there  was 
nothing  serious  about  it.  Her  physician  testified  that  these  ailments 
were  quite  common  with  practically  all  people  who  have  passed  the 
middle  age.  He  sometimes  gave  her  cathartic  pills  or  something  to 
make  her  sleep  better.  She  was  active  up  to  the  time  of  her  death, 
walked  in  her  garden,  took  automobile  rides  and  rode  around  her 
grounds  in  wheel  chairs,  one  of  which  was  equipped  with  a  motor. 
She  spent  a  great  deal  of  her  time  out  of  doors.  She  walked  up  and 
down  stairs  unassisted  and  was  seldom  in  need  of  a  nurse,  although 
she  had  one  or  two  at  all  times.  From  1916  on  the  doctor  called  upon 
her  on  an  average  of  more  than  twice  a  week,  but  this  was  a  pre¬ 
cautionary  measure  taken  at  the  insistence  of  Mrs.  McCormick’s 
children.  For  a  number  of  years  prior  to  her  death  she  had  gone  to 
California  upon  the  doctor’s  orders.  This  was  also  a  precautionary 
measure,  as  the  doctor  wanted  her  to  stay  out  of  doors  as  much  as 
possible  and  at  her  home  in  Lake  Forest,  Ill.,  this  would  have  exposed 
her  to  catching  cold. 
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She  was  very  much  interested  in  charities  and  made  large  contri¬ 
butions  thereto.  She  had  a  managing  agent  but  took  an  interest  in 
he?-  affairs  herself. 

In  1918  she  leased  a  house  in  Coronado,  Calif.,  for  a  period  of  5 
years  and  occupied  this  house  in  the  following  years,  the  last  time 
being  in  1923,  the  year  of  her  death. 

Shortly  before  her  death  she  was  interested  in  making  certain 
changes  in  her  home  and  was  interested  in  the  future. 

On  July  27,  1918,  Mrs.  McCormick  executed  the  following  trust 
agreement : 

This  Indenture,  Made  this  Twenty-seventh  day  of  July,  in  the  year  of  our 
Lord,  One  thousand  nine  hundred  and  eighteen  (A.  D.  1918),  by  and  between 
Nettie  F.  McCormick,  of  the  City  of  Chicago,  in  the  State  of  Illinois,  the  party 
of  the  first  part,  and  the  United  States  Trust  Company  of  New  York  (here¬ 
inafter  termed  the  Trustee),  a  corporation  of  New  York,  having  its  principal 
place  of  business  in  the  City  of  New  York,  the  party  of  the  second  part. 

WITNESSETH  : 

Article  First. 

Tlie  party  of  the  first  part,  being  desirous  of  establishing  and  creating  the 
trust  hereinafter  mentioned,  for  the  purposes  and  upon  the  terms  set  forth,  in 
consideration  of  the  premises  and  of  one  Dollar  ($1.00)  to  her  in  hand  paid, 
the  receipt  whereof  is  hereby  acknowledged,  does  hereby  sell,  assign,  transfer 
and  set  over  unto  the  Trustee  the  following  securities,  to  wit : 

Thirty  seven  hundred  and  eighty-three  (3783)  shares  of  the  capital  stock 
of  the  McCormick  Harvesting  Machine  Company,  a  corporation  organized 
under  the  laws  of  the  State  of  Illinois,  together  with  all  rights  and  interests 
now  vested  in  the  legal  holder  thereof,  or  which  shall  hereafter  accrue  to  such 
holder  under  a  certain  indenture  dated  March  2G,  1909,  wherein  Cyrus  H. 
McCormick  and  Harold  F.  McCormick  are  parties  of  the  first  part,  and  Paul  D. 
Cravatli  and  George  H.  Sullivan  are  parties  of  the  second  part, — to  be  held  and 
disposed  of  under  and  in  pursuance  of  the  terms  of  this  agreement. 

Article  Second. 

disposition  of  income  during  life  of  grantor. 

So  long  as  the  said  party  of  the  first  part  shall  live  the  net  income  of  saic 
trust  estate  shall  be  accumulated  and  added  to  the  principal  of  said  trust  estate 
except  so  much  thereof  as  shall  be  required  for  the  following  purposes : 

(1)  If  in  any  year  the  net  income  from  the  property  and  estate  of  said  first 
party,  retained  in  her  own  name  and  under  her  own  control,  after  paying  all 
income  and  other  taxes,  shall  be  less  than  two  hundred  and  fifty  thousand 
dollars  ($250,000)  said  party  of  the  first  part  shall  have  the  right,  within 
ninety  (90)  days  after  the  expiration  of  such  year,  to  request  said  Trustee  to 
pay  over  such  an  amount  of  the  net  income  of  said  trust  estate  as  will,  when 
added  to  her  said  net  income  from  her  property  and  estate  retained  within  her 
control,  equal  the  sum  of  two  hundred  and  fifty  thousand  dollars  ( $250,000.00 1. 
And  said  Trustee,  ujxm  receiving  any  such  request,  shall  pay  over  and  deliver 
to  said  party  of  tin*  first  part  the  amount  called  for  by  such  request.  Said 
Trustee  shall  have  the  right  to  accept  the  statements  contained  in  any  such 
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request,  in  regard  to  the  amount  required  to  bring  the  net  income  of  said  first 
party  up  to  the  sum  of  two  hundred  and  fifty  thousand  dollars  ($250,000.00), 
is  true  without  inquiry  or  investigation. 

(2)  Said  Trustee  shall  from  time  to  time  in  each  year  pay  out  of  said  net 
income  for  charitable  uses  and  purposes  such  sums  and  amount  of  money  as 
said  first  party  shall  designate  and  request  in  writing,  specifying  to  whom  the 
same  is  to  be  paid  and  the  particular  charitable  uses  and  purposes  to  which 
the  same  is  to  be  applied ;  and  said  Trustee  shall  not  be  under  obligation  to 
see  to  the  application  of  the  moneys  so  requested  to  be  paid  or  to  investigate 
the  nature  or  character  of  the  charitable  uses  and  purposes  specified  in  any 
such  request. 

The  words  “charitable  uses  and  purposes”  as  used  herein  shall  be  held  to 
include  all  religious  and  educational  work,  and  all  relief  work,  missionary 
work,  Red  Cross  work,  Y.  M.  C.  A.  and  Y.  W.  C.  A.  work,  and  all  work  of  a 
nature  similar  to  either  of  the  purposes  above  enumerated,  and  the  enumeration 
of  specific  kinds  of  work  herein  shall  not  be  construed  in  any  way  to  limit  or 
restrict  the  meaning  of  said  general  words  “charitable  uses  and  purposes,” 
but  the  same  shall  be  construed  in  their  broadest  sense  and  meaning. 

AFTER  THE  DEATH  OF  SAID  FIRST  PARTY. 

From  and  after  the  death  of  the  said  party  of  the  first  part,  the  net  income 
from  said  trust  estate,  as  and  when  received  by  the  Trustee,  shall  be  distributed, 
paid  over,  and  applied  by  the  Trustee  as  follows : 

(1)  One-third  (%)  thereof  shall  be  paid  over  and  distributed  to  each  of  the 
following  three  (3)  children  of  said  party  of  the  first  part,  viz.,  Cyrus  FI. 
McCormick,  Anita  M.  Blaine  and  Harold  F.  McCormick,  so  long  as  they  shall 
severally  live; 

(2)  From  and  after  the  death  of  either  of  said  three  beneficiaries,  his  oi 
her  share  of  said  net  income  shall  be  paid  over  in  accordance  with  any  direc¬ 
tions  in  regard  thereto  contained  in  his  or  her  last  will  and  testament,  and  in 
default  of  any  such  directions,  then  to  his  or  her  surviving  issue  per  stirpes, 
so  long  as  there  shall  be  any  such  issue  surviving ;  and  in  default  of  any  such 
issue,  then  to  the  beneficiaries  entitled  to  participate  in  the  balance  of  said 
income  pro  rata. 

Article  Third. 

* 

distribution  of  principal  of  trust  estate. 

The  trust  estate  hereby  created  shall  in  any  and  the  latest  event  terminate 
upon  the  death  of  the  last  survivor  of  the  three  children  of  the  said  party  of 
the  first  part,  hereinbefore  named. 

Said  first  party  may  terminate  said  trust,  in  whole  or  in  part,  at  any  time 
by  the  delivery  to  said  Trustee  of  an  instrument  in  writing,  signed  by  her  and 
by  one  or  more  of  her  three  children,  hereinbefore  named;  and  after  the  death 
of  said  party  of  the  first  part,  said  trust  may  be  terminated,  in  whole  or  in 
part,  at  any  time  by  an  instrument  in  writing,  signed  by  a  majority  in  interest 
of  the  beneficiaries  of  lawful  age  entitled  to  share  in  the  net  income  of  said 
trust  estate.  Any  such  instrument  terminating  said  trust  shall  take  effect  upon 
its  delivery  to  said  Trustee. 

Upon  the  termination  of  said  trust  as  aforesaid,  either  in  whole  or  in  part, 
the  trust  estate  as  to  which  said  trust  shall  be  so  terminated,  shall  be  paid 
over  and  delivered  to  said  party  of  the  first  part,  if  she  shall  then  be  living,  and 

13485—28 - 4 


428 


13  U.  S.  BOAlli)  OP  TAX  APPEALS  REPORTS. 


(423) 


in  the  event  that  she  shall  not  then  he  living,  shall  be  paid  over  and  distributed 
as  follows : 

(a)  One  third  (*/{)  thereof  to  each  of  the  three  children  of  said  party  of  the 
first  part,  hereinbefore  named,  viz:  Oyrus  H.  McCormick,  Anita  M.  Blaine  and 
Harold  F.  McCormick. 

(b)  Jf  either  or  any  of  said  three  children  shall  not  then  be  living,  his  or  her 
one  third  (%)  of  said  trust  estate  shall  be  paid  over  and  distributed  in  accord¬ 
ance  with  any  directions  in  regard  thereto  contained  in  his  or  her  last  will  and 
testament ;  and  in  default  of  any  such  directions  then  to  his  or  her  surviving 
issue,  if  any,  per  stirpes;  and  in  default  of  any  such  surviving  issue,  then  to 
the  other  two  children  of  said  party  of  the  first  part,  hereinbefore  named,  or 
their  issue,  per  stirpes. 


Article  Fourth. 


The  Trustee  shall  have  power  and  authority  at  any  time,  and  from  time 
to  time, — 

(1)  To  receive  and  collect  all  dividends  declared  and  paid  upon  any  shares 
of  stock  at  any  time  subject  to  the  terms  of  this  agreement,  and  the  interest  on 
all  moneys,  bonds  or  other  obligations  at  any  time  held  by  it  hereunder ;  and 
to  receive  any  and  all  sums  at  any  time  payable  in  respect  of  any  shares 
of  stocks,  bonds  or  other  obligations  or  securities  which  may  be  subject  to  the 
provisions  of  this  agreement,  or  which  may  be  collectible  by  the  owner  of 
any  such  shares  of  stock. 

(2)  To  sell,  transfer  and  assign  any  or  all  of  the  stocks,  bonds,  obligations, 
securities  or  other  property  held  at  any  time  by  said  Trustee  under  this  instru¬ 
ment.  and  to  invest  and  reinvest  the  proceeds  thereof  in  accordance  with  any 
directions  given  in  writing  by  the  said  party  of  the  first  part  during  her 
life,  or,  after  her  death,  by  a  majority  in  interest  of  the  beneficiaries  of  lawful 
age  then  entitled  to  share  in  the  income  of  said  trust  estate.  It  being  the 
intention  that  no  change  shall  be  made  by  said  Trustee  in  the  securities  or 
property  held  in  trust  hereunder  without  the  written  direction  or  approval 
of  the  party  of  the  first  part  during  her  life,  or  by  a  majority  in  interest  of 
the  beneficiaries  of  lawful  age  then  entitled  to  share  in  the  income  from  said 


trust  estate  from  and  after  the  death  of  the  said  party  of  the  first  part;  and 


that  said  Trustee  shall  be  and  is  hereby  authorized  to  make  any  and  every 
change  in  the  securities  or  other  property  held  in  trust  hereunder  which  shah 
be  directed  or  approved  as  aforesaid ;  and  said  Trustee  shall  be  free  from  any 
liability  or  responsibility  for  any  action  by  it  done  under  or  in  pursuance  of 
any  such  written  direction  or  approval.  And  in  no  event  shall  any  purchaser 
from  the  Trustee,  or  any  other  person  or  corporation  dealing  with  the  Trustee 
in  respect  to  any  of  the  securities  held  by  it  hereunder,  be  required  to  ascertain 


the  authority  and  power  of  the  Trustee  to  make  any  sale  of  such  securities, 
or  any  transfer,  assignment  or  delivery  thereof  to  such  purchaser;  but  such 
purchaser  and  all  other  parties  shall  be  entitled  to  rely  upon  the  delivery, 
transfer,  assignment  or  other  disposition  of  any  such  securities  by  the  Trustee 


as  having  been  in  all  respects  fully  authorized,  and  shall  not  be  affected  by 
any  notice  to  the  contrary  or  be  required  to  see  to  the  application  of  the 
purchase  money; 

(3)  To  exercise  the  voting  power  upon  all  slum's  of  stock  held  by  the  Trustee 
hereunder,  and  to  exercise  every  power,  election  and  discretion,  give  every 
notice,  meet  every  demand,  and  do  every  act  and  thing  in  respect  of  any  shares 
o!  stocks  or  bonds,  or  other  obligations  and  securities,  held  by  the  Trustee  here¬ 
under.  which  it  could  fir  might  do  if  it  were  the  absolute  owner  ther(*of ;  Pro- 


CYRUS  H.  McCORMICK  ET  AL  ,  EXECUTORS. 


429 


423) 


tided,  however,  that  upon  the  written  request  of  said  party  of  the  first  part 
luring  her  life,  or  of  a  majority  in  interest  of  the  beneficiaries  of  lawful  age 
from  time  to  time  entitled  to  participate  in  the  income  of  said  trust  estate 
from  and  after  the  death  of  said  first  party,  it  shall  be  the  duty  of  the  Trustee 
:o  execute,  or  cause  to  be  executed,  to  the  person  or  persons  named  in  said 
request,  a  proxy  entitling  him  or  them  (with  full  power  of  substitution)  to 
ote  in  respect  of  any  shares  of  stock  in  such  written  request  or  proxy  defined 
aid  mentioned,  at  any  meeting  or  meetings  of  the  stockholders  of  any  cor- 
loration  or  corporations  specified  in  such  request  and  proxy ; 

(4)  To  receive  any  and  all  stock  dividends  declared,  and  any  other  dis- 
ribution  which  may  be  made  by  any  corporation,  any  of  whose  shares  of 
stock  at  the  time  constitute  a  part  of  the  principal  of  the  trust  estate,  and  also 
ill  proceeds  which  may  be  paid  on  or  in  respect  of  any  such  shares  of  stock 
>n  the  liquidation  of  the  company  issuing  the  same,  or  upon  the  sale  (whether 
voluntary  or  involuntary)  of  its  assets  or  any  part  thereof,  or  which  may  be 
otherwise  paid  out  of  the  capital  or  on  account  of  the  principal  of  any  bond, 
;tock  or  other  security ;  and  may  in  its  discretion  join  in  any  plan  of  reorganiza¬ 
tion  or  readjustment  of  any  corporation,  any  of  whose  shares  of  stock,  bonds 
>r  other  securities  or  obligations  may  at  any  time  constitute  a  part  of  the 
irincipal  of  said  trust  estate,  and  accept  the  substituted  securities  in  any 
iy  said  plan  allotted  in  respect  of  the  securities  and  obligations  so  held  by  the 
Trustee :  Provided,  that  any  and  all  moneys,  stock  dividends  or  other  securities 
■eceived  under  this  paragraph  shall  constitute  and  be  a  part  of  the  principal 
>f  the  trust  estate,  and  not  a  portion  of  the  income  thereof ;  and  that  any 
md  all  funds  paid  to  the  Trustee  under  the  provisions  of  this  paragraph,  shall 
te  reinvested  by  the  Trustee  as  and  in  the  same  manner  as  if  the  securities 
>r  obligations  in  respect  of  which  such  sums  were  received  had  been  sold  by 
he  Trustee  under  the  power  above  vested  in  it. 

Article  Fifth. 

CONCERNING  THE  TRUSTEE. 

The  trustee  hereby  accepts  the  trust  created  by  this  indenture,  and  agrees  to 
act  in  accordance  with  the  terms  and  provisions  of  said  indenture,  but  only  upon 
and  subject  to  the  following  terms  and  conditions,  which  are  hereby  agreed  to 
by  the  party  of  the  first  part,  for  herself,  her  heirs,  and  her  legal  representatives, 
and  by  each  and  every  beneficiary  accepting  or  receiving  or  claiming  any  benefit 
or  right  under  or  by  virtue  of  this  indenture,  to  wit : 

The  Trustee  shall  be  entitled  to  receive  for  its  compensation  in  each  year 
ivvo  and  one  half  per  cent  (2l/2%)  of  the  first  twenty  thousand  dollars 
($20,000.00)  of  the  gross  income  of  said  trust  estate  during  such  year,  and 
me  per  cent  (1%)  on  the  residue  of  said  gross  income  during  such  year; 
md  also  upon  the  termination  of  the  trust,  otherwise  than  by  reason  of  the 
resignation  of  said  Trustee,  a  sum  equal  to  one  per  cent  (1%)  of  the  principal 
>f  said  trust  estate  at  the  date  of  such  termination,  which  several  payments 
shall  be  in  full  payment  for  all  services  rendered  by  said  Trustee. 

The  Trustee  may  consult  with  counsel  and  shall  be  fully  protected  in  any 
action  or  nonaction  taken,  permitted  or  suffered  by  it  in  good  faith  and  in 
accordance  wTith  the  opinion  of  counsel  selected  or  provided  by  it ;  and  in  case 
of  legal  proceedings  involving  the  Trustee  or  the  principal  of  the  trust  estate, 
the  Trustee  may  defend  such  proceedings  or  may,  upon  being  advised  by  such 
counsel  that  such  action  is  necessary  or  advisable  for  the  protection  of  the 
interests  of  the  Trustee,  or  of  the  beneficiaries,  institute  any  legal  proceedings. 
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The  Trustee  shall  be  reimbursed  and  indemnified  against  any  and  all  liability, 
loss  or  expense  because  of  the  holding  of  any  shares  of  stock  or  other  properties 
constituting  a  part  of  the  principal  of  the  trust  estate,  either  in  its  own  name  or 
in  the  name  of  a  nominee,  and  shall  have  a  lien  upon  the  principal  of  the  trust 
estate  and  the  income  therefrom  for  the  amount  of  any  liability,  loss  or  expense 
which  may  be  so  incurred  by  it,  including  the  expense  of  defending  any  action  or 
proceeding  instituted  against  it  or  such  nominee  by  reason  of  any  such  holding. 

Of  the  income  of  the  principal  of  the  trust  estate,  the  Trustee  shall  pay  all 
taxes,  assessments  or  other  governmental  charges  which  it  may  be  required  to 
pay  or  to  retain  because  or  in  respect  of  any  part  of  the  principal  of  the  trust 
estate  or  the  income  therefrom  or  the  interest  of  the  Trustee  therein,  or  the 
interest  of  any  beneficiary  or  other  person  therein,  under  any  present  or  future 
law  of  the  United  States,  or  of  any  state,  county,  municipality,  or  other  taxing 
authority  therein,  any  and  all  such  taxes,  assessments,  or  other  governmental 
charges  lawfully  imposed  being  charged  as  a  lien  upon  the  said  income,  and  in 
case  of  deficiency  of  said  income  upon  the  principal  of  the  trust  estate. 

All  payments  or  distribution  of  income  to  beneficiaries  in  this  indenture  pro¬ 
vided  for  shall  be  made  out  of  net  income  then  in  the  hands  of  the  Trustee  and 
applicable  to  such  purpose  quarterly,  within  ten  (10)'  days  from  the  first  days 
of  January,  April,  July  and  October  of  each  year. 

The  Trustee  shall  be  entitled,  before  making  any  such  payment  or  distribu¬ 
tion,  to  deduct  from  the  amount  of  the  income  in  its  hands  the  amount  then 
accrued  and  clue  for  its  compensation  and  the  reasonable  expense  incurred  by  it 
in  and  about  the  administration  of  the  trust,  including  the  compensation  of 
counsel,  the  expenses  of  selling  or  purchasing  securities  hereunder,  or  invest¬ 
ment  or  reinvestment,  any  liability,  loss  or  expense  to  which  it  may  have  been 
subjected  as  aforesaid,  and  the  amount  of  any  taxes,  assessments  or  other 
governmental  charges  which  it  may  have  been  required  to  pay  in  the  premises. 

The  Trustee  shall  not  in  any  event  be  liable  to  any  party  in  interest  or  to  any 
person  whatsoever  save  only  for  its  own  wilful  default. 

The  said  Trustee  may  resign  at  any  time  by  giving  notice  in  writing  of  such 
resignation  to  said  first  party  while  she  shall  live,  and  after  her  death  by  giving 
notice  in  writing  of  such  resignation  to  either  one  of  the  beneficiaries  hereinbc 
fore  named. 

In  case  of  the  resignation  of  any  trustee  acting  hereunder,  or  of  its  disability 
or  incapacity  to  further  act  as  trustee,  the  said  party  of  the  first  part,  if  living, 
shall  have  power  to  appoint  a  successor  in  trust  by  an  instrument  in  writing 
delivered  to  such  Trustee,  and  after  the  death  of  said  first  party  the  three  benefi¬ 
ciaries  hereinbefore  named,  or  the  survivors  or  survivor  of  them,  shall  have 
power  to  appoint  a  successor  in  trust  by  an  instrument  in  writing  duly  signed 
and  delivered  to  said  Trustee,  and  upon  the  appointment  of  such  successor  in 
trust  the  said  Trustee  shall  convey,  assign,  transfer  and  deliver  to  such  successor 
in  trust  all  of  the  trust  estate  then  in  its  hands,  and  thereupon  and  thereafter 
such  successor  in  trust  shall  have  all  the  rights,  powers,  duties,  and  authority 
which  were  granted  to  or  imposed  upon  said  original  Trustee  under  the  provisions 
of  this  indenture. 

Any  of  the  provisions  of  this  trust  deed  may  be  altered,  changed  or  modified 
in  any  respect  and  to  any  extent  at  any  time  after  the  death  of  said  first  party 
by  an  instrument  in  writing,  signed  by  a  majority  in  interest  of  the  beneficiaries 
of  lawful  age  then  entitled  to  participate  in  the  income  of  said  trust  estate,  and 
delivered  to  the  Trustee ;  and  after  the  date  of  any  such  modification  or  altera¬ 
tion  this  indenture  as  so  modified  or  altered  shall  be  in  force  and  govern  the 
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rights  and  powers  of  all  parties  concerned,  the  same  in  all  respects  as  though 
said  indenture  had  originally  been  executed  in  such  modified  or  altered  form. 

The  said  grantor,  Nettie  F.  McCormick,  and  the  beneficiaries  hereunder,  or 
any  or  either  of  them  may  act  through  an  attorney  in  fact  in  signing  any  and  all 
instruments  delivered  to  the  Trustee  under  this  indenture,  with  like  effect  as 
though  signed  in  person,  and  any  or  either  of  said  beneficiaries  may  act  as  such 
attorney  in  fact  when  authorized  so  to  do. 

The  trust  provisions  and  limitations  of  this  indenture  shall  be  construed 
according  to  the  laws  of  the  State  of  Illinois, 

In  Witness  Whereof  the  parties  hereto  have  executed  this  instrument  under 
seal  and  delivered  the  same  at  the  City  of  Chicago,  the  day  and  year  first  above 
written. 

(Signed)  Nettie  F.  McCormick  [seat.] 
United  States  Trust  Company  of  New  York. 

By:  (Signed)  Edward  W.  Sheldon,  President. 

Attest : 

(Signed)  W.  J.  Worcester, 

Secretary. 

At  the  time  this  instrument  was  executed,  Mrs.  McCormick  was  in 
the  same  state-  of  health  that  she  had  been  for  years. 

At  the  time  of  Mrs.  McCormick’s  death  the  property  held  by  the 
Trustee  consisted  of  57,638  shares  of  common  stock  and  25,784  shares 
of  preferred  stock  of  the  International  Harvester  Co.,  a  New  Jer¬ 
sey  corporation,  and  accrued  income  amounting  to  $148,448.07, 
all  of  which  the  respondent  included  in  gross  estate  at  a  value  of 
$7,399,306.32. 

After  the  trust  was  created,  Mrs.  McCormick  still  had  about  one- 
half  of  her  estate  left.  Her  income,  after  the  trust  was  made,  was 
never  less  than  $400,000  in  any  year.  She  never  told  the  trust  com¬ 
pany  how  to  vote  the  stock  nor  directed  the  company  as  to  her  invest¬ 
ments.  She  never  received  any  profit  or  benefit  from  the  trust.  Her 
orders  for  the  contributions  to  charities  were  made  to  the  trust  com¬ 
pany  through  her  managing  agent.  Some  of  the  contributions  were  to 
foreign  charities,  but  most  of  them  were  to  domestic  charitable  organ¬ 
izations.  Only  a  few  contributions  were  made  to  individuals. 

Mrs.  McCormick  became  interested  in  the  Stanley  McCormick 
school  at  Burnsville,  N.  C.,  in  1898.  This  was  a  little  mission  school 
under  the  Board  of  Home  Missions  of  the  Presbyterian  Church. 
Some  individuals  at  that  place  gave  the  land  upon  which  the  school 
was  situated  and  the  bricks  for  its  construction.  Mrs.  McCormick 
gave  money  for  its  construction  and  running  expenses.  Between 
January  1,  1911,  and  September  22,  1917,  she  contributed  $74,461  to 
the  school.  The  school  had  a  deficit  each  year  and  was  not  of  such 
a  character  as  to  produce  a  profit.  It  was  suitable  only  as  a  school 
for  mountain  children. 

There  were  two  mortgages  on  the  property.  One  was  given  in 
1903  by  the  Home  Missions  Committee  of  the  Presbytery  of  French 
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Board  to  the  Presbytery  Board  for  Aid  to  Colleges  and  Academies 
in  the  amount  of  $12,105. 

The  other  mortgage  was  given  on  August  3,  1899,  by  the  trustees 
of  the  Stanley  McCormick  School  to  the  College  Board  in  the  amount 
of  $600.  In  1914  the  Board  of  Missions  claimed  that  their  interest 
in  the  mortgage  was  $3,600.  This  was  due  to  the  fact  that  other 
contributions  which  they  made  were  added  into  the  mortgage. 
These  mortgages  still  encumbered  the  property  at  the  time  of  Mrs. 
McCormick’s  death. 

In  1911  a  change  in  management  of  the  school  was  made  and  Mr. 
Chesebro,  who  was  principal  at  that  time,  attempted  to  straighten 
out  the  title  to  the  property  because  Mrs.  McCormick  and  others 
desired  the  title  to  be  clear  before  other  contributions  were  made. 
The  property  was  deeded  to  Mrs.  McCormick  in  1915,  subject  to  the 
two  mortgages.  The  school  was  not  opened  in  the  fall  of  1917  be¬ 
cause  the  people  in  the  locality  were  dissatisfied  with  Mr.  Chesebro 
as  head  of  the  school.  However,  in  the  fall  of  1920,  the  Board  of 
Aid  for  Colleges  of  the  Presbyterian  Church  felt  that  the  school 
should  be  reopened,  so  Mrs.  McCormick  had  Leroy  F.  Jackson  in¬ 
spect  the  property  with  a  view  to  reopening  the  school.  Mrs.  McCor¬ 
mick  promised  to  furnish  $10,000  to  put  the  school  in  shape  and  also 
$7,500  toward  the  running  expenses  of  the  school  for  the  school  year 
1921  and  1922.  That  was  on  the  condition  that  the  entire  charge  of 
the  school  was  to  be  taken  over  by  the  Presbyterian  Board  for  the 
Aid  of  Colleges.  They  were  to  take  all  responsibility  and  she  was 
simply  to  be  a  contributor  to  the  running  expenses  as  she  saw  fit. 
At  this  time  Mrs.  McCormick  gave  the  Board  of  Aid  for  Colleges  a 
lease  on  the  property  for  5  years  at  $1  per  year.  She  received  this 
consideration  from  the  Board.  Mrs.  McCormick  gave  $7,500  in  1922 
and  1923,  and  after  her  death  the  payments  she  had  promised  were 
made  by  her  children,  Mrs.  Anita  M.  Blaine,  Cyrus  H.  McCormick, 
and  Harold  F.  McCormick,  all  of  whom  afterwards  contributed  to 
the  running  expenses  of  the  school.  They  transferred  the  school 
property  by  deed  to  the  Board  of  National  Missions  of  the  Presby¬ 
terian  Church  without  reservation.  No  consideration  was  received 
for  the  property.  The  deed  to  the  property  was  delivered  in  Au¬ 
gust,  1927.  ■ 

On  or  about  May  20.  1920.  Mrs.  McCormick  sent  the  following 
telegram  to  Rev.  C.  O.  Gray.  President.  Tusculum  College,  Greene- 

O  1  7  “ 

ville,  Tenn. : 

I  will  be  one  of  three  to  give  $6,000  each  toward  a  Science  Building.  An¬ 
nounce  gift  as  from  a  friend  of  Tusculum.  Rrgret  journey  prevents  my  being 
with  you. 


(Signed) 


N.  F.  McCormick. 
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On  June  23,  1925,  the  following  letter  was  sent  by  C.  O.  Gray  to 
R.  R.  Roberts,  assistant  to  Judson  Stone,  who  was  Mrs.  McCormick’s 

managing  agent. 

It  is  very  gratifying  indeed  to  receive  your  letter  enclosing  the  check  for 
$6,000  in  payment  of  Mrs.  McCormick’s  pledge  toward  our  science  hall.  I  cer¬ 
tainly  appreciate  this  very  much  and  am  so  glad  that  we  have  been  able  to 
comply  with  the  conditions  of  the  promise  as  promptly  as  we  have. 

It  has  been  rather  hard  to  secure  money  this  year  to  meet  our  current  expense 
budget,  and  that  in  addition  to  the  $12,000.00  for  the  science  hall,  has  kept  me  on 
the  alert,  but  it  is  all  over  now  and  I  am  very  glad. 

Again  I  want  to  thank  you  with  all  sincerity  for  the  prompt  remittance  of 

this  pledge. 

The  office  of  Mrs.  McCormick’s  managing  agent  was  informed  in 
June,  1925,  that  the  conditions  of  the  contribution  had  been  complied 
with  and  the  executors  paid  the  amount  of  the  pledge,  $6,000. 

The  petitioner  submitted  in  evidence  a  statement  showing  that 
miscellaneous  administration  expenses  incurred  by  the  executors  of 
the  estate  of  Nettie  Fowler  McCormick  were  in  the  amount  of 
$109,227.39.  This  same  statement  shows  personal  property  taxes  paid 
in  Lake  County  and  Cook  County  in  the  amount  of  $125,280.17.  It 
shows  unpaid  personal  property  taxes  in  Lake  and  Cook  Counties  in 
the  amount  of  $21,197.62.  It  also  shows  an  estimated  administrative 
expense  for  one  more  year  of  $23,845.22. 

The  estate  will  be  open  until  1929,  at  least.  No  accounting  has 

been  rendered  to  the  court. 

The  executors  have  paid  the  firm  of  Tenney,  Harding,  Sherman  & 
Rodgers  the  amount  of  $125,000  for  legal  services  in  connection  with 
the  estate,  and  there  is  to  be  paid  a  further  amount  of  $25,000  to  this 
firm.  The  executors  also  paid  the  amount  of  $2,500  to  a  firm  of  New 
Jersey  lawyers  for  legal  services  in  that  State  in  connection  with  the 
estate.  The  respondent  allowed  a  deduction  of  $75,000  on  account  of 
attorneys’  fees  and  $37,386.53  on  account  of  miscellaneous  admin¬ 
istration  expenses. 

The  transfer  of  assets  to  the  United  States  Trust  Co.  on  July  27, 
1918,  by  the  decedent  was  not  made  in  contemplation  of  death  or 
intended  to  take  effect  in  possession  or  enjoyment  at  or  after  death. 

OPINION. 

Siefkin  :  Before  proceeding  to  a  discussion  of  the  principal  issue 
involved  in  this  proceeding  there  are  three  minor  questions  to  be 
settled.  One  of  those  questions,  the  amount  of  the  deduction  for 
executors’  commissions,  attorneys’  fees  and  miscellaneous  administra¬ 
tion  expenses,  has  been  conceded  in  the  respondent’s  brief  to  the  ex¬ 
tent  of  $323,186.08  in  addition  to  tlx1  amounts  which  lie  allowed  in 
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determining  the  deficiency.  The  details  of  such  amounts  are  as 
follows : 

Executors  commissions _ $150,000.00 

Attorneys’  fees  ($152,500,  less  $75,000  allowed  in  the  60-day 

notice) -  77,500.00 

Miscellaneous  administration  expenses  ($109,227.39,  pages  1  to  3 
of  Exhibit  29  attached  to  depositions,  plus  $23,845.22,  estimated 
amount  of  additional  administration  expenses  as  itemized  at 
bottom  of  page  4  of  Exhibit  29  attached  to  the  depositions, 


less  $37,386.53  allowed  in  the  60-day  notice) _ I _  95,686.08 

Total - -  323, 186. 08 


The  petitioners  contend  that  the  additional  amount  should  be 
$329,186.08,  but  this  increase  includes  an  item  of  $6,000  on  account 
of  a  pledge  in  that  amount  to  Tusculum  College  which  will  be  con¬ 
sidered  later.  In  the  computation  of  the  deficiency,  therefore,  the 
said  deduction  should  be  increased  by  $323,186.08. 

A  pledge  of  $6,000  was  made  to  Tusculum  College  by  Mrs.  Mc¬ 
Cormick  by  a  telegram  m  which  she  stated  that  she  would  be  one 
of  three  to  give  $6,000  each  towards  a  science  building.  At  the 
time  of  her  death  the  other  two  gifts  had  not  been  obtained.  They 
were  obtained  some  time  after  her  death  and  the  executors  paid 
the  pledge  from  the  funds  of  the  estate  and  ask  that  a  deduction  be 
allowed  for  the  amount  as  a  debt  of  the  decedent.  We  do  not  be¬ 
lieve  it  can  be  so  considered.  The  general  rule  undoubtedly  is  that 
a  subscription  or  pledge  lapses  upon  the  death  of  the  subscriber  if 
that  event  occurs  before  there  is  an  acceptance  and  before  a  consid¬ 
eration  is  furnished.  See  Beach  v.  Faivbv/rg  First  M.  E.  Church . 
96  Ill.  ITT.  As  to  this  pledge,  the  consideration  was  that  like  pledges 
should  be  obtained  from  two  others,  not  merely  that  an  effort  be 
made  to  obtain  such  pledges.  We  conclude  that  the  amount  was  not 
a  debt  of  the  decedent. 

1  he  third  issue  relates  to  the  inclusion  in  the  gross  estate  of  the 
decedent  the  property  known  as  the  Stanley-McCormick  School. 
1  he  facts  as  to  the  acquisition  of  the  title  are  set  out  in  our  findings. 
A  hile  it  is  clear  that  Mrs.  McCormick  had  no  intention  of  profiting 
at  the  expense  of  the  school,  but  on  the  contrary  took  title  in  order 
to  make  certain  that  her  contributions  to  it  would  do  the  most  good, 
we  are  unable  to  hold  that  the  property  was  conveyed  to  or  received 
by  her  in  trust.  We,  therefore,  hold  that  the  value  of  such  property 
should  be  included  in  the  decedent’s  gross  estate.  Although  we  have 
some  doubts  as  to  the  value  being  $44,000,  the  amount  fixed  bv  the 
respondent,  we  must  affirm  li is  determination  in  that  regard  because 
the  evidence  which  creates  those  doubts  is  not  sufficient  to  permit  us 
to  say  either  that  the  property  had  no  value  or  what  the  value  was. 
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The  principal  issue  in  this  proceeding,  both  as  to  the  amount 
nvolved  and  the  difficulty  of  solution,  is  a  question  as  to  the  inclusion 
in  the  gross  estate  of  Nettie  Fowler  McCormick  of  an  amount  of 
$7,399,306.32,  being  the  value  of  certain  property  as  determined  by 
the  respondent  involved  in  the  trust  created  by  her  July  27,  1918. 

Section  402  (c)  of  the  Kevenue  Act  of  1921  provides: 

Sec.  402.  That  the  value  of  the  gross  estate  of  the  decedent  shall  be  deter¬ 
mined  by  including  the  value  at  the  time  of  his  death  of  all  property,  real  or 

personal,  tangible  or  intangible,  wherever  situated — 

^  *****  * 

(c)  To  the  extent  of  any  interest  therein  of  which  the  decedent  has  at  any 
time  made  a  transfer,  or  with  respect  to  which  he  has  at  any  time  created 
a  trust,  in  contemplation  of  or  intended  to  take  effect  in  possession  or  enjoyment 
at  or  after  his  death  (whether  such  transfer  or  trust  is  made  or  created  before 
or  after  the  passage  of  this  Act),  except  in  case  of  a  bona  fide  sale  for  a  fail 
consideration  in  money  or  money’s  worth.  Any  transfer  of  a  material  part 
of  his  property  in  the  nature  of  a  final  disposition  or  distribution  thereof,  made 
by  the  decedent  within  two  years  prior  to  his  death  without  such  a  considera¬ 
tion,  shall,  unless  shown  to  the  contrary,  be  deemed  to  have  been  made  in  con¬ 
templation  of  death  within  the  meaning  of  this  title. 

The  trust  was  created  July  27,  1918.  The  decedent  died  July  5, 
1923.  The  respondent  assigned  no  reason  for  including  the  property 
in  the  gross  estate  of  the  decedent  other  than  that  his  action  was  u  in 
accordance  with  the  law  and  regulations/’  In  this  hearing  he  con¬ 
tends  that  the  transfer  into  the  trust  was  either  intended  to  take  effect 
in  possession  or  enjoyment  at  or  after  death  or  was  in  contemplation 
of  death. 

We  are  satisfied  that  the  transfer  was  not  in  contemplation  of  death 
as  that  phrase  has  been  interpreted  by  the  courts  and  by  this  Board. 
All  of  the  evidence  points  to  the  conclusion  that  the  expectancy  of 
death  in  the  near  future  (and  not  merely  in  the  usual  course  of 
events)  was  not  present  and  was  not  the  moving  cause  of  the  convey¬ 
ance  to  the  trustees.  See  Schwab  v.  Doyle ,  269  Fed.  321;  Gaither  v. 
Miles ,  268  Fed.  692;  Meyer  v.  United  States ,  60  Ct.  Cls.  474,  483; 
Estate  of  Lozier ,  7  B.  T.  A.  1050;  Estate  of  John  B.  Phillips ,  7 
B.  T.  A.  1054,  and  many  other  cases  to  the  same  effect. 

We  are,  therefore,  brought  to  a  consideration  of  the  question  as 
to  whether  the  transfer  was  “  intended  to  take  effect  in  possession 
or  enjoyment  at  or  after  *  *  *  death  (whether  such  trans¬ 

fer  or  trust  is  made  or  created  before  or  after  the  passage  of  this 
Act).” 

We  are  met  at  the  threshold  of  the  inquiry  with  the  decision 
of  the  Supreme  Court  of  the  United  States  in  Nichols  v.  Coolidge , 
—  U.  S.  — ;  47  Sup.  Ct.  710.  The  concluding  paragraph  of  the 
decision  is  as  follows: 

This  court  has  recognized  that  a  statute  purporting  to  tax  may  be  so 
arbitrary  and  capricious  as  to  amount  to  confiscation  and  offend  the  Fifth 
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Amendment.  Brushaber  v.  Union  Pacific  R.  R.  240  U.  S.  1  24 ;  Barclay 
Co.  v.  Edwards ,  267  U.  S.  442,  450.  See  also  Knowlton  v.  Moore,  178  U.  S. 
41,  77.  And  we  must  conclude  that  Section  402  (c)  of  the  statute  here 
under  consideration,  in  so  far  as  it  requires  that  there  shall  be  included 
in  the  gross  estate  the  value  of  property  transferred  by  a  decedent  prior 
to  its  passage  merely  because  the  conveyance  was  intended  to  take  effect 
in  possession  or  enjoyment  at  or  after  his  death,  is  arbitrary,  capricious  and 
amounts  to  confiscation.  Whether  or  how  far  the  challenged  provision  is 
valid  in  respect  of  transfers  made  subsequent  to  the  enactment,  we  need  not 
now  consider. 


Since  the  decision  of  the  Supreme  Court  we  have  held  in  sev¬ 
eral  cases  that  gifts  or  transfers  made  prior  to  the  Act  under  which 
the  decedent  died  could  not  be  included  in  the  gross  estate.  See 
Edward  II.  Alsop ,  Executor ,  7  B.  T.  A.  848;  James  Duggan ,  8 
B.  T.  A.  482;  David  W.  Crews ,  8  B.  T.  A.  949;  Northern  Trust 
Co.,  Executor ,  9  B.  T.  A.  96.  See  also  Estate  of  Harris ,  5  B.  T.  A. 
41,  and  the  recent  decision  of  Judge  Lowell  in  Wilmington  Trust 
Co.  v.  United  States  (Dist.  Ct.  Mass.,  Sept.  6,  1928).  The  Circuit 
Court  of  Appeals  for  the  Fifth  Circuit  has  recently  held  to  the  same 
effect  in  Reinecke  v.  Northern  Trust  Co.,  decided  December  12,  1927. 
The  case  is  now  pending  before  the  Supreme  Court  of  the  United 
States,  a  writ  of  certiorari  having  been  granted  on  April  23,  1928. 

Except  for  an  ingenious  argument  of  the  respondent  we  might 
well  hold  with  our  prior  decisions  which  we  deem  in  accord  with 
Nichols  v.  Coolidge,  supra ,  and  hold  that  a  trust  created  in  1918  is 
not  included  in  the  gross  estate  of  a  decedent  dying  under  the  Act  of 
1921.  The  respondent’s  argument,  however,  compels  us  to  consider 
whether  or  not  the  retroactive  feature  condemned  by  the  Supreme 
Court  is  present.  The  argument  is  based  upon  the  decision  of  the 
Supreme  Court  of  Illinois  in  People  v.  McCormick,  327  Ill.  547 ;  158 
N.  E.  861,  construing  this  trust  instrument.  The  holding  of  the 
Supreme  Court  of  Illinois,  briefly  stated,  is  that  the  beneficiaries  of 
the  trust  created  by  Mrs.  McCormick  on  July  27,  1918,  did  not  vest 
in  her  children  at  that  time.  It  is  argued  that  because  the  property 
did  not  vest  in  the  children  at  the  death  of  Mrs.  McCormick  that  the 
transfer  must  necessarily  have  been  as  of  the  date  of  her  death  and 
that,  therefore,  the  application  of  the  act  can  not  be  said  to  be 
retroactive.  There  is  a  fatal  flaw  in  this  argument  in  that  the 
Supreme  Court  of  Illinois  did  not  decide  that  Mrs.  McCormick  did 
not  divest  herself  of  all  interest  in  the  property  but  merely  decided 
that  the  property  did  not  vest  in  her  children  until  after  her  death. 
The  latter  holding  is  of  no  assistance  in  determining  the  question 
which  we  have  before  us.  The  Supreme  Court  of  Illinois  was  con¬ 
sidering  the  question  from  the  standpoint  of  the  Illinois  inheritance 
tax,  which  differs  from  the  Federal  tax  in  that  it  is  a  tax  upon  the 
right  to  receive,  whereas  the  Federal  estate  tax  is  upon  the  right  to 
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ransmit.  We  still  have  the  question  “  did  Mrs.  McCormick,  by  the 
nstrument  of  July  27,  1918,  part  with  (he  possession  and  enjoyment 
)f  the  property  included  in  the  trust.”  The  arguments  that  she  did 
iot  are  based  upon  the  following  provisions  of  the  trust  instrument: 

1.  The  provision  by  which  she  reserved  the  right  to  direct  the 
nvestments.  Article  4  (2). 

2.  The  provision  by  which  she  reserved  the  right  to  request  the 
ssuance  of  proxies  on  the  stock.  Article  4  (3). 

3.  The  provision  for  the  accumulation  of  income  and  the  reserva- 
ion  of  the  right  to  direct  the  payments  of  income  to  designated 
harities.  Article  2  (2). 

4.  The  provision  by  which  she  reserved  the  right  to  be  paid  a  por¬ 
tion  of  the  income  of  the  trust  in  case  her  income  should  fall  below 
£250, 000  in  any  year.  Article  2  (1). 

5.  The  provision  that  should  the  decedent  survive  the  benefici- 


iries,  the  trust  would  terminate  and  she  would  take  the  trust  prop¬ 
erty.  Article  3. 

Provisions  similar  to  the  first,  second  and  third  provisions  above 
were  considered  by  the  Circuit  Court  of  Appeals,  4  if  th  Circuit,  in 
Reinecke  v.  Northern  Trust  Co .,  supra.  The  court  there  said: 


We  are  of  opinion  that  the  reservations  in  the  1919  trusts,  as  above  herein 
enumerated,  must  be*  held  to  he  reasonable  and  prudent  provisions  which  in 
tio  way  affect  or  defeat  the  real  purposes  of  the  trusts.  The  settlor  by  those 
reservations  took  nothing  for  himself,  but  each  reservation  is  a  pledge  on  his 
part  or  advice  and  assistance  to  the  trustee  for  the  benefit  of  the  beneficiaries. 

See  also  Shukert  v.  Allen ,  —  U.  S.  — ,  decided  March  21,  1927. 

Before  considering  the  fourth  and  fifth  provisions  noted  above, 
it  should  be  noted  that  Mrs.  McCormick’s  income  never  did  fall 
below  $400,000  a  year  and,  in  fact,  she  did  not  survive  the  benefi¬ 
ciaries.  In  considering  the  question,  the  purpose  of  the  Federal 
estate  tax  must  be  kept  in  mind.  In  Knowlton  v.  Moore ,  178  U.  S. 
11,  the  Supreme  Court  said  : 


Although  different  modes  of  assessing  such  duties  prevail,  and  although  they 
have  different  accidental  names,  such  as  probate  duties,  stamp  duties,  taxes 
on  the  transmission,  or  the  act  of  passing  of  an  estate  or  a  succession,  legacy 
taxes,  estate  taxes  or  privilege  taxes,  nevertheless  tax  laws  of  this  nature  in 
all  countries  rest  in  their  essence  upon  the  principle  that  death  is  the  generat¬ 
ing  source  from  which  the  particular  taxing  power  takes  its  being  and  that 
it  is  the  power  to  transmit,  or  the  transmission  from  the  dead  to  the  living,  on 
which  such  taxes  are  more  immediately  rested. 


We  are  satisfied  that  the  provisions  of  section  402  (c)  of  the 
Revenue  Act  of  1921  are  to  be  tested,  at  least  in  part,  by  asking 
whether  the  transfers  involved  are  testamentary  in  character.  If 
it  is  found  that  they  are  not,  close  scrutiny  must  be  given  to  such 
transfers  to  determine  whether  they  bear  any  reasonable  relation  to 
or  afford  any  reasonable  measure  of  the  privilege  being  taxed  by  the 
Federal  government.  In  Schtesinger  v.  State  of  Wisconsin ,  270  U.  S. 
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230,  the  Supreme  Court  said,  in  holding  the  Wisconsin  tax  uncon¬ 
stitutional  : 

Gifts  inter  vivos  within  six  years  of  death  but  in  fact  made  without  con¬ 
templation  thereof  are  first  conclusively  presumed  to  be  so  made  without  regard 
to  actualities,  while  like  gifts  at  other  times  are  not  thus  treated.  There  is 
no  adequate  basis  for  this  distinction.  Secondly,  they  are  subjected  to  grad¬ 
uated  taxes  which  could  not  be  properly  laid  upon  all  gifts  or  indeed  upon 
any  gift  without  testamentary  character. 

When  this  test  is  applied  to  the  facts  in  this  proceeding,  we  come 
to  the  conclusion  that  the  transfer  of  July  27,  1918,  five  year's  before 
the  death  of  Mrs.  McCormick  was  not  testamentary  in  character  and 
bore  no  relation  to  the  privilege  taxed,  and  that  the  property  in¬ 
cluded  in  the  trust  was  not  part  of  her  estate  for  purposes  of  the 
Federal  estate  tax.  We  come  to  this  conclusion  by  looking  at  the 
purpose  of  Congress,  as  we  conceive  it,  to  include  as  a  measure  of 
the  estate  tax,  in  addition  to  those  assets  which  are  held  at  death, 
only  such  assets  disposed  of  prior  to  death  as  bore  a  reasonable 
relation  to  the  privilege  taxed.  We  are  confirmed  in  this  conclusion 
when  we  consider  that  Mrs.  McCormick  completely  divested  herself 
of  legal  title  and  beneficial  ownership  five  years  prior  to  her  death, 
subject  only  to  certain  restrictions  and  contingencies  which,  in  fact, 
never  operated. 

The  transfer  of  assets  to  the  United  States  Trust  Co.  on  July  27, 
1918,  by  the  decedent  was  not  made  in  contemplation  of  death  or 
intended  to  take  effect  in  possession  or  enjoyment  at  or  after  death. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 

Marquette  and  Arundell  dissent  on  the  fourth  point. 


J.  F.  Roberts,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  12248.  Promulgated  September  20,  1928. 

Under  the  facts  of  this  case,  held,  that  petitioner  was  not  an 
“officer  or  employee”  of  the  State  of  Georgia  or  political  subdi¬ 
vision  thereof,  and  that  the  compensation  received  by  him,  under 
certain  contracts  for  the  collection  of  delinquent  taxes  is  not 

* 

exempt  from  taxation  under  section  1211  of  the  Revenue  Act  of 
1921. 

D.  J.  Gantt ,  Esq .,  and  Levi  O' Steen,  Esq.,  for  the  petitioner. 

J.  E.  Marshall,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  taxes  for  the  calendar  years  1920  and  1921  in  the  amounts  of 
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161-19  and  $10,372.26,  respectively.  The  sole  issue  raised  by  the 
leadings  is  whether  certain  income  received  by  the  petitioner  in 
aid  years  was  received  by  him  as  compensation  for  personal  services 
s  an  officer  or  employee  of  the  State  of  Georgia  or  political  subdi¬ 
vision  thereof,  and  therefore  exempt  from  taxation  under  the  provi- 
ions  of  section  1211  of  the  Revenue  Act  of  1926. 


FINDINGS  OF  FACT. 


The  petitioner  is  an  individual  residing  in  the  City  of  Atlanta, 
la.  During  the  years  1920  and  1921,  he  was  appointed  and  employed 
>y  the  State  Tax  Commissioner  of  Georgia  as  a  special  tax  agent  or 
nvestigator  for  said  State,  pursuant  to  provisions  of  section  17  of 
he  General  Tax  Act  of  the  State  of  Georgia,  approved  August  18, 
919,  his  employment  and  appointment  having  been  made  upon  rec- 
unmendation  of  the  Governor,  as  required  by  said  law,  and  evidenced 
»y  written  contracts  executed  by  said  State  Tax  Commissioner  and 
he  petitioner  as  follows: 


Whereas,  the  Legislature  of  the  State  of  Georgia,  by  Act  approved  August 
9,  1919,  authorized  the  State  Tax  Commissioner,  under  certain  specified  con- 
litions,  to  employ  competent  men  to  investigate  tax  matters  in  the  several 
•ounties  of  the  State  with  a  view  to  assisting  the  local  authorities  in  securing 
>roper  returns  for  ad  valorem  taxes. 

And  Whereas,  the  Governor  has  recommended  the  employment  of  the 
mdersigned,  J.  F.  Roberts,  as  a  suitable  person  to  conduct  investigations  of 
his  character. 

Therefore,  he  is  hereby  authorized  to  represent  the  State  in  making  in- 
restigations  in  such  counties  as  may  through  their  constituted  authorities 
employ  his  services  for  the  benefit  of  said  county  for  the  purpose  of  securing 
he  return  of  property  which  has  been  omitted  from  the  returns  heretofore, 
ind  procuring  the  proper  return  of  the  same  for  ad  valorem  taxes. 

For  this  service  to  the  State  he  shall  receive  a  commission  on  the  taxes 

iccruing  to  the  State  of  the  same  percentage  as  he  may  be  paid  by  the  county 
mthorities  on  the  amount  which  accrues  to  the  county  as  a  result  of  his 
nvestigations  and  efforts. 

This  contract  of  employment  being  personal  on  account  of  the  confidence 
mposed  in  the  said  J.  F.  Roberts  and  his  special  fitness  for  this  line  of  work, 
s  not  transferable,  and  it  is  understood  that  the  work  is  to  be  carried  on  by 
dm  in  person. 

The  said  J.  F.  Roberts  will  make  report  once  a  month  to  the  office  of  the 

State  Tax  Commissioner,  showing  the  .-irnount  of  property  which  has  been 

placed  on  the  Digest  of  the  counties  in  which  he  may  be  employed,  the 
amount  of  commissions  claimed  by  him  against  the  counties  so  employing  him, 
ind  the  amount  of  commission  which  he  claims  on  the  State’s  part  of  the  tax. 

It  is  understood  that  this  contract  may  be  terminated  at  any  time  by  either 
said  J.  F.  Roberts  or  the  State  Tax  Commissioner,  upon  giving  the  other 
•arty  five  days  written  notice. 

Executed  in  triplicate  this  29  day  of  Mch.  1920. 
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Amendment  to  contract  between  II.  ,T.  Fullbright,  State  Tax  Commissioner 
and  J.  F.  Roberts,  Special  Tax  Investigator,  of  March  29,  1920. 

It  is  hereby  mutually  agreed  that  Paragraph  5  of  the  above-recited  contract 
be  amended  by  adding  to  the  end  thereof  the  following  proviso: 

He  may  however  employ  such  clerical  assistance  as  may  be  necessary  t< 
enable  him  to  carry  out  his  work  under  this  contract. 

This  the  20th  day  of  May,  1920. 


The  attached  contract  between  II.  .T.  Fullbright,  State  Tax  Commissioner 
and  ,T.  F.  Roberts,  Special  Tax  Investigator,  is  further  amended  by  extending 
the  authority  of  the  same  so  as  to  authorize  the  said  Roberts  to  investigate 
estates  subject  to  the  payment  of  inheritance  taxes,  and  make  collection  of  such 
taxes  on  any  and  all  estates  liable  for  the  same  in  the  counties  having  juris¬ 
diction  of  such  estates  in  which  he  has  contracts  with  the  county  authorities 
to  make  examinations  and  investigations  as  to  property  subject  to  the  ad 
valorem  tax  which  has  been  unreturned.  This  will  apply  only  to  estates  where 
more  than  12  months  have  elapsed  since  the  death  of  the  decedent  and  no 
proceedings  have  been  instituted  to  have  such  inheritance  tax  determined  and 
paid. 

This  contract  is  further  extended  to  authorize  said  Roberts  to  audit  books 
of  the  Tax  Collectors  and  County  Commissioners  in  those  counties  having 
Boards  of  County  Commissioners,  and  of  the  Ordinaries  in  the  Counties  where 
the  Ordinary  has  charge  of  the  fiscal  affairs  of  the  county,  in  order  to  determine 
whether  said  counties  and  said  officers  have  correctly  accounted  for  all  funds 
of  the  State  which  have  come  into  their  hands.  His  compensation  for  collec¬ 
tion  made  under  this  amendment  shall  he  15%  of  collections. 

It  is  further  understood  and  agreed  that  said  Roberts  shall  give  such  Bond 
with  such  security  as  the  Governor  may  approve,  conditioned  for  his  faithful 
accounting  to  the  State  for  any  all  moneys  collected  by  him  under  the  terms 
either  of  the  original  contract  or  the  amendment  thereto. 

This  July  21,  1920. 


On  motion  adopted  by  the  Board  of  Commissioners  of  Camden 
County,  Georgia,  January  4,  1921,  the  petitioner  was  employed  to 
collect  delinquent  taxes  due  said  county  as  follows: 

On  motion  the  following  was  adopted: 


The  Board  hereby  employs  Mr.  J.  F.  Roberts,  State  Tax  Agent  to  collect  all 
back  taxes  found  due  the  County,  for  seven  years  hack,  but  he  is  instructed 
to  collect  only  a  single  tax  and  not  a  double  tax.  The  Board  agrees  to  give 
Mr.  Roberts  a  commission  of  33 Vi  per  cent,  out  of  all  taxes  collected  by  him, 
with  the  understanding,  however,  that  no  expense  whatsoever  attaches  to  the 
County  for  the  collection  of  said  taxes,  and  he  inform  the  Tax-receiver  of  all 
property  found  not  returned  for  taxation  by  him. 

Any  persons  having  already  paid  Mr.  Roberts  double  tax,  if  dissatisfied 
therewith,  are  authorized  to  present  their  claims  to  the  Commissioners  for  such 
action  as  they  deem  proper. 

Mr.  Roberts  is  instructed  to  deposit  all  money  collected  by  him  on  back 
taxes  due  the  county  immediately  upon  collection  in  the  County  depository, 
and  to  make  monthly  itemized  statements  to  this  Board,  of  all  such  taxes 
collected. 
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Under  date  of  November  8,  1921,  the  petitioner  entered  into  a 
written  contract  with  the  Commissioners  of  Thomas  County,  Ga.,  as 
follows : 

?tate  of  Georgia 
Bounty  of  Thomas 

By  virtue  of  resolutions  this  day  adopted  by  the  Commissioners  of  the 
Jounty  of  Thomas  appointed  Duncan  Bickley,  O.  A.  Thomas  and  Homer 
Williams,  County  Commissioners  of  said  County  for  and  in  behalf  of  the 
Jounty  of  Thomas,  to  enter  into  a  contract  with  J.  F.  Roberts  for  the  purpose 
)f  employing  the  said  Roberts  to  represent  the  County  of  Thomas  in  the  matter 
-f  ascertaining  the  names  of  all  citizens  of  said  County  who  are  delinquent 
ax  payers  and  collecting  and  furnishing  to  the  Tax  Receiver  of  said  county  the 
lames  of  such  persons  and  the  amount,  character  and  description  of  properties 
,wned,  held  and  controlled  by  them  subject  to  taxation  in  the  County  of 
Thomas,  together  with  the  location  of  such  properties  at  and  for  a  considera- 
ion  of  15%  of  all  sums  which  may  be  finally  collected  by  the  said  County  of 
Thomas  as  a  result  of  such  services  aforesaid  on  the  part  of  said  J.  F.  Roberts 
n  manner  and  form  and  subject  to  the  conditions  and  stipulations  hereinafter 
;et  forth. 

Now,  therefore,  this  contract  witnesses  that  the  said  County  of  Thomas  has 
his  day  employed  the  said  J.  F.  Roberts  for  the  purpose  hereinbefore  set  forth 
md  agrees  to  pay  to  the  said  Roberts  a  percentage  of  fifteen  cents  on  the 
lollar  on  all  sums  of  money  which  shall  be  collected  thru  the  regular  channels 
in  the  County  of  Thomas  out  of  delinquent  tax  payers  and  their  properties 
emitted  from  the  tax  registers  for  years  preceding  the  year  1921 ;  such  sums  to 
3e  paid  to  the  said  Roberts  whenever  such  delinquent  taxes  shall  have  been 
•ollected  and  paid  over  to  the  County  of  Thomas. 

The  duration  of  this  contract  shall  be  for  one  year  from  this  date  but  may  be 
:erminated  at  the  instance  of  either  party  hereto  upon  ten  days  notice. 

The  term  delinquent  tax  payers  as  used  herein  shall  not  apply  to  the  taxes 
lue  for  any  current  year  but  shall  have  reference  only  to  taxes  to  be  collected 
upon  properties  as  to  which  no  return  has  been  made  by  the  tax  payer  for  the 
years  preceding  the  year  1921.  The  said  Roberts  agrees  to  give  to  the  said 
County  of  Thomas,  his'  entire  undivided  time  and  attention  and  to  faithfully 
lischarge  all  the  duties  devolving  upon  h  m  under  this  contract,  and  to  furnish 
to  the  said  County  Commissioners  from  time  to  time  as  he  may  be  called  upon 
to  do,  any  and  all  information  pertaining  to  both  the  tax  payers  and  their 
properties,  the  amount  and  location  thereof. 

In  Witness  Whereof  the  parties  hereto  have  set  their  hands  and  affixed  their 
seals,  the  County  of  Thomas  signing  this  contract  by  and  thru  its  authorized 
Commissioners  hereinbefore  designated  and  the  said  J.  F.  Roberts  signing  in  his 
iwn  behalf.  This  November  8th,  1921. 

During  the  year  1920,  the  petitioner  had  similar  contracts  with 
tlie  Counties  of  Clark,  Madison  and  Dury,  and  during  the  year  1921, 
with  the  Counties  of  Wayne,  Thomas,  Camden  and  Hart. 

During  the  year  1920,  the  petitioner  received  the  amount  of 
$6,386.57,  and  during  the  year  1921,  the  amount  of  $54,030.18,  as 
commissions  on  delinquent  taxes  collected  by  said  State  and  counties 
as  the  result  of  his  services,  and  he  paid  all  expenses  incurred  in  con¬ 
nection  with  his  work. 
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The  petitioner  was  not  required  to  take  any  oath  of  office  under 
his  employment  by  either  the  State  or  the  counties,  and  did  not  give 
a  bond  of  any  description  to  any  of  said  counties  for  the  faithful 
performance  of  his  duties,  or  otherwise,  under  his  contracts. 

The  petitioner  executed  a  bond  in  connection  with  his  appoint¬ 
ment  and  employment  as  special  tax  agent  or  investigator  by  the 
State  Tax  Commissioner,  under  the  contracts  hereinbefore  mentioned, 
as  follows: 

Home  Office  National  Surety  Company 

115  Broadway,  New  York. 

Know  All  Men  by  These  Presents,  That  we  John  F.  Roberts  of  Greensboro 
in  the  State  of  Georgia  as  Principal,  and  National  Surety  Company,  a  corpo¬ 
ration  duly  organized  and  existing  under  and  by  virtue  of  the  laws  of  the  State 
of  New  York,  and  authorized  to  become  sole  surety  on  bonds  in  the  State  of 
Georgia  as  Surety,  are  held  and  firmly  bound  unto  Hugh  M.  Dorsey,  Governor, 
in  the  State  of  Georgia  in  the  full  and  just  sum  of  Two  Thousand  ($2000.00) 
Dollars  lawful  money  of  the  United  States,  for  the  payment  of  which  well  and 
truly  to  be  made,  we  hind  ourselves,  our  heirs,  executors,  administrators,  suc¬ 
cessors  and  assigns,  jointly  and  severally,  firmly  by  these  presents. 

Signed  and  Sealed  this  22nd  day  of  July  A.  D.  1920. 

Whereas,  the  said  John  F.  Roberts  has  been  duly  appointed  to  the  office  of 

Special  Tax  Investigator  for  a  term  of - -  years  beginning  on  the  21st  day  of 

July  1920,  and  ending  on  the -  day  of - -  191 — ,  or  until  his  successor  is 

duly  elected  or  appointed  and  qualified. 

Now,  Therefore,  tiie  Condition  of  the  Above  Obligation  is  Sucii,  that  if 
the  above  bounden  John  F.  Roberts  shall  faithfully  and  truly  perform  all  the 
duties  of  his  office  and  shall  pay  over  and  account  for  all  funds  coming  into  his 
hands  by  virtue  of  his  said  office  of  Special  Tax  Investigator  as  required  by 
law,  then  this  obligation  to  be  void ;  otherwise  to  be  and  remain  in  full  force 
and  virtue. 

In  Witness  Whereof,  the  said  Principal  has  hereunto  set  his  hand  and  seal, 
and  the  said  National  Surety  Company  has  caused  these  presents  to  be  signed 
by  its  Resident  Vice-President,  attested  by  its  Resident  Assistant  Secretary,  and 
its  corporate  seal  to  be  hereunto  affixed,  the  day  and  year  first  above  written. 

OPINION. 

Trammell:  The  petitioner  contends  that  the  income  here  in  con¬ 
troversy  is  exempt  from  tax  under  section  1211  of  the  Revenue  Act  of 
1926,  which  provides  as  follows: 

Sec.  1211.  Any  taxes  imposed  by  the  Revenue  Act  of  1924  or  prior  Revenue 
Acts  upon  any  individual  in  respect  of  amounts  received  by  him  as  compensation 
for  personal  services  as  an  officer  or  employee  of  any  State  or  political  sub¬ 
division  thereof  (except  to  the  extent  that  such  compensation  is  paid  by  the 
United  States  Government  directly  or  indirectly)  shall,  subject  to  the  statutory 
period  of  limitations  properly  applicable  thereto,  bo  abated,  credited,  or  refunded. 

The  petitioner's  contention  is  founded  upon  the  theory  that,  during 
the  years  under  review,  he  was  an  “  officer,”  either  de  jure  or  de  facto , 
or  if  not  such  officer,  he  was  an  “employee"  of  the  State  of  Georgia 
and  of  certain  political  subdivisions  thereof,  and  that  the  compen- 
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at  ion  which  gives  rise  to  the  deficiencies  asserted  for  said  years  was 
eceived  by  him  for  personal  services  rendered  as  such  officer  or 
mployee. 

The  facts  show  that  the  petitioner  was  appointed  and  employed  by 
he  State  Tax  Commissioner  as  a  special  tax  agent  or  investigator, 
pursuant  to  authority  granted  by  section  17  of  the  General  Tax  Act 
}f  the  State  of  Georgia,  approved  August  18,  1919,  which  provided 
is  follows: 

Special  Tax  Agents.  Whenever  the  State  tax  commissioner  shall  have  reason 
o  believe  that  the  taxpayers  in  any  county  are  not  registering  their  business 
;vith  the  ordinary  as  required  by  law,  or  failing  to  properly  return  their  prop- 
■rty  as  required  by  law,  or  returning  their  property  at  a  false  valuation,  he 
;hall  have  authority  upon  recommendation  of  the  Governor  to  employ  a  compe- 
ent  person  to  go  into  each  county,  vested  with  all  the  powers,  as  are  now  given 
o  county  boards  of  assessors,  to  ascertain  such  fact ;  report  on  such  investiga- 
ion  to  be  made  to  the  State  tax  commissioner.  The  compensation  of  such 
jersQii  so  employed  shall  be  a  per  centum  of  the  taxes  accruing  to  the  State 
:rom  his  efforts,  the  amount  to  be  fixed  by  the  State  tax  commissioner  and 
ipproved  by  the  Governor.  Park’s  Annotated  Code  of  Georgia,  1914,  vol.  8, 
L922  Supplement,  §  993  (gggggg). 

Under  his  contract  with  the  State  Tax  Commissioner,  dated  March 
,29,  1920,  and  which  is  set  out  in  our  findings  of  fact  above,  the  peti- 
ioner  was  authorized  to  represent  the  State  in  making  investigations 
pertaining  to  delinquent  taxes  in  such  counties  as  might  employ  his 
services  for  the  benefit  of  the  counties  in  that  capacity,  and  he  was 
o  receive  commissions  on  the  taxes  accruing  to  the  State  of  the  same 
percentage  as  paid  by  the  counties.  The  petitioner  was  required  to 
nake  a  report  to  the  State  Tax  Commissioner  once  a  month,  giving 
certain  specified  information,  and  the  contract  provided  that  it  might 
ie  terminated  at  any  time  by  either  party  giving  to  the  other  five 
lays’  written  notice. 

The  petitioner  thereafter  entered  into  contracts  with  certain  coun- 
ies  of  the  State  of  Georgia,  as  indicated  in  our  findings  of  fact,  and 
luring  the  years  1920  and  1921  received  total  commissions  on  de- 
inquent  taxes,  accruing  to  the  State  and  said  counties  through  his 
efforts,  in  the  amounts  of  $6,386.57  and  $54,030.18,  respectively. 

Under  these  facts,  was  the  petitioner,  during  said  years,  an 
"officer”  of  the  State  of  Georgia  or  political  subdivision  thereof? 

The  term  “  public  officer  ”  has  been  judicially  defined  as  “  one  who 
‘xercises,  in  an  independent  character,  a  public  function  in  the 
nterest  of  the  people  by  virtue  of  law,  which  is  only  saying  in 
mother  form  that  he  exercises  a  portion  of  the  sovereignty  of  the 
>eople  delegated  to  him  by  law.”  State  v.  Jennings ,  57  Ohio  St.  415; 
19  N.  E.  404. 
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In  Commonwealth  v.  Murphy ,  IT  Montg.  Co.  Law  Rep  rt  174, 
170,  it  is  said : 

The  thought  running  through  every  definition  of  an  “  officer  ”  is  that  he 
shall  perforin  some  service  or  owe  some  duty  to  the  government,  state  or 
municipal  corporation,  and  not  merely  to  those  who  appoint  or  elect  him. 
His  tenure  must  be  definite,  fixed  and  certain  and  not  arising  out  of  mere 
contract  of  employment. 

The  Supreme  Court  of  the  United  States,  in  considering  the  es¬ 
sential  qualifications  embraced  by  the  term  “officer,”  said: 

An  office  is  a  public  station  conferred  by  the  appointment  of  government.  The 
term  embraces  the  idea  of  tenure,  duration,  emolument  and  duties  fixed  bv 
law.  Where  an  office  is  created,  the  law  usually  fixes  its  incidents,  including 
its  term,  its  duties,  and  its  compensation.  United  States  v.  Hartwell,  6  Wall 
385,  18  L.  Ed.  830;  Hall  v.  Wisconsin,  103  U.  S.  5,  26  L.  Ed.  302.  The  term 
“  officer  ”  is  one  inseparably  connected  with  an  office ;  *  *  * 

Metcalf  <£•  Eddy  v.  Mitchell,  269  U.  S.  514. 

We  think  the  petitioner  clearly  fails  to  bring  himself  within' am 
of  the  foregoing  definitions  of  an  “officer.”  Section  17  of  the 
General  Tax  Act  of  the  State  of  Georgia,  passed  in  1919,  above 
quoted,  under  authority  of  which  the  petitioner  was  employed  and 
by  virtue  of  which  he  claims  to  have  been  an  “  officer,”  did  not 
create  a  public  office.  It  did  not  provide  for  any  definite,  fixed  am 
certain  tenure  or  duration;  no  duties  of  office  were  imposed,  and  m 
compensation  or  emolument  was  fixed.  It  merely  authorized  the 
State  Tax  Commissioner,  under  certain  circumstances,  to  employ 
upon  recommendation  of  the  Governor,  a  competent  person  to  mak* 
investigations  concerning  delinquent  taxes,  whose  compensatior 
should  be  a  per  centum  of  the  taxes  so  collected,  the  amount  thereoJ 
to  be  fixed  by  the  State  Tax  Commissioner  and  approved  by  tlx 
Governor. 

The  statute  not  having  created  a  public  office,  it  follows  that  tlx 
employment  of  the  petitioner  thereunder  did  not  make  him  ai 
“  officer  ”  either  de  jure  or  de  fcccto ,  of  the  State  of  Georgia  or  am 
political  subdivision  thereof. 

Was  the  petitioner  an  “employee”  of  the  State  of  Georgia  oi 
political  subdivision  thereof? 

In  Kinsman  v.  Hartford  Cow' ant  Co .,  94  Conn.  156;  108  A.  56*2 
the  court  said : 

One  is  an  employe  of  another  when  he  renders  service  for  him  and  what  h' 
agrees  to  do  or  is  directed  to  do  is  subject  to  the  will  of  that  other  in  the  modi 
and  manner  in  which  the  service  is  to  be  done  and  in  the  means  to  be  employe* 
in  its  accomplishment  as  well  as  in  the  result  to  be  attained. 

If  one  carries  on  work  for  another,  and  in  the  mode,  manner,  and  means  i 
independent  of  that  other's  control,  he  is  an  independent  contractor. 

In  Metcalf  cC*  Eddy  v.  Mitchell ,  supra ,  the  court  held  that  th< 
plaintiffs  were  neither  “officers”  nor  “employees”  of  a  State  o 
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political  subdivision  thereof,  and  in  considering  the  latter  status 
said : 


So  far  as  appears,  they  were  in  the  position  of  independent  contractors. 
The  record  does  not  reveal  to  what  extent,  if  at  all,  their  services  were  subject 
to  the  direction  or  control  of  the  public  boards  or  officers  engaging  them.  In 
each  instance  the  performance  of  their  contract  involved  the  use  of  judgment 
and  discretion  on  their  part  and  they  were  required  to  use  their  best  pro¬ 
fessional  skill  to  bring  about  the  desired  result.  This  permitted  to  them 
liberty  of  action  which  excludes  the  idea  of  that  control  or  right  of  control 
by  the  employer  which  characterizes  the  relation  of  employer  and  employee  and 
differentiates  the  employee  or  servant  from  the  independent  contractor. 

In  the  case  of  Frank  H.  Mesoe  v.  United  States  y  decided  by  the 
Court  of  Claims,  January  16,  1928,  the  services  of  the  plaintiff  were 
engaged  by  the  board  of  local  improvements,  an  adjunct  of  the 
municipal  government  of  the  City  of  Chicago,  as  a  building  expert 
in  connection  with  the  valuation  of  buildings  affected  by  certain 
local  improvements  in  widening  and  opening  streets.  The  court 
held  that  he  was  an  independent  contractor,  saying : 

Plaintiff  occupied  no  public  office  and  transacted  no  business  in  which  the 
public  generally  was  interested.  He  selected  his  own  office,  paid  the  rent  and 
for  its  equipment,  and  employed  at  his  own  expense  his  assistants.  *  *  * 

He  used  his  own  methods  and  instrumentalities  and  did  the  work  of  apprais¬ 
ing  values  in  his  own  way  and  as  his  judgment  dictated,  and  in  so  doing  he 
svas  free,  and  for  such  work  he  received  his  pay.  As  to  how,  with  what  assist- 
mce,  and  in  what  time  he  should  perform  it  he  was  judge  and  master.  *  *  * 

Clearly,  from  the  foregoing,  the  relation  of  master  and  servant  did  not  exist. 

What  was  said  respecting  the  plaintiff  in  the  Mesce  case  may  sub¬ 
stantially  be  said  of  the  petitioner  in  the  instant  proceeding.  The 
petitioner  was  not,  under  the  terms  of  his  contract,  subject  to  the 
will  of  the  State  Tax  Commissioner,  nor  of  the  County  authorities,  in 
fhe  mode  and  manner  in  which  his  service  was  to  be  performed,  nor 
n  the  means  to  be  employed  in  its  accomplishment.  He  was  required 
inly  to  submit  monthly  reports  to  the  State  official,  showing  results 
iccomplished,  and  to  furnish  certain  information  as  might  be  required 
py  the  county  commissioners  from  time  to  time  concerning  delinquent 
axpayers  and  their  properties.  He  paid  his  own  traveling  and  other 
expenses,  including  the  cost  of  such  clerical  assistants  as  he  may  have 
found  it  desirable  to  employ.  The  fact  that  he  was  to  do  the  work 
personally  and  the  further  fact  that  he  agreed  to  give  the  work  of 
ertain  counties  his  entire  time  and  attention  until  his  contract  with 
hat  county  was  completed,  do  not,  we  think,  under  all  the  facts  and 
circumstances,  preclude  his  being  an  independent  contractor. 

Since  we  have  found  that  the  petitioner  was  not  an  u  officer  or  em- 
iloyee  ’  of  the  State  of  Georgia  or  political  subdivision  thereof,  the 
commissions  received  by  him  under  the  contracts  referred  to,  are  not 
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exempt  from  tax  under  the  provisions  of  section  1211  of  the  Revenue 
Act  of  1926,  supra. 

Xo  issue  having  been  raised  as  to  the  correctness  of  the  amounts 
of  the  deficiencies  asserted  by  the  respondent  herein  if  the  income 
in  question  was  not  exempt  from  tax,  said  deficiencies  are  approved. 
Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent. 


Lowenstein  Brothers  Garment  Co.,  Petitioner,  u.  Commissioner 

of  Internal  Revenue,  Respondent. 

x 

Docket  Xo.  8465.  Promulgated  September  21.  1928. 

1.  Tlie  petitioner  kept  its  books  on  a  fiscal  year  basis,  but  filed  its 
returns  on  a  calendar  year  basis.  Held,  that  the  period  of  limita¬ 
tions  for  the  assessment  and  collection  of  the  tax  did  not  begin  to 
run  until  returns  had  been  filed  covering  the  taxable  periods 
involved. 

2.  Method  of  allocating  and  crediting  taxes  paid  on  a  calendar 
year  basis  to  tax  liability  on  a  fiscal  year  basis  determined. 

A.  E.  James ,  Esq.,  for  the  petitioner. 

J.  E.  Marshall ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetennination  of  deficiencies  in 
income  and  profits  taxes  for  the  fiscal  years  ended  January  31,  1919. 
and  January  31,  1920,  in  the  amounts  of  $2,731.04  and  $3,559.88. 
respectively.  By  an  amendment  to  the  original  petition  the  defi¬ 
ciency  for  the  eleven-month  period  ended  December  31,  1920,  of 
$156.12  was  eliminated  from  the  issues. 

The  issues  are:  (1)  Whether  the  assessment  of  the  asserted  defi¬ 
ciencies  is  now  barred  by  the  statute  of  limitations;  and  (2)  whether 
the  Commissioner  has  correctly  credited  amounts  heretofore  paid  on 
the  filing  of  the  original  returns  and  additional  amounts  assessed  as 
deficiencies  prior  to  the  determination  of  the  deficiencies  herein 
involved. 

Another  issue  was  raised  in  the  petition  to  the  effect  that  the 
Commissioner  erroneously  computed  net  income  for  the  fiscal  year 
ended  December  31,  1920,  by  including  in  the  computation  thereof 
an  alleged  dividend  of  $3,127.50.  On  the  latter  issue  no  evidence 
was  introduced  and  no  argument  or  contention  was  made  in  the 
brief  in  support  thereof  and  that  issue  is  considered  as  having  been 
abandoned. 

FINDINGS  OF  FACT. 


The  petitioner  is  a 
at  St.  Louis. 


Missouri  corporation  with  its  principal  office 
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The  petitioner  kept  its  accounts  and  closed  its  books  in  each  of  the 
years  ended  January  31,  1919,  and  January  31,  1920,  on  the  basis  of 
a  fiscal  year  ending  upon  those  said  dates. 

On  or  before  March  15,  1919,  the  petitioner  filed  a  tentative  return 
and  an  estimate  of  the  corporation  income  and  profits  taxes,  stating 
the  amount  of  tax  estimated  to  be  due  at  $877.21  and  reporting  the 
amount  accompanying  said  return  as  $219.30. 

On  March  15,  1919,  the  collector  of  internal  revenue  assessed 
against  the  petitioner  on  an  original  list,  collector’s  No.  400,955,  the 
amount  of  $219.30. 

Between  May  12,  1919,  and  June  5  of  that  year,  the  petitioner  made 
a  complete  and  final  return  of  income  and  profits  tax  on  a  corpora¬ 
tion  income  and  profits-tax  return  form  headed  “  For  Calendar  Year 
1918  or  Fiscal  Period  Begun  January  1,  1918,  and  ended  December 
31, 1918.”  The  dates  “  Jan.  1, 1918,”'  and  “  Dec.  31  ”  are  written  in  the 
return  with  pen  and  ink.  Following  December  31  appears  “  1918  ” 
contained  in  the  regular  form.  The  said  return  shows  tax  paid  on 
filing  of  tentative  return  of  $219.30.  and  tax  paid  on  submission  of 
the  return  of  $661.86,  a  total  tax  liability  of  $881.16.  Under  date  of 
June  5,  1919,  account  No.  400,955,  the  collector  charges  the  petitioner 
with  tax  due  of  $881.16  and  credits  $219.30  as  paid  March  15,  1919, 
and  $661.86  as  paid  June  5,  1919.  The  return  contains  no  collector’s 
stamp  identifying  the  date  of  filing  but  does  contain  a  notation  of 
the  No.  400,955,  being  the  number  appearing  on  the  assessment  list 
as  the  account  number  of  the  petitioner,  which  number  corresponds 
with  the  number  shown  on  the  tentative  and  final  returns  of  the 
petitioner. 

The  final  return  of  the  petitioner  for  the  calendar  year  1918  was 
Piled  on  or  before  June  5,  1919. 

On  4  ebruary  24,  1920,  the  petitioner  filed  a  complete  and  final 
return  on  the  form  provided  for  corporation  income  and  profits  tax 
mr  the  calendar  year  1919,  or  for  the  period  begun  January  1,  1919, 
and  ended  December  31,  1919.  The  dates  “Jan.  1,  1919,”  and  “Dec. 
31,  1919”  are  written  in  at  the  head  of  the  return  in  pen  and  ink. 
The  amount  shown  due  on  the  1919  return  is  $1,007.79,  and  this 
amount  was  assessed  on  the  March,  1920,  list  by  the  collector  under 
account  No.  400,473,  under  date  of  March  1,  1920.  The  return  bears 
cashier’s  stamp,  also  dated  March  1,  1920. 

In  addition  to  the  amounts  shown  to  be  due  on  the  original  returns 
md  paid  in  connection  therewith,  as  above  set  forth,  of  $881.16  and 
51,007.79,  the  respondent  in  respect  of  the  fiscal  period  ended  January 
>1,  1919,  assessed  an  additional  tax  of  $263.30,,  which  said  tax  was 
hereafter  paid,  and  in  respect  of  the  fiscal  year  ended  January  31, 
1920,  assessed  an  additonal  tax  of  $175.47,  which  was  thereafter  paid, 
naking  the  total  tax  collected  on  the  return  headed  “1918,”  $1,144.46, 
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and  on  the  return  headed  “1919,”  $1,192.03,  including  in  the  latter 
amount  $8.77  assessed  as  a  penalty  in  connection  with  the  assessment 
of  $175.47  above  set  forth. 

In  the  audit  of  petitioner’s  tax  liability  in  the  deficiency  letter  of 
August  29,  1925,  the  respondent  determined  tax  liability  for  the 
month  ended  January  31,  1918,  and  credited  on  account  of  the  pay¬ 
ment  thereof  $1,144.46,  being  the  $881.16  paid  by  the  petitioner  on 
the  return  headed  “1918”  and  the  additional  assessment  of  $263.30 
previously  by  the  respondent  in  respect  of  the  petitioner’s  tax  liabil¬ 
ity,  for  the  fiscal  year  ended  January  31,  1919. 

In  the  audit  of  petitioner’s  tax  liability  in  the  deficiency  letter  of 
August  29,  1925,  the  respondent  determined  tax  liability  for  the  fiscal 
year  ended  January  31,  1919,  and  credited  on  account  of  the  pay¬ 
ment  thereof  $1,183.26,  being  the  $1,007.79  paid  by  the  petitioner  on 
the  return  headed  “  1919  ”  and  the  additional  assessment  by  the  re¬ 
spondent  in  respect  of  the  petitioner’s  tax  liability  for  the  fiscal  year 
ended  January  31,  1920. 

In  the  audit  of  petitioner’s  tax  liability  in  the  said  deficiency 
notice,  the  respondent  determined  tax  liability  for  the  fiscal  year 
ended  January  31,  1920,  and  gave  credit  thereon  for  no  previous 
assessments  or  payments  of  tax.  No  part  of  the  deficiencies  for  said 
years  so  determined  by  the  respondent  has  been  assessed. 

The  respondent  determined  the  tax  liability  of  the  petitioner  upon 
a  fiscal  year  basis  in  accordance  with  the  method  adopted  by  the 
petitioner  of  keeping  its  accounts  and  closing  its  books.  The  pe¬ 
titioner  filed  its  returns  upon  a  calendar  year  basis. 


OPINION. 


Trammell:  We  think  from  all  the  evidence  that  the  respondent 
properly  determined  the  tax  liability  of  the  petitioner  on  a  fiscal  year 
basis.  The  returns  were  filed  upon  a  calendar  year  basis.  1  his  being 
true,  the  first  issue  presented  must  be  decided  adversely  to  the  pe¬ 
titioner  on  the  authority  of  Paso  Robles  Mercantile  Co.,  12  B.  T.  A. 
750,  in  so  far  as  the  fiscal  year  1920  is  concerned. 

In  so  far  as  the  fiscal  year  1919  is  concerned  there  was  filed  on 
February  24,  1920,  a  return  which  together  with  the  return  filed  on 
June  5,  1919,  gave  the  respondent  information  as  to  the  entire  period 
covered  by  the  1919  fiscal  year. 

The  respondent  had  until  February  24,  1925,  to  mail  the  deficiency 
notice  but  it  was  not  mailed  until  August,  1925.  For  the  fiscal  yeai 
1919,  therefore,  the  collection  of  the  deficiency  is  barred. 

The  question  of  the  method  used  by  the  respondent  in  crediting 
amounts  paid  bv  the  petitioner  upon  a  calendar  year  basis  upon  the 
tax  liability  shown  due  upon  a  fiscal  year  basis  is  also  controlled  by 
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)ur  decision  in  the  case  of  Paso  Robles  Mercantile  (]&.,>  stipe  a,  and 
nust  be  decided  in  favor  of  the  petitioner. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 


Karno-Smith  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  14619.  Promulgated  September  21,  1928. 

Held,  that  during  the  year  1920,  the  petitioner  was  a  personal 
service  corporation,  as  that  term  is  defined  by  section  200  of  the 
Revenue  Act  of  1918,  and  was  therefore  exempt  from  taxation 
under  the  provisions  of  section  218  (3)  of  said  Act. 

Frederick  Schwertner ,  Esq.,  and  J.  S.  Teunon ,  C.  P.  A .,  for  the 
petitioner. 

J.  L.  Backstrom ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in  in- 
•ome  and  profits  taxes  for  the  year  1920  in  the  amount  of  $12,191.62. 
Petitioner  in  its  original  pleading  also  sought  the  redetermination 
)f  a  deficiency  for  the  year  1921  in  the  amount  of  $500.17,  but  prior 
o  the  hearing,  the  appeal,  in  so  far  as  it  involved  the  latter  year, 
vas  abandoned.  The  only  issues  presented  are  (1)  whether  the 
)etitioner  is  entitled  to  classification  as  a  personal  service  corpora- 
ion  for  the  year  1920,  and,  if  not,  (2)  whether  the  petitioner  is 
•ntitled  to  special  assessment  of  its  profit  tax  for  said  year  under  the 
)rovisions  of  sections  327  and  328  of  the  Revenue  Act  of  1918. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  New  Jersey  corporation,  with  its  principal 
pffice  at  Trenton.  It  was  organized  J anuary  10,  1920,  with  an  author- 
zed  capital  stock  of  $75,000  divided  into  750  shares  of  $100  each, 
ill  common  stock.  On  August  13,  1920,  the  authorized  capital  stock 
pf  the  petitioner  was  increased  to  $500,000.  Prior  to  October  8, 
920,  the  total  amount  of  $18,500  cash  was  paid  in  for  capital  stock 
)f  the  petitioner  as  follows:  January  27,  $2,000;  March  8,  $13,000; 
4pril  24,  $2,000;  May  4,  $1,000;  and  July  21,  $500.  On  October  8, 
1920,  the  additional  amount  of  $35,000  in  cash  was  paid  in  for  stock. 
This  was  all  the  cash  that  was  paid  in  for  stock  during  1920.  On 
October  7,  1920,  the  four  stockholders  executed  notes  of  $25,000  each, 
pr  in  the  aggregate  amount  of  $100,000,  to  the  petitioner  for  addi- 
ional  stock,  but  none  of  these  notes  were  paid  during  1920,  nor  were 
hey  discounted  at  the  bank.  They  are  still  in  the  possession  of  the 
petitioner. 
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During  1920  the  petitioner’s  stock  issued  and  outstanding  was 
held  as  follows: 


Stockholders 

Jan. 27  to 
May  8 

May  8  to 
Oct.  7 

Oct.  7  to 
Dec.  30 

Dec.  30 1< 
Dec.  31 

T  A  K’a.rrin  _  __  _ 

50 

50 

387M 

5162/ 

Simon  Ttplli  _ 

50 

50 

387  ‘  <2. 

516^ 

'T'hnm«.<?  V  Smith  _  --  _ 

50 

50 

387 H 

John  F  Frifihfilfi  _  - _ _ 

50 

387 ^ 

516? 

_ 

Each  stockholder  of  the  petitioner  devoted  his  whole  time  to  it: 
affairs.  The  petitioner  employed  no  solicitors  to  obtain  business  foi 
it;  all  soliciting  was  done  by  the  stockholders. 

During  the  year  1920  the  petitioner  was  engaged  in  the  busines: 
of  designing  and  supervising  the  erection  of  industrial  buildings  oi 
a  commission  or  fee  basis.  The  stockholders  were  architects  and  engi 
neers,  and  while  the  agreements  with  the  owners  contemplated  tb 
erection  of  completed  buildings,  they  were  unlike  the  ordinary  build 
ing  contract  wherein  the  contractor  agrees  to  erect  a  building  accord 
ing  to  plans  and  specifications  for  a  guaranteed  price  or  lump-sun 
consideration.  The  petitioner  refrained  from  entering  into  lump-sun 
contracts,  because  of  the  risk  involved  and  lack  of  capital.  Its  plai 
of  operation  was  to  render  a  personal  service  to  the  owner,  and  it 
compensation  was  a  flat  fee  dependent  largely  on  the  cost  of  tli 
building,  or  a  commission  measured  by  a  certain  percentage  of  tli 
cost  of  labor  and  materials. 

The  petitioner  did  not  secure  any  of  its  contracts  with  owner 
by  competitive  bidding.  The  stockholders  secured  all  of  its  busines 
by  personal  contact  and  by  reason  of  the  peculiar  services  to  be  pei 
formed  by  them.  They  consulted  with  the  owners  with  respect  t 
their  needs  and  designed  the  buildings  best  suited  to  them.  The 
prepared  the  plans  and  specifications,  hired  the  labor  and  purchase 
the  material  on  behalf  of  the  owners,  and  supervised  the  constructs 
of  the  buildings.  For  this  service,  the  petitioner  was  paid  a  flat  fe 
or  a  commission. 

The  bills  for  labor  and  material  were  paid  with  checks  of  tli 
petitioner,  but  in  each  instance  during  1920  the  owner  advanced  tli 
necessary  money  to  the  petitioner.  The  petitioner  handled  the  at 
counts  with  respect  to  labor  and  material  for  the  owners,  to  reliev 
them  of  this  detail.  The  owner  in  every  case  got  the  benefit  of  al 
discounts  for  cash  in  the  purchase  of  materials.  The  petitioner  u 
all  times  acted  under  the  direction  of  the  owners,  and  secured  thei 
approval  with  respect  to  the  hiring  of  labor  and  purchase  of  matt 
rial;  also,  in  the  letting  of  subcontracts  for  the  owners.  The  pot i 
tioner  made  no  profit  on  the  cost  of  labor  or  materials.  In  the*' 
matters,  the  petitioner  acted  in  each  case  as  the  agent  of  the  ownei 
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n  the  purchase  of  material,  the  materialman  was  advised  in  each 
nstance  for  whom  the  material  was  ordered,  this  being  stated  on  the 
rder  form,  and  it  was  understood  that  the  owner  was  to  be  respon- 
ible  for  the  payment  of  the  bill.  In  no  case  was  the  petitioner  liable 
n  any  event  for  payment  of  the  bill.  The  required  material  was 
rdered  separately  for  each  particular  job.  The  petitioner  did  not 
arry  any  material  on  hand. 

The  petitioner  performed  services  in  connection  with  12  agree- 
lents  with  owners  during  the  year  1920.  Under  2  of  the  agreements, 
he  compensation  of  the  petitioner  was  a  flat  fee,  and  under  the  others 
he  petitioner  was  paid  as  a  commission  for  its  services  a  certain 
lercentage  of  the  cost  of  the  labor  and  material.  In  3  agreements 
•revision  was  made  for  the  payment  by  the  owners  to  the  petitioner 
f  an  additional  1  per  cent  of  the  cost  of  labor  and  material  as  rental 
or  the  use  of  the  petitioner’s  equipment  in  the  erection  of  the 
uilding. 

There  was  no  time  specified  in  any  of  the  agreements  for  the  com- 
letion  of  the  work,  and  there  was  no  penalty  or  bonus  clause  in  any 
greement.  The  petitioner  did  not  guarantee  the  cost  of  the  build- 
pgs,  and  was  not  required  to  give  any  bond.  The  commissions  and 
ees  were  paid  as  compensation  for  the  services  rendered  to  the 
wners  by  the  stockholders  of  the  petitioner. 

The  commissions  and  fees  earned  during  1920  under  the  agree- 
lents  entered  into  in  that  year  were  as  follows : 


’on- 

:act 

im- 

oer 

Name 

Date  of 
contract 

Rate  of  fee 

Com¬ 

mission 

earned 

101 

Lennox,  Incorporated _  __  _ 

Feb.  27,  1920 

10  per  cent 

$28  081  40 

102 

Pocono  Rubber  Cloth  Co_  _  _ 

Mar.  18, 1920 

10  per  cent 

3  434  85 

103 

Thermoid  Rubber  Co  _ 

Mar.  20, 1920 

Flat 

25'  654  88 

104 

Joseph  Stokes  Rubber  Co  ...  ...  .. 

May  12, 1920 

See  note  1 

’ 509  42 

1,2 

Joseph  Stokes  Rubber  Co  .  .  _ _ 

May  12, 1920 

10  per  cent  and  1  per  cent _ 

118.  13 

105 

Hamilton  Rubber  Mfg.  Co _ _ 

July  22,  1920 

10  per  cent 

968  96 

106 

Joseph  Ashton,  jr_  _ .  _ 

July  15, 1920 

10  per  cent 

5  115  39 

107 

Joseph  Stokes  Rubber  Co _ 

Aug.  9,  1920 

10  per  cent 

7,  562.  51 

108 

Wilson  &  Stokes  Lumber  Co  ...  _ 

Oct.  14,  1920 

15  per  cent  _ 

38.  61 

109 

Luzerne  Rubber  Co _  . 

Aug.  27,  1920 

10  per  cent  and  1  per  cent, 

1  332  47 

110 

New  Jersey  Tile  Co _  _ 

Sept.  23’  1920 

10  per  cent,  and  1  per  cent 

3  709  34 

112 

Thermoid  Rubber  Co _ 

Sept.  8, 1920 

$1,100 

1, 024.  10 

Total  _  _ 

77,  550.  06 

• 

1  Note.— Original  contract  for  $1,420.00  guaranteed  price.  Additional  work  orders  totaling  $1,311.35 
ore  on  a  commission  basis. 


The  petitioner  received  income  during  1920  from  the  rental  of 
lachinery  and  equipment  in  the  total  amount  of  $1,084.21.  It  also 
erived  income  during  said  year  in  the  amount  of  $750.33,  representi¬ 
ng  appraisal  fees. 

Practically  all  the  cash  paid  in  for  capital  stock  of  the  petitioner 
•rior  to  October  8,  1920,  in  the  sum  of  $18,500  was  expended  for 
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the  purchase  of  machinery  and  equipment  used  in  the  constructioi 
of  buildings.  By  furnishing  the  equipment,  the  petitioner  was  en 
abled  to  render  better  service  to  the  owner  by  avoiding  the  possibility 
of  delays  which  would  ordinarily  result  from  the  use  of  secondhant 
equipment.  The  average  rental  basis  for  such  equipment  on  the  clas 
of  work  done  by  the  petitioner  was  about  2  per  cent  of  the  cost  o 
the  work.  Petitioner’s  rental,  where  it  made  such  a  charge,  was  1  pe 
cent.  It  made  no  profit  on  the  rental  of  its  equipment,  in  most  case 
making  no  charge  therefor. 

During  1920,  all  of  the  petitioner’s  outstanding  stock  was  owne< 
by  four  individuals,  who  constituted  its  board  of  directors  and  wer- 
also  its  officers. 

T.  A.  Karno  was  president  of  and  devoted  his  entire  time  to  th 
affairs  of  the  corporation.  Prior  to  the  organization  of  the  peti 
tioner.  Karno  was  connected  with  the  John  W.  Ferguson  Co.  of  Xev 
York,  contractors  and  builders  of  industrial  buildings.  He  was  witl 
that  company  for  approximately  7  years,  and  devoted  himself  t* 
the  procuring  of  contracts.  With  the  petitioner,  he  interviewe* 
owners,  was  in  charge  of  the  office  so  far  as  bookkeeping  and  financia 
management  was  concerned,  and  purchased  material  on  behalf  of  th 
owners. 

John  F.  Friebele  was  vice  president,  and  also  devoted  his  full  tim 
to  the  affairs  of  the  petitioner.  He  was  an  engineer  and  had  beei 
connected  with  the  Ferguson  Company  for  approximately  10  yea  re 
As  a  stockholder  and  officer  of  the  petitioner,  he  consulted  wit! 
owners,  prepared  plans  and  specifications,  purchased  material  for  th 
owners  and  made  supervising  trips  to  the  jobs. 

Thomas  Y.  Smith  was  secretary  and  treasurer,  and  devoted  his  fill 
time  to  the  affairs  of  the  petitioner.  He  was  formerly  connected  wit1 
the  Ferguson  Company  for  approximately  10  years,  and  while  ther 
performed  the  services  of  an  architect  and  engineer,  and  prepare* 
plans  and  specifications.  During  1920,  with  the  petitioner,  he  pre 
pared  plans  and  specifications  under  the  supervision  of  Friebele. 

Simon  Belli  was  superintendent  of  construction  for  the  petitionei 
and  devoted  his  full  time  to  its  affairs.  He  was  formerly  employe* 
by  the  Ferguson  Companj7  for  approximately  15  years.  With  th 
petitioner,  he  inspected  material,  hired  the  labor  on  behalf  of  th 
owners,  and  supervised  the  construction  of  the  buildings. 

In  addition  to  its  stockholders,  the  petitioner  had  three  person 
in  its  service  during  1920.  It  employed  a  stenographer,  a  book 
keeper  and  a  draftsman,  to  whom  it  paid  salaries  or  wages  in  th 
aggregate  amount  of  $3,681.70.  The  salaries  paid  by  the  petitioner  t 
its  stockholders  in  said  year  were  as  follows:  Karno,  $7,890;  Friebek 
$7,440;  Belli,  $7,800;  and  Smith,  $7,500. 
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The  gross  income  and  ordinary  and  necessary  expenses  for  the 
year  1920  as  shown  in  the  petitioner’s  tax  return  were  as  follows: 


Commissions  on  contracts 

Miscellaneous  revenue _ 

Rental  of  equipment - 


GROSS  INCOME 


$77,  500.  06 
750.  33 
1,  084.  21 


$79,  384.  60 


ORDINARY  AND  NECESSARY  EXPENSES 


Office  salaries _ $3,  681.  70 

Professional  services _  2,  055.  48 

Destructible  tools  and  machinery  supplies _  2,  970.  78 

Rent _  . —  630.  00 

Telephone,  telegraph  and  postage _  417.  51 

Printing  and  stationery _  S19.  98 

Drawing  materials _  756.  69 

General  expense _  482.  50 

Advertising _  299.  88 

insurance _  278.  89 

Automobile  expense _  232.  38 

Office  expense _ 216.  01 

Traveling  expenses _  120.  53 

Selling  expenses _  34.  80 


$12,  997. 13 


The  balance  sheet  of  the  petitioner  as  of  December  31,  1920,  was 
as  follows : 


Assets 

Liabilities 

Cash _ 

$7,  483.  89 
35,  676.  35 

1,  005.  00 
99,  738.  24 

15,  708.  07 
32,  999.  38 

Advances  on  contracts  _  . 

$1,  677.  64 
155,  000.  00 
35,  933.  29 

Vccounts  receivable  (commissions) _ 

divestments _ 

Capital  stock.  _  . 

Surplus _ _  ..  ._ 

stockholders  accounts _  ...  ... 

Total  . 

Vlachinery  and  equip¬ 
ment.. . . . . $17,496.48 

7 urniture  and  fixtures _  1, 037.  41 

Tool  shed _  565.68 

19, 099.  57 

Dess:  Reserve  for  deprecia¬ 
tion _ _ _  3,391.50 

^ ccrued  commissions  .  . . .  ... 

Total  assets _  ...  _  . 

192,610.93  j 

192,  610.  93 

The  item  of  $7,483.89  on  the  balance  sheet  above  set  out  repre¬ 
sented  cash  on  hand  and  in  the  bank.  The  item  of  $35,676.35 
comprised  the  sum  of  $10,176.35  due  on  completed  work,  and  an 
accrued  commission  in  the  sum  of  $25,500  on  the  Thermoid  Rub¬ 
ber  Co.  job,  which  was  practically  completed  on  December  31,  1920. 
The  item  of  $1,005  represented  an  investment  in  the  stock  of  the 
Stacy  Trent  Hotel  of  Trenton,  In'.  J.  The  item  of  $99,738.24  rep¬ 
resented  the  balance  of  an  account  with  the  stockholders  of  the 
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petitioner,  and  was  a  consolidation  of  several  accounts.  It  consisted 
of  an  account  receivable  in  the  amount  of  $19,932.24,  styled  the 
Karno,  Friebele,  Belli  joint  account,  representing  money  advanced 
by  the  petitioner  to  those  stockholders  for  the  purpose  of  buying 
the  stock  of  Smith :  notes  receivable  in  the  amount  of  $100,000,  rep¬ 
resenting  four  notes  of  $25,000  each,  given  by  the  stockholders  for 
additional  stock;  and  an  account  of  $1,500  representing  subscrip¬ 
tions  to  stock,  totaling  $121,432.24.  From  this  amount,  there  were 
deducted  an  item  of  $11,500  representing  a  note  in  that  sum  given 
to  Smith  in  part  payment  for  his  stock,  and  an  item  of  $10,194 
representing  salaries  due  Karno,  Belli  and  I  riebele,  leaving  a  bal¬ 
ance  of  said  amount  of  $99,738.24.  The  item  of  $15.708.0 »  on  said 
balance  sheet  represented  the  depreciated  cost  of  the  machinery  and 
equipment,  furniture  and  fixtures,  and  tool  shed.  4  he  item  of 
$32,999.38  represented  accrued  commissions  on  work  in  progress  at 
December  31,  1920.  Tender  liabilities,  the  item  of  $1,677.04  repre¬ 
sented  the  amount  of  unexpended  funds  in  the  petitioner’s  posses¬ 
sion  at  December  31,  1920,  which  had  been  advanced  by  clients  for 
the  payment  of  labor  and  materials.. 

OPINION. 


Trammell:  For  the  year  1920,  the  petitioner  filed  an  appropriate 
return  of  its  income  and  claimed  classification  as  a  personal  service 
corporation.  The  respondent  denied  such  classification  to  the  peti¬ 
tioner,  and  determined  the  deficiency  involved  herein.  The  correct¬ 
ness  of  the  respondent’s  action  in  this  regard  forms  the  basis  of 
the  sole  issue  presented,  except  that  the  petitioner  alleges  that,  in 
the  event  it  is  held  not  to  have  been  a  personal  service  corporation 


in  1920,  it  is  entitled  to  special  assessment  of  its  profits  tax  for  that 
year  under  the  provisions  of  sections  327  and  328  of  the  Revenue 

Act  of  1918.  I 

In  section  200  of  the  Revenue  Act  of  1918,  the  term  "  personal 
service  corporation”  is  defined  as  meaning  ua  corporation  whose 
income  is  to  be  ascribed  primarily  to  the  activities  of  the  principal 
owners  or  stockholders  who  are  themselves  regularly  engaged  in 
the  active  conduct  of  the  affairs  of  the  corporation  and  in  which 
capital  (whether  invested  or  borrowed)  is  not  a  material  income- 
producing  factor.’  And  in  section  218  (3)  of  said  Act,  it  is  pro¬ 
vided  that  “  personal  service  corporations  shall  not  be  subject  to 
taxation  under  this  title,  but  the  individual  stockholders  thereof 
shall  be  taxed  in  the  same  manner  as  the  members  of  partnerships 
It  is  clearly  established  by  the  evidence  that  the  petitioner's  income 
for  1920  was  derived  primarily  through  the  activities  of  the  principal 


owners  or  stockholders,  who  were  themselves  regularly  engaged  ir, 
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lie  active  conduct  of  the  corporation’s  affairs,  and  the  respondent 
nakes  no  contention  on  these  points.  Thus,  the  petitioner  possessed 
he  first  two  qualifications  prescribed  by  the  statute  as  constituting 
i  personal  service  corporation.  However,  the  respondent  contends 
hat  the  petitioner  is  not  entitled  to  personal  service  classification  as 
faimed  by  it,  for  the  reason  that  capital  invested  in  its  business  in 
L920  was  a  material  income-producing  factor,  and  hence  it  fails  to 
neet  the  third  requirement  of  the  statute. 

The  respondent’s  contention,  as  set  forth  in  his  brief,  is  predicated 
argely  upon  the  argument  that  the  amount  of  the  authorized  capital 
dock,  or  the  possession  of  capital  assets  by  a  corporation,  is  an  ele- 
nent  in  determining  its  right  to  exemption  from  taxation  as  a 
lersonal  service  corporation.  The  respondent  urges  that — 

To  argue  that  the  use  of  capital  was  not  necessary  and  material  in  the 
iroduction  of  the  plaintiff’s  income  is  to  ignore  the  fact  that  the  officers  of  the 
>etitioner  as  prudent  business  men  saw  tit  to  increase  the  capitalization  of 
)etitioner  to  $500,000  during  the  year  1920,  of  which  $80,000.00  was  issued  and 
,n  October  8,  1920,  paid  $35,000.00  in  cash  for  stock.  This  caused  an  addi- 
ional  expense  to  petitioner  in  state  taxes  and  fees,  and  if  invested  capital  was 
mnecessary  in  the  production  of  income,  there  could  have  been  no  reason 
or  incurring  the  expense  of  increased  capitalization.  Manifestly  such  actions 
•an  be  accounted  for  only  on  the  hypothesis  that  the  use  of  such  capital  in  the 


ncome. 

We  are  not  impressed  by  the  cogency  of  this  argument.  While  it 
is  undoubtedly  true  that,  in  the  case  of  a  corporation  seeking  personal 
service  classification,  an  unduly  large  authorized  capital  stock  or  the 
possession  of  capital  assets  in  large  amounts  would  raise  suspicion 
and  invite  a  careful  scrutiny  to  ascertain  whether  the  use  of  capital 
in  the  business  was  a  material  income-producing  factor,  such  facts  of 
themselves  are  not  material.  The  only  inhibition  of  the  statute  is 
that  capital,  whether  invested  or  borrowed,  must  not  be  a  material 
income-producing  factor,  and  it  is  with  the  consideration  of  the  facts 
on  this  point  that  we  are  directly  concerned. 

An  analysis  of  the  facts  in  evidence  shows  that  this  petitioner  was 
incorporated  January  10,  1920,  with  an  authorized  capital  stock  of 
£75,000,  which,  on  August  13,  1920,  was  increased  to  $500,000.  On 
January  27,  the  amount  of  $2,000  in  cash  was  paid  in  for  stock,  and 
on  various  subsequent  dates  up  to  and  including  July  21,  1920,  addi¬ 
tional  amounts  in  cash  aggregating  $18,500  were  paid  in  for  stock. 
On  October  8,  1920,  an  additional  $35,000  in  cash  was  paid  in  for 
stock,  which  was  all  the  cash  paid  in  for  stock  in  1920. 

On  October  7,  1920,  the  four  stockholders  executed  notes  to  the 
petitioner  in  the  total  amount  of  $100,000  for  additional  stock,  but 
these  notes  were  neither  paid  during  1920  nor  discounted  at  the  bank. 
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They  did  not  constitute  working  capital  of  the  petitioner,  and  are 
still  in  its  possession.  In  determining  the  deficiency  herein,  the 
respondent  computed  the  petitioner’s  invested  capital  at  $53,500,  and 
it  is  thus  apparent  that  the  respondent  refused  to  recognize  said  notes 
as  capital  assets. 

Of  the  $18,500  cash  paid  in  for  stock  on  and  prior  to  July  21,  1920, 
practically  all  was  expended  by  the  petitioner  in  purchasing  office 
furniture  and  fixtures,  and  machinery  and  equipment,  which  was 
used  in  its  business  to  the  extent  and  under  the  circumstances  set  out 
in  our  findings  of  fact  above. 

The  principles  by  which  we  may  determine  whether  the  use  of 
capital  in  a  given  case  was  such  as  to  defeat  personal  service  classi¬ 
fication,  have  been  clearly  defined  by  the  courts. 

In  Park  Amusement  Co.  v.  McCcvughn ,  14  Fed.  (2d)  553,  the  court 
said : 

The  real  criterion  is  in  the  fact  finding  of  whether  money  as  an  income  pro¬ 
ducer  played  any  real  and  substantial  part  in  producing  the  income  to  be  taxed. 

In  Hubbard- Ragsdale  Co.  v.  Dean ,  15  Fed.  (2d)  410  (affd.  15  Fed. 
(2d)  1013),  the  court,  in  its  opinion,  said  : 

We  come  then  to  the  second  element  of  the  definition ;  that  is,  whether 
capital  (invested  or  borrowed)  is  a  material  income  producing  factor.  Here 
the  test  is  not  exclusively  whether  the  corporation  bought  and  sold  on  its  own 
account,  or  did  a  strictly  commission  business ;  it  is  whether  it  necessarily 
requires  capital  for,  and  in  fact  uses  it  in,  the  conduct  of  the  business.  If  the 
nature  of  the  business  is  such  that  it  could  not  be  carried  on  at  all  without 
the  constant  use  of  capital,  and  such  use  of  capital  plays  a  vital  part  in  the 
successful  conduct  of  the  business,  it  can  not  be  said  that  its  use  in  the  business 
is  merely  incidental. 

*  *  *  *  *  *  * 

So  also  under  the  Revenue  Act  of  1918,  it  is  necessary  to  consider  the  kind 
of  service  rendered  by  the  corporation,  as  assisting  in  the  determination  of 
whether  the  use  of  capital  ordinarily  plays  an  important  part  in  rendering  such 
service,  and  then  to  consider  whether,  in  the  particular  case  under  considera¬ 
tion,  the  use  of  capital  was  necessary,  and  whether  it  was  in  fact  used.  *  *  * 
If  capital  was  used,  the  inquiry  is  whether  such  use  was  vital  and  necessary 
to  the  conduct  of  the  business,  or  merely  an  incidental  convenience  for  more 
orderly  fiscal  operation. 

Otherwise  expressed,  where  the  intrinsic  nature  of  the  business  is  the  rendi¬ 
tion  of  a  “  service  ”  to  another,  as  in  the  case  of  real  estate  brokers,  lawyers, 
doctors,  or  even  artisans,  who  need  not  supply  materials,  the  use  of  capital  is 
merely  incidental.  The  individual  thus  sells  only  experience,  knowledge,  or 
skill,  intangible  in  its  nature  and  existing  independent  of  capital,  either  in  the 
sense  of  money  or  other  tangible  property.  But  where  the  business  is  manu¬ 
facturing  or  mercantile  in  its  nature,  and  the  individuals  conducting  it  must 
of  necessity  procure  and  use,  and  do  so  procure  and  use  for  its  conduct,  either 
funds  or  merchandise,  such  capital  becomes  a  material  income-producing  factor, 
and  the  source  from  which  it  is  procured  is  immaterial  under  the  Act  of  1918. 


449) 


KARNO-SMITH  CO. 


457 


That  the  business  of  the  petitioner  in  this  proceeding,  during  the 
ear  1920,  was  in  its  nature  essentially  the  selling  of  the  personal 
ervices  of  its  four  stockholders  is  irrefutably  established  by  the 
•roof.  They  were  architects  and  construction  engineers,  with  many 
ears’  experience  in  the  designing  and  erection  of  industrial  buildings. 

During  1920,  the  petitioner  entered  into  12  contracts  or  agree- 
aents  with  owners  relating  to  the  erection  of  buildings,  all  of  which 
ontracts  were  procured  through  the  personal  contact  and  solicita- 
ion  of  its  stockholders  and  because  of  the  peculiar  nature  of  the 
ervices  to  be  rendered  by  them. 

The  stockholders  conferred  with  the  owners  regarding  their  require¬ 
ments,  and  designed  buildings  best  suited  to  their  needs.  Detailed 
dans  and  specifications  were  then  prepared,  the  necessary  labor  hired 
md  materials  purchased  by  the  petitioner  for  the  owners,  and  the 
instruction  of  the  buildings  supervised  by  its  stockholders.  In  all 
hese  matters,  the  petitioner  acted  as  the  agent  or  employee  of  the 
>wner.  In  purchasing  material,  it  was  stated  on  the  order  form  for 
vhom  it  was  purchased,  and  it  was  distinctly  understood  that  the 
»wner  was  to  be  responsible  for  the  payment  of  the  bill. 

While  it  is  true  that  bills  for  material  were  paid  for  with  checks 
of  the  petitioner,  substantially  all  such  payments  were  made  from 
funds  advanced  to  the  petitioner  for  that  purpose  by  the  owners, 
solely  as  a  matter  of  convenience  and  to  relieve  the  owners  of  the 
burden  of  keeping  detailed  records  of  the  transactions.  The  owneis 
advanced  funds  to  the  petitioner  to  meet  not  only  the  payment  of 
bills  for  material,  but  to  cover  the  pay  rolls  for  labor,  including  the 
cost  of  workmen’s  compensation  insurance  required  under  the  New 
Jersey  law.  At  December  31,  1920,  the  petitioner  had  in  its  posses¬ 
sion  unexpended  funds  in  the  amount  of  $1,677.64  so  advanced  by 
owners.  For  these  services  the  petitioner  received  either  a  flat  fee. 
based  upon  the  cost  of  the  building,  or  a  commission  of  10  pei  cent 

of  the  cost  of  the  labor  and  material. 

The  petitioner  obtained  no  contracts  by  competitive  bidding;  there 
was  no  time  specified  in  any  of  its  contracts  for  the  completion  of 
the  work,  and  there  was  no  penalty  or  bonus  clause  in  any  agreement. 
It  did  not  guarantee  the  cost  of  the  buildings,  and  was  not  required 
to  give  any  bond.  The  fees  and  commissions  received  by  it  lepie- 
sented  compensation  for  the  personal  services  of  its  stockholdeis, 
with  the  exception  of  a  commission  of  1  per  cent  paid  under  thi  ee 
of  the  contracts  as  rental  for  the  use  of  machinery  and  equipment 
furnished  by  the  petitioner. 

The  aggregate  amount  of  income  derived  by  the  petitionei  in  1920 
from  the  rental  of  machinery  and  equipment  was  $1,084.21.  It  had 
invested  in  such  machinery  and  equipment  $17,496.48,  and  in  a  stoi- 
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age  shed  the  amount  of  $565.68,  or  a  total  investment  in  capital  assets 
used  in  the  business  of  $18,062.16. 

The  income  received  by  the  petitioner  from  this  source  did  not 
represent  any  profit  to  it,  as  the  total  amount  received  was  less  than 
the  depreciation  sustained.  It  is  further  indicated  by  the  record 
that  the  possession  of  these  assets  did  not  contribute  to  the  procure¬ 
ment  of  contracts,  and  was  not  essential  to  the  successful  conduct  of 
the  petitioner’s  business,  but  was  wholly  incidental  thereto. 

In  these  circumstances,  we  are  unable  to  concur  in  the  conclusion 
of  the  respondent  that  invested  capital  was  a  material  factor  in  the 
production  of  the  petitioner’s  income.  It  is  our  opinion,  therefore, 
that  the  petitioner  is  entitled  to  exemption  from  taxation  as  a  per¬ 
sonal  service  corporation  for  the  year  1920. 

Reviewed  by  the  Board. 

Judgment  of  no  deficiency  will  be  entered. 


Daily  Record  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  No.  12058.  IT-omulgated  September  21,  1928. 

The  petitioner  made  its  income  and  profits-tax  returns  for 
1921  and  prior  years  on  a  cash  receipts  and  disbursements  basis. 
It  made  no  material  change  in  its  bookkeeping  in  1921.  Held, 
that  a  return  on  the  cash  receipts  and  disbursements  basis  re¬ 
flected  its  true  net  income  for  3921. 


Theodore  B.  Benson, ,  Esq.,  and  Edgar  T.  Wagner ,  Esq.,  for  the 
petitioner. 

Bruce  A.  Low,  Esq.,  and  George  II err ,  Esq.,  for  the  respondent. 


1  no  (.  ommissioner  has  determined  a  deficiency  in  income  and 
profits  tax  for  the  calendar  year  1921  in  the  amount  of  $11,173.67. 
I  he  points  in  issue  are  whether  there  should  be  added  to  the  income 
reported  by  the  petitioner  for  1921,  $34,428.43  representing  accounts 
receivable  at  the  beginning  of  the  year,  and  whether  deductions 
should  be  increased  b}^  $8, <23.48  for  bad  debts  determined  to  he 
worthless  during  the  year. 


findings  of  fact. 


The  petitioner  is  a  Maryland  corporation  with  its  principal  office 
and  place  of  business  in  Baltimore.  It  was  incorporated  on  April  7. 
1890,  and  has  continuously  since  such  date  been  engaged  in  the  busi¬ 
ness  of  publishing  a  record  of  court  proceedings,  real  estate  transfers, 
and  items  of  interest  to  the  legal  profession  under  the  name  of  “  The 
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daily  Record.”  In  addition  to  The  Daily  Record,  the  petitioner  did 
ob  printing.  Such  businesses  were  engaged  in  during  the  year 
1.921.  Its  income  is  derived  principally  from  advertising,  job 
minting  and  subscriptions. 

For  the  year  1921  and  for  all  prior  years  the  petitioner  prepared 
tnd  filed  its  income  and  profits-tax  returns  on  a  cash  receipts  and 
lisbursements  basis.  Its  return  for  1922  was  filed  on  the  accrual 
>asis  and  in  that  return  it  stated,  “  Prior  returns  based  on  actual 
•ash  receipts  and  disbursements.  April,  1921,  system  of  accounts 
vas  installed  placing  books  on  accrual  basis.” 

From  the  date  of  its  organization  and  through  the  year  1921,  the 
msiness  engaged  in  by  the  petitioner  has  been  for  the  most  part  on 
he  basis  of  credit.  Following  the  receipt  of  an  order  for  the  publi¬ 
cation  of  an  advertisement,  and  when  the  first  publication  is  inserted 
he  practice  of  the  petitioner  has  consistently  been  to  “  book  ”  the 
•barge  and  to  render  a  bill  to  the  attorney  who  ordered  the  inser- 
ion.  It  was  necessary  to  extend  credit  to  executors  of  estates  and 
ittorneys  in  divorce  cases  as  payment  was  not  made  until  ordered  by 
he  court,  which  frequently  required  more  than  a  year. 

The  petitioner  has  at  all  times  maintained  a  customers’  ledger  in 
vhich  accounts  are  maintained  under  the  names  of  attorneys  order- 
ng  publications  for  their  clients.  On  the  left-hand  side  of  this  ledger 
he  charge  for  each  publication  is  entered,  and,  on  the  right-hand 
dde,  pa}unents  rendered  as  received  on  the  line  opposite  the  charge. 
Sometimes  the  charge  was  not  settled  for  many  years.  The  account 
vas  left  open  unless  or  until  it  had  been  determined  to  be  worthless, 
n  which  event  it  would  be  marked  “  M.  O.,”  meaning  marked  off. 
Phe  customers’  ledger  has  been  continuously  maintained  and  credit 
•ntries  have  at  all  times  been  made  thereon  by  the  petitioner.  This 
edger  was  not  in  any  manner  changed  in  1921. 

It  has  at  all  times  been  the  practice  of  the  petitioner  to  render 
Jills  to  the  attorney  ordering  the  publication  and  to  look  to  the 
ittorney  for  payment  only  in  the  event  the  attorney  collects  from 
lis  client.  The  petitioner  has  never  sued  an  attorney  to  collect  a 
•barge  made  against  him.  There  has  never  been  any  change  in  this 
jractice  since  the  beginning  of  the  business.  It  has  been  the  prac- 
ice  of  the  petitioner  at  all  times  to  charge  up  the  bad  accounts  by 
narking  “  M.  O.” 

The  petitioner  s  cash  books  show  that  no  change  in  the  accounting 
system  has  been  made  by  any  entries  in  such  books. 

rriie  petitioner  has  never  at  any  time  bought  or  sold  merchandise. 
1  he  only  inventory  carried  at  any  time  consisted  of  supplies. 

13485—28 - 6  i 
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The  petitioner  paid  its  bills  promptly  and  on  or  before  the  tenth 
of  the  following  month,  and  never  at  any  time  had  bills  or  accounts 
payable  on  its  books. 

In  April,  1921,  the  petitioner  opened  a  general  ledger  in  which 
accounts  were  set  up  with  certain  capital  assets.  In  an  accounts  re¬ 
ceivable  account  were  shown  the  balances  of  the  customers’  accounts 
on  given  dates  and  also  reserve  accounts  for  income  taxes  and  for 
commissions  expected  to  be  paid  in  connection  with  the  collection  of 
accounts  receivable,  and  $31,428.43  was  entered  in  this  book  as  ac¬ 
counts  receivable  at  January  1,  1921.  The  accounts  receivable  at 
December  31,  1921,  after  charging  off  $8,723.48  as  uncollectible, 
amounted  to  $36,102.27. 

No  changes  were  made  in  the  method  of  doing  business  or  in  the 
practice  of  charging  attorneys  at  the  time  of  booking  of  advertise¬ 
ments,  nor  were  an}r  changes  made  in  entries  in  other  books. 

The  income-tax  return  filed  by  the  petitioner  for  1920,  on  a  cash 
receipts  and  disbursements  basis,  showed  collections  amounting  to 
$96,204.68  and  disbursements,  including  $1,727.57  for  exhaustion, 
wear  and  tear  of  equipment,  of  $70,839.79.  Included  in  the  income 
was  $520  in  dividends.  After  the  exclusion  of  this  amount  from 
gross  income,  the  resulting  net  income  liable  to  tax  is  shown  to  have 
been  $24,844.89. 

Upon  audit  of  the  petitioner’s  books  of  account  and  return  for 
1921,  the  Commissioner  determined  that  its  books  of  account  were 
kept  on  the  accrual  basis  and  that  there  should  be  added  to  the  gross 
income  reported  for  1921  the  amount  of  $34,428.43,  which  represented 
accounts  receivable  at  December  31,  1920,  and  that  there  should  be 
deducted  from  total  gross  income  for  1921,  $8,723.48  for  bad  debts 
determined  to  be  worthless  and  charged  off  during  the  taxable  year. 

OPINION. 

Smith  :  Section  232  of  the  Revenue  Act  of  1921  states: 

That  in  the  case  of  a  corporation  subject  to  the  tax  imposed  by  section  230 
the  term  “  net  income  ”  means  the  gross  income  as  defined  in  section  233  less 
the  deductions  allowed  by  section  234,  and  the  net  income  shall  be  computed 
on  the  same  basis  as  is  provided  in  subdivision  (b)  of  section  212  *  *  * 

Section  212  (b)  provides: 

The  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer’s  annual 
accounting  period  (fiscal  year  or  calendar  year,  as  the  case  may  be)  in  accord¬ 
ance  with  the  method  of  accounting  regularly  employed  in  keeping  the  books 
of  such  taxpayer ;  but  if  no  such  method  of  accounting  has  been  so  employed, 
or  if  the  method  employed  does  not  clearly  reflect  the  income,  the  computation 
shall  be  made  upon  such  basis  and  in  such  manner  as  in  the  opinion  of  the 
Commissioner  does  clearly  reflect  the  income.  *  *  * 
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The  petitioner  made  its  returns  of  net  income  for  1921  and  prior 
ears,  upon  the  cash  receipts  and  disbursements  basis.  It  included  in 
ncome  all  revenue  cash  received  and  deducted  therefrom  cash  dis- 
•ursements  including  a  reasonable  amount  for  exhaustion,  wear  and 
ear  of  property.  Its  returns  were  consistently  made  upon  this  basis, 
hior  to  1921  it  had  no  general  ledger.  In  that  year  it  opened  a 
general  ledger  with  certain  accounts  therein.  It  opened  an  account 
or  “  customers’  accounts  ”  to  which  were  transferred  the  balances 
>f  the  accounts  shown  in  the  customers’  ledger.  It  also  opened  ac- 
ounts  with  capital  assets  upon  which  depreciation  was  claimed, 
nd  sundry  other  controlling  accounts.  This  general  ledger,  how- 
ver,  had  no  “  Profit  and  Loss  ”  account  and  no  account  which  shows 
he  true  gains  of  the  taxable  year.  It  had  a  “  Surplus  ”  account 
)ut  an  inspection  of  that  account  shows  that  it  in  no  wise  reflected 
he  gains  of  the  year  either  upon  a  cash  receipts  and  disbursements 
>asis  or  upon  the  accrual  basis.  The  respondent  held,  however,  that 
he  keeping  of  the  general  ledger  operated  to  place  the  petitioner’s 
>ooks  of  account  upon  the  accrual  basis  and,  inasmuch  as  the  general 
edger  showed  accounts  receivable  at  December  31,  1920,  in  the 
imount  of  $34,428.43  which  had  never  been  taken  into  income,  that 
his  amount  should  be  included  in  the  gross  income  of  1921.  Con- 
istent  with  this  theory,  he  also  allowed  the  deduction  from  gross 
ncome  of  1921  of  $8,723.48,  representing  accounts  which  the  peti- 
ioner  had  determined  to  be  worthless  in  1921  and  which  it  had 
‘harged  off  as  bad  accounts  on  its  customers’  ledger.  The  net  result 
)f  this  change  was  to  increase  the  net  income  reported  by  the  peti- 
ioner  in  the  amount  of  $24,844.89  by  $25,704.95.  The  respondent 
ipparently  recognized  the  distortion  of  income  by  this  proceeding 
ind  therefore  determined  the  tax  liability  of  the  petitioner  for  1921 
inder  the  provisions  of  section  328. 

In  this  proceeding  the  petitioner  makes  two  contentions:  First, 
hat  it  did  not  change  its  method  of  accounting  from  the  basis  of 
ash  to  that  of  accrual  in  1921,  and,  second,  that  if  it  did  so  change 
is  method  of  accounting  the  accounts  receivable  on  its  books  at 
december  31,  1921,  and  representing  accruals  in  1920  and  prior  years, 
hould  not  be  included  in  income  for  the  calendar  year  1921. 

It  is  well  settled  that  the  income  of  the  petitioner  is  to  be  deter- 
nined  by  actual  facets  as  to  which  the  books  of  account  are  only  evi- 
lential.  Doyle  v.  Mitchell  Brothers,  235  Fed.  686;  Southern  Pacific 
ho.  v.  Mwenter,  260  Fed.  837.  The  gist  of  these  decisions  is  that  in 
)rder  to  be  income  amounts  must  have  been  received  or  accrued  and 
hat  this  is  a  question  of  fact  not  to  be  determined  by  any  error  in 
bookkeeping  made  either  during  the  taxable  year  or  in  prior  years. 

The  essence  of  the  contention  of  the  respondent  in  this  proceeding 
s  that  on  December  31,  1920,  the  petitioner  had  on  its  books  of 
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account  $34,428.43  of  accounts  receivable  which  had  never  been  in¬ 
cluded  in  income  in  returns  for  prior  years  and  that  if  the  petitioner 
is  not  required  to  take  this  amount  up  as  income  in  1921,  the  amount 
will  escape  tax  altogether;  for  when  the  accounts  are  collected 
they  will  not  be  reflected  in  gross  income  upon  an  accrual  basis,  since 
they  will  not  accrue  in  the  year  in  which  collected.  By  this  very 
argument  the  Commissioner  admits  the  nonaccrual  of  the  accounts 
in  1921.  It  is  the  contention,  however,  that  where  a  taxpayer  changes 
from  cash  basis  to  an  accrual  basis  he  must  take  up  in  the  income 
of  the  year  of  change  uncollected  items  of  income  which  have  accrued 
m  prior  years  but  which  have  not  been  returned  as  income  in  prior 
years.  In  support  of  this  contention  the  respondent  relies  upon  the 
decision  of  the  Board  in  John  G.  Barbas*  1  B.  T.  A.  589. 

It  is  not,  however,  necessary  for  us  to  consider  this  angle  of  the 
argument.  We  are  convinced  from  an  examination  of  the  evidence 
of  record  that  there  was  no  material  change  made  by  the  petitioner 
in  the  keeping  of  its  accounts  during  the  year  1921.  No  argument  is 
made  and  we  think  no  argument  can  be  made  that  the  net  income 
shown  by  the  return  filed  for  1921  on  the  cash  receipts  and  disburse¬ 
ments  basis  reflects  the  true  net  income  of  petitioner  for  1921.  The 
business  of  the  petitioner  was  such  that  the  accrual  method  of  ac¬ 
counting  is  not  necessarv  to  reflect  its  correct  income.  The  difference 
between  receipts  and  disbursements  accurately  reflects  that  income. 
The  petitioner  had  been  in  business  for  a  great  many  years.  For 
aught  we  can  determine  the  accounts  receivable  for  many  years  prior 
to  1921  were  as  great  as  they  were  at  December  31.  1920.  There  is  no 
evidence  of  a  change  made  by  the  petitioner  in  its  bookkeeping  to 
minimize  its  taxes.  Counsel  for  the  petitioner  suggests  that  if  its 
returns  are  to  be  put  on  an  accrual  basis  for  1921,  all  that  it  should 
be  required  to  include  in  income  for  1921,  over  the  amount  which  it 
has  reported  on  a  cash  receipts  and  disbursements  basis,  is  the  amount 
of  the  increase  in  accounts  receivable  at  the  beginning  and  close  of 
1921.  This  would  reflect  the  income  on  an  accrual  basis  and  all  that 
the  Commissioner  could  contend  would  be  an  accrual  in  1921,  if  re¬ 
turns  for  years  prior  to  1921  had  been  made  on  the  accrual  basis. 

Upon  the  facts  before  us  we  are  of  the  opinion  that  the  cash  receipts 
and  disbursements  basis  is  the  proper  basis  for  a  return  of  this  peti¬ 
tioner  for  1921.  Its  books  of  account  clearly  reflect  the  flow  of  cash. 
The  true  gain  of  the  petitioner  appears  to  have  been  substantially 
$24,844.89,  the  amount  shown  upon  its  original  return.  The  Board 
can  not  countenance  the  distortion  of  this  income  by  adding  thereto 
approximately  $25,000  of  accounts  receivable  at  December  31,  1920. 
The  accruals  at  1920  and  prior  years  could  not  have  accrued  in  1921, 
except  in  a  bookkeeping  sense. 
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It.  not  appearing  from  the  record  whether  any  part  of  the  deficiency 
found  by  the  respondent  is  clearly  clue, 

Judgment  will  be  entered  under  Rule  50. 


A.  M.  Lawrence,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13566.  Promulgated  September  21,  1928. 

Taxable  gain  is  not  realized  where,  as  part  of  an  agreement  of 
settlement  between  individuals,  an  obligation  of  a  corporation  of 
which  the  taxpayer  was  the  principal  stockholder  is  released  to  the 
corporation. 

Morgan  J.  Doyle ,  Esq.,  for  the  petitioner. 

R.  II.  Ritterbush ,  Esq.,  for  the  respondent. 

This  proceeding  involves  the  redetermination  of  a  deficiency  in 
income  tax  for  the  year  1921  in  the  amount  of  $12,036.22.  The  only 
error  alleged  is  that  respondent  determined  that  a  certain  agreed  set¬ 
tlement  between  petitioner  and  one,  Ames,  resulted  in  taxable  gain 
to  petitioner  in  the  amount  of  $75,000  instead  of  $25,000,  as  admitted. 

FINDINGS  OF  FACT. 

The  Journal  Publishing  Co.,  hereafter  called  the  Publishing  Com¬ 
pany,  was  the  publisher  of  the  Journal  of  Commerce  of  San  Fran¬ 
cisco.  It  had  an  authorized  capital  stock  of  1,000  shares  of  the  par 
value  of  $100  each.  Of  this  amount  it  had  outstanding  capital  stock 
in  1920  of  approximately  600  shares,  which  ,  were  owned  by  peti¬ 
tioner,  his  wife  and  his  daughter  and  by  certain  qualifying  share¬ 
holders,  which  shares  were  in  fact  the  property  of  petitioner. 

During  the  year  1920  Knowlton  L.  Ames,  a  resident  of  Chicago, 
visited  California  and  while  there  entered  into  an  agreement  with 
petitioner,  who  was  at  all  times  the  president  of  the  Publishing 
Company,  whereby  it  was  agreed  that  Ames  was  to  invest  sums  of 
money  not  to  exceed  in  all  $50,000  in  the  Publishing  Company,  which 
was  then  losing  money  in  its  operation,  and  was  to  acquire  therefor 
one-half  of  its  capital  stock.  The  stock  to  be  issued  was  to  be  com¬ 
posed  of  400  shares  of  unissued  stock  and  the  remainder  was  to  be 
made  up  from  the  shares  held  by  petitioner  and  his  wife  and 
daughter. 

Shortly  after  this  agreement  was  made  and  during  the  same  year 
petitioner  and  Ames  agreed  to  form  a  corporation  which  was  to 
publish  in  Chicago,  111.,  a  paper  similar  to  the  San  Francisco  paper. 
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Ames  was  to  finance  the  Chicago  corporation  and  petitioner  was  to 
furnish  his  services  and  each  was  to  have  a  one-half  interest  therein. 
This  plan  was  carried  out.  While  petitioner  was  in  Chicago  attend¬ 
ing  to  these  matters  the  Publishing  Company  was  in  need  of  money 
and  from  time  to  time  its  manager  would  notify  petitioner  by  letter 
or  telegram  that  a  draft  had  been  drawn  upon  him.  The  Publishing 
Company  had  no  credit  in  Chicago  and  the  credit  of  Ames  was  then 
about  exhausted.  These  drafts  were  paid  by  money  furnished  by 
Ames.  In  order  to  enable  Ames  to  *raise  the  money  thus  advanced 
by  him  to  the  California  paper,  petitioner  gave  Ames  his  promissory 
90-dav  notes  in  the  amounts  so  advanced  and  took  the  notes  of  the 
Publishing  Company  for  similar  amounts.  These  latter  notes  were 
taken  by  petitioner  for  his  protection.  Petitioner’s  notes  were  en¬ 
dorsed  and  discounted  by  Ames  and  the  proceeds  turned  ’over  to 
petitioner,  who  in  turn  met  the  draft  drawn  by  the  Publishing  Com¬ 
pany.  The  various  amounts  advanced  by  Ames  to  the  Publishing 
Company  aggregated  $50,000  and  the  covering  notes  of  the  Publish¬ 
ing  Company  held  by  petitioner  amounted  to  the  same  sum.  Prior 
to  June  9,  1921,  discord  arose  between  Ames  and  petitioner  and 
thereupon  they  agreed  to  refer  their  respective  contentions  to  Gen¬ 
eral  Charles  G.  Dawes  for  arbitration.  As  a  result  of  said  arbitra¬ 
tion,  the  assets  of  the  Chicago  corporation  were  appraised  at  $150,000 
and  the  following  agreement  was  entered  into  between  Ames  and 
petitioner : 

This  Agreement,  made  and  entered  into  this  9th  day  of  June,  A.  D.  1921. 
by  and  between  Knowlton  L.  Ames  and  Andrew  M.  Lawrence,  both  of  the 
City  of  Chicago,  Illinois.  Witnesseth,  That 

Whereas,  the  said  parties  have  hitherto  had  mutual  interests,  both  in  their 
personal  and  representative  capacities,  in  the  publication  of  the  San  Francisco 
Journal  of  Commerce,  a  newspaper  published  at  San  Francisco,  California, 
by  the  Journal  Publishing  Company  (a  California  corporation)  and  the  Chicago 
Journal  of  Commerce,  a  newspaper  published  in  the  City  of  Chicago,  by  The 
.Journal  of  Commerce  Publishing  Company  (a  Delaware  corporation),  which 
said  mutual  interests  arose  under  the  following  circumstances  and  conditions: 

1.  Said  Ames  has  hitherto  advanced  sums  of  money  at  divers  times  and  in 
divers  amounts,  aggregating  at  this  date  the  sum  of  Fifty  Thousand  Dollars 
($50,000.00),  to  the  said  Lawrence  for  the  use  and  purpose  as  stated  by  said 
Lawrence,  of  financing  said  San  Francisco  newspaper.  Part  of  the  considera¬ 
tion  for  said  advances  was  an  option  on  the  part  of  said  Ames  to  acquire 
cne-half  of  the  capital  stock  of  said  San  Francisco  newspaper  on  certain  condi 
lions  and  circumstances  then  contemplated  as  a  possibility;  they  were  further 
made  upon  the  condition  that  part  of  said  advances  might,  at  Lawrence's 
option,  be  repaid  by  the  said  Lawrence  in  capital  stock  of  Said  San  Francisco 
newspaper  at  its  par  value.  All  of  said  advances  were  evidenced  by  promissory 
notes  signed  by  said  Lawrence,  as  representing  said  paper,  the  said  San 
Francisco  newspaper  at  that  time  being  without  the  necessary  credit  to  warrant 
the  same. 
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2.  Upon  the  organization  of  the  Chicago  newspaper,  said  Lawrence  became 
ts  editor-in-chief  under  an  agreement  with  said  Ames  and  his  associates  for 
he  payment  to  him  of  a  salary  and  commissions  or  dividends  contingent  upon 
he  profits  thereof,  and, 

Whekeas,  it  has  now  become  necessary  and  desirable  that  said  two  news- 
>apers  shall  be  conducted  hereafter  upon  such  different  plans,  purposes  and 
tolicies  as  to  make  the  continuation  of  joint  publication  and  editorship  impos- 
dble,  and  in  reference  to  said  purposes  and  policies  there  has  been  an  inter- 
*hange  of  correspondence  between  said  Ames  and  Lawrence,  which  it  is  now 
lesired  shall  be  restored  to  the  respective  writers  thereof,  and 

Whereas,  the  notes  mentioned  in  paragraph  Number  1  of  the  first  preamble 
hereof  are  uncollectible  by  reason  of  the  defences  which  may  be  made  to  a 
;uit  or  suits  thereon, 

Now,  Therefore,  in  consideration  of  the  foregoing,  and  of  the  mutual 
covenants  and  undertakings  of  the  said  parties  as  hereinafter  set  forth,  it 
s  hereby  agreed  as  follows: 

1.  Said  Ames  sells  to  the  Journal  Publishing  Company  (of  California)  for 
he  actual  consideration  of  One  Dollar  ($1.00)  in  hand  paid,  the  leceipt  of 
vhich  is  hereby  acknowledged,  the  promissory  notes  aggregating  Fifty  Thou¬ 
sand  Dollars  ($50,000.00)  hereinbefore  mentioned,  and  assigns,  transfers  and 
lelivers  the  same  contemporaneously  with  the  execution  of  this  instrument, 
o  the  Journal  Publishing  Company  (of  California)  and  also  releases  said 
Lawrence  and  the  Journal  Publishing  Company  (of  California)  from  the 
jption  on  the  part  of  said  Ames  to  acquire  any  portion  of  the  capital  stock 
jf  said  Journal  Publishing  Company. 

2.  The  said  Lawrence  resigns  from  all  relation  with  the  Chicago  newspaper, 
md  hereby  releases  said  Ames  and  The  Journal  of  Commerce  Publishing 
Company  from  any  and  all  claims  by  way  of  salary  or  commission  or  in 
whatsoever  other  manner  arising,  both  for  past  services  and  any  future  obli¬ 
gations,  in  consideration  of  the  payment  by  said  Ames  of  the  sum  of  Twenty- 
five  Thousand  Dollars  ($25,000.00),  of  which  Five  Thousand  Dollars  ($5,000.00) 
is  to  be  paid  in  cash  forthwith,  and  the  deferred  payments  of  the  remaining 
Twenty  Thousand  Dollars  ($20,000.00)  are  to  be  evidenced  by  two  promis¬ 
sory  notes  for  Ten  Thousand  Dollars  ($10,000.00)  each,  the  first  one  due  on 
or  before  one  year  after  date,  and  the  second  due  on  or  before  two  years  after 
date  thereof,  each  bearing  interest  at  the  rate  of  six  per  cent  (6%)  per 
annum. 

3.  All  letters  written  by  either  of  said  parties  to  the  other,  are  to  be  returned 
forthwith  to  the  writer  thereof. 

4.  The  said  parties  for  the  consideration  herein  contained  do  hereby  mu¬ 
tually  release  each  the  other  from  all  claims,  demands  and  obligations  of 
every  kind  and  description,  to  the  date  hereof. 

In  Witness  Whereof,  the  parties  hereunto  have  set  their  hands  and  seals 
at  Chicago,  Illinois,  the  day  and  year  first  above  written. 

The  above  agreement  was  performed  in  all  particulars.  Petitioner 
returned  as  income  from  the  above  transaction  gain  in  the  amount 
of  $25,000. 

In  1924  one  Alexander  purchased  from  petitioner  and  his  family 
the  whole  of  the  outstanding  capital  stock  of  the  Publishing  Com¬ 
pany.  At  the  date  of  said  purchase  the  $50,000  in  notes  of  the  Pub- 
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lishing  Company  above  referred  to,  held  by  petitioner  and  which 
had  never  been  transferred  by  petitioner  to  a  third  party,  were  ir 
the  possession  of  said  company. 


OPINION. 

Milliken  :  It  is  clear  that  since  petitioner  contributed  nothing  tc 
the  Chicago  corporation  except  his  services,  all  he  got  out  of  that 
corporation  was  gain.  It  is  conceded  that  he  made  taxable  gain  tc 
the  extent  of  $25,000,  the  amount  of  cash  and  notes  received  by  him 
from  Ames.  The  sole  question  is,  Was  he  in  receipt  of  $50,000  addi¬ 
tional  taxable  gain  by  reason  of  the  fact  that  Ames  had  paid  through 
him  to  the  Publishing  Company  the  amount  of  $50,000,  which  was- 
released  by  Ames  to  that  company  in  the  agreement  of  June  9,  1921. 

The  first  agreement  between  Ames  and  petitioner  was  that  Ames 
was  to  pay  into  the  Publishing  Company  approximately  $50,000. 
in  return  for  which  he  was  to  receive  one-half  of  the  capital  stock 
of  that  company.  No  part  of  this  amount  was  to  be  paid  to  peti¬ 
tioner  or  to  his  wife  or  daughter.  The  whole  of  it  was  to  go  into 
the  corporation.  This  being  true,  it  is  immaterial  from  a  tax  stand¬ 
point  that  petitioner  was  to  make  up  the  difference  between  the 
unissued  stock  and  the  number  of  shares  sold. 

Next,  it  is  to  be  observed  that  Ames  raised  the  money  on  which  the 
drafts  of  the  Publishing  Company  were  paid.  With  respect  to  this 
phase  of  the  transaction  the  parties  have  stipulated:  “In  order  to 
enable  Ames  to  raise  the  money  thus  advanced  by  him  to  the  Cali¬ 
fornia  paper,  the  taxpayer  gave  to  Ames  his  promissory  ninety-day 
notes  in  the  amount  of  the  sums  so  advanced  and  took  notes  of  the 
company  for  similar  amounts.”  In  the  light  of  this  stipulation,  it  at 
once  becomes  apparent  that  the  only  part  petitioner  played  in  rais¬ 
ing  this  money  was  to  give  Ames  his  accommodation  notes  for  the 
purpose  of  having  them  discounted.  When  these  notes  were  paid 
at  maturity  by  Ames  they  became  worthless,  since  neither  Ames  nor 
any  purchaser  of  them  after  maturity  could  have  enforced  them. 
The  transaction  was  precisely  the  same  as  though  no  such  notes  had 
been  given  and  as  though  Ames  had  paid  each  draft  with  cash. 
These  facts  also  remove  from  the  picture  the  notes  which  petitioner 
took  for  his  protection  from  the  Publishing  Company.  Since  Ames 
paid  the  drafts  and  since  petitioner  neither  paid  them  nor  was  liable 
to  Ames  by  reason  of  their  payment,  there  was  no  consideration  for 
petitioner’s  notes  as  between  him  and  the  Publishing  Company. 
This  was  a  good  defense  as  between  the  parties  to  the  notes,  and 
since  they  never  came  into  the  hands  of  a  purchaser  for  value  and 
without  notice,  they  too  were  worthless. 
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Under  the  agreement  of  June  9,  1921,  Ames  delivered  the  notes 
upon  which  he  had  raised  the  money  not  to  petitioner,  but  to  the 
Publishing  Company.  This  amounted  to  a  release  by  him  to  the 
corporation  of  its  obligation  to  him.  This  obligation  was  to  issue 
him  50  per  cent  of  its  stock.  That  all  this  resulted  in  a  benefit  to 
petitioner  is  more  than  probably  true,  but  benefits  do  not  neces¬ 
sarily  result  in  taxable  gain.  Cf.  Bowers  v.  K erh angh- Empire 
Co .,  271  U.  S.  170.  The  sole  benefit  petitioner  received  was  that 
the  corporation,  of  which  he  was  the  principal  stockholder,  had 
increased  its  assets  by  the  amount  of  $50,000.  This  may  have  in¬ 
creased  the  value  of  his  stock  but  increase  in  the  value  of  stock  is 
not  taxable  gain  until  the  stock  has  been  sold  or  transferred.  Peti¬ 
tioner’s  stock  constituted  a  capital  investment  and  any  increase  in  its 
value  accrued  to  capital  and  was  not  during  the  year  in  question 
severed  therefrom.  See  Eisner  v.  Macomber ,  252  U.  S.  189.  What¬ 
ever  may  have  been  the  benefit,  if  any,  which  petitioner  may  have 
received  from  the  release  to  the  corporation,  we  are  clearly  of  the 
opinion  that  he  did  not  during  the  taxable  year  in  question  realize 
from  such  release  any  taxable  gain. 

Judgment  will  be  entered  under  Rule  50. 


Commonwealth  Federal  Savings  Bank,  Petitioner,  v.  Com¬ 
missioner  of  Internal  Revenue,  Respondent. 

Docket  No.  133S6.  Promulgated  September  21,  1928. 

Where  the  petitioner  in  the  year  1921  charged  off  on  its  books  the 
amount  of  an  investment  in  Imperial  Russian  Government  bonds 
purchased  in  prior  years,  but  did  not  during  the  taxable  year  dis¬ 
pose  of  the  bonds,  and  where  it  appears  that  the  bonds  were  not 
worthless  at  the  close  of  the  taxable  year  but  had  a  readily  realiz¬ 
able  value  of  at  least  10'  per  cent  of  their  cost  to  the  petitioner, 
held,  that  no  deductible  loss  was  sustained. 

J .  A.  Selby,  Esq.,  and  Henry  Ravenel,  Esq.,  for  the  petitioner. 

J.  E.  Marshall,  Esq.,  for  the  respondent. 

A  deficiency  has  been  determined  for  the  calendar  year  1921  in  the 
amount  of  $3,358.08.  The  total  deficiency  results  from  the  disallow¬ 
ance  by  the  Commissioner  of  the  deduction  of  an  amount  claimed  by 
the  petitioner  in  its  income  and  profits-tax  return  for  1921  as  a  debt 
ascertained  to  be  worthless  and  charged  off  during  the  taxable  year. 

FINDINGS  OF  FACT. 

During  the  year  1921  the  petitioner  was  the  owner  of  certain 
Imperial  Russian  Government  bonds  consisting  of  $40,000  par  value 
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of  (jy2  per  cent  bonds  dated  June  18,  1916,  and  due  June  18,  1919, 
and  $11,000  par  value  of  5 y2  per  cent  bonds  dated  December  1,  1916, 
and  due  December  1,  1921.  It  had  purchased  the  0>y2  per  cent  bonds 
on  July  10,  1916,  and  the  5y2  per  cent  bonds  on  May  31,  1917,  at  their 
par  value. 

In  March,  1917,  the  Imperial  Russian  Government  was  overthrown. 
The  Soviet  Government  in  1918  repudiated  certain  financial  obliga¬ 
tions  of  the  Imperial  Russian  Government,  among  which  were  the 
bonds  held  by  the  petitioner  herein.  The  petitioner  last  received 
interest  on  the  6y2  per  cent  bonds  on  January  11,  1919,  and  on  the 
51/2  per  cent  bonds  on  June  6,  1919.  It  has  received  no  further  pay¬ 
ments  of  interest  or  principal  on  any  of  the  bonds  since  the  above 
dates. 

Several  times  during  the  year  1921  the  state  banking  examiner 
for  the  State  of  Michigan  directed  the  petitioner  to  write  off  its 
books  the  above  described  bonds  to  the  full  extent  of  their  par  value. 
In  compliance  with  the  state  banking  examiner’s  instruction  the 
petitioner  charged  the  full  amount  of  the  par  value  of  the  bonds, 
to  wit,  $51,000  to  profit  and  loss  account. 

On  March  10,  1922,  the  state  banking  commissioner  wrote  the 
petitioner  the  following  letter: 

In  order  that  your  records  may  more  clearly  indicate  the  exact  condition 
of  your  institution,  we  desire  to  request  that  a  definite  reserve  be  set  up  for 
your  investment  in  Russian  bonds.  It  is  our  understanding  that  this  reserve 
account  will  carry  a  credit  balance  of  $51,000.00. 

As  of  December  31,  1921,  the  petitioner  set  up  in  its  books  under 
an  account  entitled  “  Reserve  ”  an  item  of  $72,266.97,  of  which  amount 
$61,558.74  was  taken  from  44  Premium  Account  ”  and  $10,708.23  from 
44  Unearned  Discount  on  U.  S.  Bonds.”  It  also  transferred  from  the 
“Reserves”  account  the  item  of  $51,000  which  it  entered  as  of 
December  31,  1921,  in  an  account  entitled  44  Special  Reserve  Ac¬ 
count,”  with  the  following  notation : 

This  account  set  up  to  take  care  of  loss  on  bonds  of  the  Imperial  Russian 
Government 

Pur.  July  10,  1916,  due  June  1919.  Int  Pd  to  Jan.  ’19-40M 
“  May  31,  1917  “  12/1/21  Int  Pd  to  June  1919  11M 
The  above  in  accordance  with  instructions  from  State  Banking  Dept. 

At  the  close  of  the  year  1921  each  class  of  the  above-described 
bonds  was  quoted  on  the  exchange  at  about  10  per  cent  of  their  par 
value. 

During  the  year  1921  all  of  the  bonds  in  question  were  held  by  the 
National  City  Bank  of  New  York  with  which  they  had  been  deposited 
by  the  petitioner  under  an  agreement  referred  to  as  a  44  Certificate- 
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)lders’  Protective  Agreement.”  This  agreement  conferred  a  power 
!  attorney  and  agency  on  a  designated  committee  empowered  to  act 
1  behalf  of  the  petitioner  and  other  owners  of  similar  bonds  in  the 
atter  of  disposing  of  such  bonds  to  the  best  interest  of  the  bond- 
elders,  but  did  not  make  any  guaranty  to  the  petitioner  or  other 
mdholders  for  the  recovery  of  any  amount  whatsoever. 

The  petitioner  kept  its  books  on  the  cash  receipts  and  disburse- 
ents  basis.  In  its  return  for  the  year  1921  it  deducted  as  a  bad 
ibt  loss  the  amount  of  $51,000,  representing  its  total  investment  in 
ie  above-described  bonds. 


opinion. 

Smith:  The  only  allegation  of  error  contained  in  the  original 
Tition  filed  with  the  Board  is  that : 

The  Commissioner  disallowed  as  .a  deduction  from  gross  income  in  computing 
•t  taxable  income  for  the  year  1921  an  amount  of  $51,000  representing  a  loss 
aimed  by  the  taxpayer  corporation  in  its  return  for  the  said  year  as  originally 
ed. 

At  the  hearing  of  this  proceeding  the  petitioner,  by  leave  of  the 
oard,  amended  its  petition  by  adding  the  following  assignment  of 
ror : 

The  Commissioner  erred  in  disallowing  as  a  deduction  from  gross  income,  in 
>mputing  the  net  taxable  income  for  the  year  1921,  an  amount  of  $51,000  repre- 
nting  a  debt  ascertained  to  be  worthless  and  charged  off  within  the  taxable 
±ar. 

It  is  the  petitioner’s  contention  that  it  sustained  a  loss  in  the  year 
921  in  the  amount  of  at  least  the  difference  between  the  cost  to  it  of 
ie  bonds  in  question  and  their  market  value  at  the  close  of  the  year 
921,  and  that  either  under  the  provision  contained  in  the  Revenue 
.ct  of  1921  for  the  deduction  of  “  losses  sustained  ”  or  under  the 
rovision  for  the  deduction  of  “  debts  ascertained  to  be  worthless  ” 
should  be  allowed  to  deduct  its  loss  in  its  income-tax  return  for 
921. 

The  section  of  the  Revenue  Act  of  1921  upon  which  the  petitioner 
elies  reads  in  part  as  follows : 

Sec.  234.  (a)  That  in  computing  the  net  income  of  a  corporation  subject  to 
ie  tax  imposed  by  section  230  there  shall  be  allowed  as  deductions : 

(4)  Losses  sustained  during  the  taxable  year  and  not  compensated  for  by 

isurance  or  otherwise ;  *  *  * 

(5)  Debts  ascertained  to  be  worthless  and  charged  off  within  the  taxable 
ear  (or  in  the  discretion  of  the  Commissioner,  a  reasonable  addition  to  a 
eserve  for  bad  debts)  ;  and  when  satisfied  that  a  debt  is  recoverable  only  in 
art,  the  Commissioner  may  allow  such  debt  to  be  charged  off  in  part. 
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The  petitioner’s  statement  in  its  petition  that  it  relies  upon  sec 
tions  214  (a)  (4)  and  (7)  is  obviously  in  error,  since  section  21 
pertains  to  individuals  and  not  corporations. 

The  facts  in  this  case  do  not  appear  to  differ  in  any  materia 
respect  from  those  in  First  National  Bank  of  St.  Paul ,  10  B.  T.  A.  32 
where  the  petitioner  was  seeking  a  deduction  in  the  year  1921  or 
account  of  an  alleged  loss  on  its  investment  in  Imperial  Russiai 
Government  bonds  similar  to  those  involved  in  the  case  before  us 
We  held  in  that  case  that  an  investment  in  such  bonds  is  not  a  deb 
within  the  meaning  of  the  bad  debt  provision  of  the  Revenue  Act  o 
1921  and  prior  and  subsequent  acts,  and  that  the  loss  sustained  oi 
account  of  such  an  investment  is  not  deductible  under  such  provision 
That  decision,  we  believe,  is  controlling  in  the  case  before  us.  W< 
therefore  need  not  further  consider  whether  the  petitioner  has  com 
plied  with  all  of  the  requirements  of  the  bad  debt  provision  of  the  act 

We  also  held  in  First  National  Bank  of  St.  Paul ,  supra ,  that  tin 
petitioner  could  not  take  a  deduction  on  account  of  a  loss  on  its  invest 
ment  in  the  bonds  under  the  loss  provision  of  the  statute  since  it  hat 
realized  no  loss  on  account  of  its  investment  during  the  taxable  year 
In  the  case  before  us  it  does  not  appear  that  the  petitioner  actualh 
sustained  a  loss  in  the  year  1921  in  respect  of  its  holdings  in  the  bond: 
in  question.  It  did  not  sell  or  otherwise  dispose  of  the  bonds  during 
the  taxable  year  nor  is  there  any  evidence  that  the  bonds  were  noi 
worth  equally  as  much  on  the  market  at  the  beginning  of  the  yeai 
as  at  its  close.  The  mere  fact  that  the  petitioner  deemed  the  bond: 
worthless  and  charged  the  full  amount  of  their  cost  to  profit  and  los* 
account  and  set  up  a  reserve  to  cover  its  theoretical  loss  at  the  clos< 
of  the  year  1921  does  not  establish  that  it  sustained  any  actual  los: 
in  that  year.  The  evidence  further  shows  that  the  bonds  had  a  mar¬ 
ket  value  at  the  close  of  the  year  1921  of  at  least  10  per  cent  of  theii 
face  value.  It  is  not  in  evidence  that  the  bonds  have  ever  been  dis¬ 
posed  of  by  the  petitioner.  We  are  of  the  opinion  that  the  petitionei 
did  not  sustain  any  loss  in  the  year  1921  in  respect  of  its  investment 
in  the  bonds  for  which  the  statute  authorizes  a  deduction  in  comput¬ 
ing  taxable  income.  See  Nem  York  Life  Insurance  Co.  v.  Edward 's. 
271  U.  S.  109;  Corn  Exchange  Bank ,  G  Ik  T.  A.  158;  W.  P.  Davis. 
0  B.  T.  A.  12G7 ;  First  National  Bank  of  St.  Paul ,  supra. 

Judgment  will  he  entered  for  the  respondent. 
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Chicago  Railway  Equipment  Co.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  3984.  Promulgated  September  24,  1928. 

1.  The  March  1,  1913,  value  of  depreciable  property  determined. 

2.  Additional  taxes  due  for  the  years  1917,  1918,  and  1919  are  not 
barred  from  assessment  and  collection  by  any  statutes  of  limitation. 

‘ William  S.  Oppenheimer ,  Esq.,  and  Henry  W.  Price ,  Esq.,  for  tint 

>etitioner. 

L.  G.  Mitchell,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
ncome  and  profits  tax  for  the  calendar  years  1917,  1918,  and  1919 
n  the  respective  amounts  of  $22,337.85,  $85,815.59,  and  $15,609.91. 
This  case  was  originally  heard  by  the  Board  on  February  2,  1926. 
The  assignments  of  error  in  the  petition  upon  which  the  original 
tearing  was  held  wTere : 

(1)  The  Commissioner  has  used  erroneous  values  for  depreciation 

turposes. 

(2)  The  Commissioner  has  allowed  insufficient  depreciation. 

(3)  The  Commissioner  has  denied  deductions  for  bad  debts  ascer- 
ained  to  be  worthless  and  written  off  within  the  taxable  vear. 

The  Board  promulgated  its  findings  of  fact  and  opinion  therein 
n  July  28,  1926,  4  B.  T.  A.  452.  In  that  opinion  the  Board  affirmed 
he  findings  of  the  respondent  save  that  it  held  that  certain  bad 
ebts  aggregating  $33,217.17,  which  the  petitioner  deducted  from  its 
918  income  and  which  the  respondent  had  disallowed  altogether, 
hould  be  deducted  from  the  gross  income  of  1919.  By  an  order 
ntered  November  4,  1926,  and  amended  November  10,  1926,  the 
loard  affirmed  the  respondent’s  determination  of  deficiencies  for 
917  and  1918,  but  reduced  the  deficiency  for  1919  from  $15,609.91 
o  $6,309.16.  The  petitioner  took  an  appeal  to  the  United  States 
Circuit  Court  of  Appeals  for  the  Seventh  Circuit.  That  court 
tated  in  its  opinion,  20  Fed.  (2d)  10: 

Three  matters  are  here  in  issue  on  the  merits;  (a)  Was  the  item  allowed  for 
ad  debts  properly  transferred  from  1918  to  1919?  (b)  Was  there  error  in 

xing  the  value  of  depreciable  property?  (c)  Were  the  rates  of  depreciation 
sed  erroneous? 

In  the  course  of  its  opinion  the  court  stated : 

(c)  Whether  the  depreciation  rates  applied  were  in  any  sense  erroneous, 
nless  possibly  in  the  single  instance  of  giving  the  corrugated  iron  building 
iie  same  rate  as  the  concrete,  is  doubtful.  The  witness  Forward,  who  knew 
mst  about  the  rates,  said  the  item  scheduled  as  “  power  ”  had  a  normal 
seful  life  of  20  years,  and  machinery  of  10  years,  and  they  were  given, 
espectively,  at  5  per  cent,  and  a  10  per  cent.  rate.  He  agreed  to  20  per  cent. 
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for  tbo  automobiles.  Unless  there  is  something  to  contradict  the  I  or  ward  testi¬ 
mony  as  to  the  corrugated  iron  building,  it  would  appear  that  should  have  a 
depreciation  rate  of  5  per  cent.  We  do  not  think  there  should  he  an  increase  of 
r»0  per  cent,  because  of  the  additional  operation  of  machinery  during  the  years 


in  question. 


The  mandate  of  the  higher  court  reads: 


It  is  now  here  ordered  and  adjudged  by  this  court  that  the  order  of  the  said 
United  States  Board  of  Tax  Appeals  entered  November  4,  192G  and  amended 
November  10,  192G  be  and  the  same  is  hereby  reversed ;  and  that  this  cause  be, 
and  the  same  is  hereby  remanded  to  the  said  United  States  Board  of  Tax 
Appeals,  with  direction  to  take  further  evidence,  if  necessary,  on  any  question, 
and  to  fix  the  market  value  as  of  March  1,  1913,  and,  further,  to  base  the 
depreciation  thereon  in  accordance  herewith,  and  to  allow  the  charge-off  of 
bad  accounts  for  the  year  1918. 

On  December  30,  1927,  the  petitioner  filed  with  the  Board  a  motion 
for  “  leave  to  file  a  supplemental  petition  in  this  cause  instanter  and 
to  rule  upon  the  Commissioner  to  answer  the  same.  The  supple¬ 
mental  petition  accompanied  the  motion,  and  is  to  the  effect  that  the 
assessment  and  collection  of  any  deficiencies  in  tax  for  the  years 
1917, 1918,  and  1919  are  barred  by  statutes  of  limitation.  The  motion 
was  granted  by  the  Board  on  January  16,  1928,  and  the  supplemental 
petition  was  filed  as  of  that  date  and  the  respondent  was  given  4. 
da}^s  within  which  to  file  his  answer  to  such  petition.  The  respond 
ent’s  answer  thereto  was  filed  on  I  ebruary  20,  1928. 

Rates  for  depreciation  were  settled  by  the  prior  decision  of  th< 
Board  as  modified  by  the  decision  of  the  court.  They  are : 

Per  cent 

Brick  and  concrete  buildings -  3 

Iron  and  steel  buildings— - -  5 

Power _  ' 

Machinery  and  equipment -  10 

Automobiles _ 

Xo  question  was  raised  as  to  the  correctness  of  the  determinatioi 
of  the  respondent  with  respect  to  the  allowable  depreciation  oi 
patterns.  The  only  questions  relating  to  depreciation  for  adjudica 
tion  at  this  time  are  (1)  the  March  1,  1913,  value  of  depreciable 
properties  and  (2)  the  correct  allocation  between  (a)  power  an< 
(b)  machinery  and  equipment  at  such  basic  date.  The  third  ques 
tion  for  adjudication  is  whether  the  assessment  and  collection  o 
deficiencies  for  the  taxable  years  are  barred  by  statutes  of  limitation 

The  findings  of  fact  hereinafter  stated  are  only  such  as  are  nece? 
sary  to  determine  the  issues  raised  by  this  proceeding. 


FINDINGS  OF  FACT. 


at 


The  petitioner  is  an  Illinois  corporation 
Chicago.  It  was  organized  in  1892  with 


with  its  principal  ofli* 
a  paid-up  cash  capita 
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>f  $30,000  and  succeeded  to  the  business  of  the  National  Hollow 
3rake  Beam  Co.  It  acquired  a  one-story  brick  building  at  4060 
Drinceton  Avenue,  Chicago,  and  gradually  increased  its  plant.  No 
idditional  capital  was  ever  paid  into  the  company.  In  1901  and  1904 
t  constructed  a  plant  consisting  of  buildings  and  machinery  in 
Detroit,  Mich.  Between  that  date  and  1917  certain  additions  and 
•eplacements  were  made  to  that  plant.  In  1905  it  acquired  a  mal- 
eable  iron  foundry  consisting  of  buildings,  machinery,  and  equip¬ 
ment  at  Grand  Rapids,  Mich.,  at  a  cost  of  $62,500.  Between  that 
late  and  1917  certain  additions  and  replacements  were  made  thereto. 
i.t  the  time  this  plant  Avas  purchased  it  was  being  operated  by  a 
reditors  committee.  In  1906  it  acquired  a  similar  malleable  iron 
oundry  which  was  being  operated  at  Marion,  Ind.,  at  a  cost  of 
92,000.  The  Marion  plant  Avas  not  being  operated  successfully  by 
ts  owners  and  Avas  acquired  at  a  bargain  price.  BetAveen  the  date 
f  acquisition  and  1917  considerable  additions  and  replacements  were 
iade  to  that  plant.  In  1907  it  constructed  what  is  now  its  principal 
ffice  building,  a  brake  beam  plant,  at  46th  and  Robey  Streets, 
diicago,  and  installed  therein  certain  machinery.  In  1908,  the 
ietitioner  owned  plants  at  Chicago,  Grand  Rapids  and  Detroit, 
lich.,  Marion,  Ind.,  and  Jersey  City,  N.  J.  It  had  appraisals  made 
f  these  plants  by  the  American  Appraisal  Co.  on  the  dates  follow- 

ig: 

Jersey  City - April  25,  1904 

Detroit - Feb.  11,  1907 

Grand  Rapids,  Midi- _ Dec.  12,  1907 

Marion,  Ind - Dec.  17,  1908 

The  petitioner’s  books  of  account  at  the  beginning  of  1908  reflected 
te  actual  cost  of  the  construction  and  acquisition  of  its  A^arious 
roperties.  The  appraisals  made  of  the  properties  showed  values 
l  excess  of  cost  and  the  book  A-alues  of  the  plants  Avere  increased 
t  December  31,  1908,  to  accord  with  the  appraisals,  the  increase  in 
alue  of  the  several  plants  written  upon  the  books  at  that  time  being 
3  follows: 


Grand  Rapids  plant - $80,683.02 

Marion,  Ind.,  plant -  70,  624.  32 

Jersey  City  plant -  12,  724.  57 

Detroit,  Mich.,  plant -  21,  765.  92 


Total  increased  value  of  tangible  property _  185,  797.  83 


The  petitioner’s  books  of  account  were  audited  annually  during 
ie  years  1908  to  1913,  inclusive,  by  Price,  Waterhouse  &  Co.,  and 
ie  financial  transactions  of  the  petitioner,  including  acquisitions  of 
ew  plants  and  proper  amounts  for  depreciation,  are  shown  in  the 
bnual  audits  made.  In  1912,  the  petitioner  acquired  a  rolling  mill 
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plant  together  with  machinery  at  Franklin,  Pa.,  at  a  cost  of 
$175,000.  The  plant  at  the  time  was  in  the  hands  of  a  receiver  and 
was  acquired  at  a  bargain  price.  The  petitioner  had  an  appraisal 
made  of  this  property  by  the  American  Appraisal  Co.  in  1912,  and 
the  value  of  the  plant  at  December  31,  1912,  was  written  up  on  its 
books  of  account  to  the  extent  of  $148,244.09  in  excess  of  cost.  The 
petitioner’s  balance  sheet,  as  audited  by  Price,  A  aterhouse  &  Co., 
at  December  31,  1912,  shows  as  follows: 


ASSETS 


Property  account: 

Real  estate,  buildings,  machinery — riant  and  equipment  at  Chicago, 
Marion,  Grand  Rapids,  and  Detroit  based  on  Reproductive  Values 
furnished  in  the  years  1007  and  1908  by  the  American  Appraisal 
Company,  with  Expenditures  added  since  for  all  Properties  except 
the  Chicago  riant,  which  is  stated  at  Cost  to  date — 

Balance  at  December  31,  1911 - $1,374,299.23 

Add — Additional  Properties  ac¬ 
quired  as  at  June  30,  1912,  as 
valued  by  American  Appraisal 
Company  in  1909,  plus  Ex¬ 
penditures  added  since — less 
Properties  sold  during  the  year_  274,  354.  62 
Additional  Expenditures  to  all 

Properties  during  the  year -  77,681.52 

-  $1,  726,  335.  37 


Good  Will  and  Patents — 

Balance  at  December  31,  1911 —  $770,351.61 

Expended  on  New  Patents,  etc —  690.  08 

-  773.  041.  69 


Current  assets  (at  Chicago,  Detroit,  Grand  Rapids,  Marion, 
Franklin  and  Montreal)  : 

Inventories  of  Raw  Materials,  Supplies,  and  Finished 


Products - 1 — f - $804,  958.  27 

Investments _ _ _ _ _  19,  285.  00 

Accounts  and  Bills  Receivable -  543,  137.  34 


Cash  on  hand,  in  banks,  and  on  Special  Deposit -  190,  393.  88 


Total  Current  Assets _ 

Deferred  charges  to  future  operations 


1.  557,  774.  4 
1 , 759.  2 


$4.  058.  910.  7 


LIABILITIES 

Capital  liabilities : 

Capital  Stock — 

Authorized  :  25,000  Shares  of  $100.00  each - $2,  500,  000.  00 

Less — 

In  Treasury — 

140  Shares  of  $100.00 

each _ $14.  000.  00 

Held  for  Exchange  for 

Shares  of  $10.00 

each _  14,600.00 

_  28.  600.  00 


1,460  Shares  of  $10.00  each  not  yet  Exchanged 
for  Shares  of  $100.00  each - 


2.  471.  400.  00 


14.  600.  00 


$2,  486,000.  •' 


Current  liabilities: 

Bills  Payable - 

Trade  Liabilities  and  Miscellaneous  Accrued  Items - 


300,  000.  00 
255.  537.  87 


550.  537.  * 
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eserves: 

For  Contingencies -  $10,000.00 

For  Possible  Shrinkage  in  Inventory  Valuations _  25,  000.  00 

For  Depreciation  and  Accruing  Re¬ 
newals — 


Balance  at  Jan.  1,  1912 _ $176,  950.  56 

Add — Depreciation  on  new  Proper¬ 
ties  accrued  to  date  of  acquisition.  47,  618.  66 
Appropriated  from  Earnings  for  the 

year - i -  50,  000.  00 

Other  Accretions -  1,  716.  58 

«  - 

276,  285.  80 

Less — Expenditures  Charged  off _  8,  116.  48 

- -  268,  169.  32 

General  Reserve  transferred  from  Surplus _  500,  000.  00 

- $S03,  169.  32 

Surplus  as  per  Exhibit  Il-a _  214,  203.  57 

4,  058,  910.  76 

A  detail  of  this  balance  sheet  shows : 


Buildings 

Machinery, 
plant,  and 
loose  equip¬ 
ment 

hicago . . . . . 

$246, 163. 40 
46,  596.  34 
168,  290.  14 
113,641.54 
145,  822.  23 

$138, 030.  50 
101,963.  26 
103,  405.  46 
158,  629.  16 
183,  357.  14 

etroit . . . . 

arion.. . . . 

rand  Rapids . . . 

•anklin . . . 

Total. _ _ _ _ 

720,  513.  65 

685,  385. 53 

In  addition  to  the  foregoing,  the  petitioner  had  depreciable  prop- 
rties  at  December  31,  1912,  as  follows: 


Montreal -  $200.  00 

Automobiles -  3,  345.  00 

Patterns -  43,665.09 

Office  furniture _ 12,  821.  35 


Subsequent  to  March  1,  1913,  the  petitioner  had  reproductive  ap- 
raisals  made  by  Coats  &  Burchard  Co.  as  follows : 


Date 

Amount 

arion  Malleable  Iron  Works.. 

Feb.  1, 1916 
Dec.  21, 1915 
Jan.  18, 1916 
Dec.  31,1915 
Nov.  27,  1915 
Dec.  31,1915 

$333,  455.  38 
354,  814.  07 
156, 185.  39 
344,  600.  77 
493,  885.  89 
37,  942.  97 

rand  Rapids  Malleable  Works  plant 

etroit  Forge  plant _ 

ant  Forty-sixth  and  Robey  Streets,  Chicago  .. 

anklin  Steel  Works  plant. 

inceton  Avenue  plant,  Chicago. . 

Total.  . . 

1,720, 884.  47 

- 

The  basis  of  said  reproductive  appraisals  was  “  present  current 
rices,  except  where  otherwise  noted,  said  prices  being  latest  quoted 
t  the  date  of  making  this  appraisal.”  In  the  making  of  these 
ppraisals  no  deduction  was  made  for  depreciation  from  the  date  of 
‘quisition  to  the  date  of  the  appraisal.  The  reproductive  values 
present  the  estimated  cost  of  reproducing  the  properties  new  on 
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the  respective  dates  of  the  appraisals.  For  the  purpose  of  deter¬ 
mining  the  insurable  value  of  the  Princeton  Avenue  plant  of  the 
petitioner,  appraised  on  December  31,  1915,  at  $37,942.97,  the  ap¬ 
praisers  determined  depreciation  amounting  to  $9,752.67,  leaving  the 
insurable  value  $28,190.30.  The  main  plant  had  been  built  for  a 
period  of  about  22  years  and  depreciation  was  computed  at  the  rate 


of  approximately  ly  per  cent  per  annum. 

The  aggregate  book  value  of  petitioner’s 
December  31,  1912,  was  as  follows: 


depreciable  assets 


at 


Buildings _  $720,  513.  65 

Machinery,  plant  and  loose  equipment -  685,  385.  53 

Montreal  property -  200.  00 

Automobiles - 3,  345.  00 

Patterns _  43,  665.  09 

Office  furniture -  42,  821.  35 


Total _  1,465,830.62 

Less  depreciation  reserve -  268, 169.  32 


Balance 


$1, 197,  761.  30 


The  exact  amounts  as  of  December  31,  1916,  on  which  depreciation 
was  allowed  by  the  respondent  were  as  follows : 


Buildings _  $547,824.17 

Power _  355,  0o4.  00 

Machinery  and  tools -  416,  330.  49 

Automobiles -  3,  235.  79 

Patterns _  56,  589.  60 


Total _ $1,384,034.11 

Additions  and  deductions  from  depreciable  assets  between  19b 
and  1916  were  as  follows: 

Additions 

1913  _ $64,  512.  30 

1914  _  246,  223.  68 

1915  _  15,  399.  77 

191  q _  59,  300.  30 

Total  additions -  385,  436.  05 

Deductions  resulting  from  fire  in  the  Franklin  plant  in 

1913 _ _ _ _  131,  276.  34 

Net  additions _  254, 159.  71 


The  net  additions  of  $254,159.71  subtracted  from  respondent’s  valui 
on  December  31,  1916,  leaves  $1,129,884.40  as  the  respondent’s  basil 
value  of  depreciable  assets  on  March  1,  1913. 

The  wholesale  prices  of  metals  and  metal  products  and  buildin< 
materials  in  1907,  1908,  and  1912  upon  which  dates  appraisals  o 
petitioner’s  properties  were  made  by  the  American  Appraisal  Co. 
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md  the  resultant  values  thereof  placed  upon  the  petitioner’s  books 
)f  account  were  approximately  the  same  or  above  such  prices  in 
[913.  The  prices  of  the  same  products  and  materials  in  1915  were 
dso  substantially  the  same  as  such  prices  in  1907,  1908,  1912,  and 
[913. 

The  petitioner’s  shares  of  stock  were  listed  on  the  St.  Louis  Stock 
Sxchange.  The  records  of  the  exchange  show  that  the  stock  was  sold 
n  1913  at  approximately  $85  per  share.  The  book  value  of  the 
lock  at  December  31,  1912,  after  the  inclusion  in  assets  of  $773,041.69 
or  good  will  and  patents,  was  $128.79  per  share.  Prior  to  1916  the 
hares  of  stock  never  sold  above  $91  per  share  and  in  1910  and  again 
n  1915  sold  as  low  as  $75  per  share. 

The  net  profits  realized  by  the  petitioner  from  1908  to  1913  were 
is  follows : 


1908  _ $19,241.91 

1909  -  193,462.27 

1910  -  295,214.02 

1911  -  108,165.60 

1912  - 312,751.42 


Total -  928,835.22 

Average -  185,  767.  04 

1913 -  404,  717. 11 

Net  earnings  for  subsequent  years  were : 

1914  - $88,335.38 

1915  -  216,058.12 

1916  -  628,626.68 

1917  - 812,111.75 

1918  -  622,793.12 

1919  -  843,983.11 

1920  -  991,752.84 


The  Jersey  City  plant  owned  by  the  petitioner  was  sold  in  that 
ear  for  $54,845.  The  appraised  value  of  that  plant  was  $79,580.75. 
Expenses  incident  to  that  sale  were  $6,069.38.  Machinery  to  the 
xtent  of  $6,341  was  not  included  in  the  sale.  If  the  depreciation 
Pplied  through  1909,  1910,  1911,  and  1912  by  the  petitioner,  approxi¬ 
mately  2  per  cent  on  buildings  and  6  per  cent  on  machinery,  were 
o  be  applied  to  these  assets,  the  total  depreciation  was  $8,375.78.  The 
omputation  showing  the  difference  between  the  appraised  value  and 


he  price  realized  is  as  follows : 

ppraised  value  at  time  of  sale _ $79,  580.  75 

ess  machinery  removed _  6,  341.  00 

Remaining  appraised  value _  73,  239.  75 

ess  depreciation _  8,  375.  78 

Appraised  value  of  property  sold____ _  64,  863.  97 

rice  realized -  54,845.00 

Difference -  10,  018.  97 
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The  price  realized  on  the  sale  of  this  property  a  short  time  prior 
to  March  1,  1913,  was  15.4  per  cent  less  than  the  appraised  value. 

In  May,  1913,  the  Franklin,  Pa.,  plant  of  the  petitioner  was  about 
75  per  cent  destroyed  by  fire.  The  book  value  of  the  property  de¬ 
stroyed,  which  was  the  same  as  the  appraisal  value,  was  $179,599.48 
The  depreciation  on  this  property  was  $24,315.74,  leaving  a  net  ap 
praisal  value  of  $155,283.74.  The  book  value  of  the  items  salvaged 
was  $40,990  leaving  the  appraisal  or  book  value  of  the  property  de 
stroyed  $114,293.74.  The  insurance  received  from  a  settlement  witl 
the  fire  insurance  companies  was  $111,342. 2<.  Ihis  amount  aa as  piac 
tically  3  per  cent  less  than  the  appraisal  value  shown  by  the  peti 
tioner’s  books  of  account. 

The  fair  market  value  of  the  petitioner's  depreciable  assets  a 
March  1,  1913,  was  as  follows: 


Buildings - — 

Machinery,  plant,  and  loose  equipment 

Montreal  property - 

Automobiles  — - - 

Patterns - - 

Office  furniture - 


860S,  498.  24 
461,  354.  72 
200.  00 
3,  345.  00 
43.  665.  09 
12,  S21.  35 


Total 


1, 129.  SS4.  40 


The  respondent  used  a  December  31,  1916,  value  of  depreciable  as 
sets  referred  to  as  “  power  ”  of  $355,054.06  and  a  corresponding  vain 
for  “  machinery  and  tools  ’  of  $416,320.49.  The  book  value  of  thes> 
two  classes  of  assets  on  December  31,  1912,  Avas  $685,385.53  les 
$186,964.28  depreciation  accrued  thereon,  or  a  net  amount  of  $498. 
421.25.  The  power  plant  is  depreciable  at  the  rate  of  5  per  cent  pe 
annum  and  the  machinery  and  tools  at  10  per  cent  per  annum. 

The  classifications  of  assets  shown  by  the  Coats  &  Burchard  Cc 
appraisals  covering  all  properties  are  as  folloAvs: 


Assets 

Amount 

Assets 

Amount 

Building  materials . . 

Electric  lighting  systems . . 

Pipe  and  fittings: 

Steam . . . 

Water . 

Plumbing  and  sewerage . 

Steam  mechanical . 

Air . 

$732,078.79  i 
15,624.69 

28, 089.41 
22, 006.  50 
14,  274.  10 
23,  983. 80 

4,  533.  70 

1,  234.  31 
433. 13 

6,  298.  73 

444. 11 

183. 11 
11, 102.81 

6,594.41 
375, 072.  02 
17, 956.  57 

Shafting . . . . 

Pulleys . 

Belting . 

Tools  and  miscellaneous  equipment.. 

Rolls  (Franklin  plant) . 

Cranes  and  hoists . . . 

Furnaces  and  forges - - r  — 

Railroad  tracks  inside  and  outside 
plants . 

$1,202. 
3, 574. 
13, 219. 
34, 613. 
54,385.1 
35, 870. 
130, 551. 

31,905. 
25, 839. 
25, 216. 
18, 233. 
10,411. 
35.092. 
40, 857. 

Paint . - . 

Exhaust  and  blower - - - 

Lubricating  oil . 

Fuel  oil . 

Electric  power  circuit . 

Trucks,  barrows,  and  scales . 

Office  and  factory  furniture . 

Foundry  equipment . 

Core  room  equipment . 

Flasks . 

Miscellaneous . 

Machinery . 

Machinery  not  in  use . 

Total . 

1,720,884. 

These  figures  represent  the  estimated  cost  of  reproducing  in  a  ne> 
condition  the  depreciable  assets  on  hand  at  the  dates  of  the  appraisal 
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n  1915  and  1916.  The  cost  of  net  additions  to  these  classes  of  de- 
>reciable  assets  during  the  years  1913,  1914,  and  1915  was  $194,859.41 
rhich  amount  deducted  from  $1,720,884.47  leaves  $1,526,025.06  as  the 
stimated  cost  of  reproducing  in  a  new  condition  the  depreciable 
ssets  on  hand  December  31,  1912. 

Petitioner’s  income-tax  return  for  1917  was  filed  on  March  28, 
918;  that  for  1918  on  June  16,  1919;  and  that  for  1919  on  March  15, 
920.  The  deficiency  notice  for  the  years  1917,  1918,  and  1919  was 
nailed  to  the  petitioner  on  March  14,  1925,  and  petitioner’s  appeal 
vas  filed  with  this  Board  on  May  6,  1925.  On  December  7,  1925.  the 
Solicitor  of  Internal  Revenue  sent  the  petitioner  a  letter  requesting 
he  execution  of  a  waiver  on  the  form  enclosed  reading  as  follows : 

It  appears  from  the  records  of  this  office  that  you  have  filed  an  appeal  with 
he  United  States  Board  of  Tax  Appeals,  protesting  the  assessment  of  addi- 
ional  taxes  for  the  years  1917.  1918  and  1919,  and  as  it  is  impossible  at  this 
ime  to  determine  whether  the  case  will  be  disposed  of  by  the  Board  prior  to 
he  expiration  of  the  period  of  your  waiver,  you  are  requested  to  execute  in 
uplicate  and  to  return  to  this  office  at  once  the  enclosed  waiver  forms. 

If  the  waiver  forms  are  not  executed  and  returned  to  this  office  immediately, 
he  Commissioner  may  find  it  necessary  to  make  assessment  of  the  proposed 
eficiency  under  the  provisions  of  Section  274(d)  of  the  Revenue  Act  of  1924. 
f  such  action  be  necessary  the  collection  of  the  amount  of  the  assessment,  or  so 
auch  thereof  as  may  be  in  controversy,  might  thereafter  be  stayed,  pending 
inal  determination  of  your  appeal  by  the  Board,  upon  the  filing  of  a  claim  for 
batement,  accompanied  by  a  bond,  pursuant  to  the  provisions  of  Section  279(a) 
f  the  Revenue  Act  of  1924. 

In  replying  to  this  letter  please  refer  to  SOL :  A. 

Upon  receipt  of  this  letter  the  petitioner  executed  and  forwarded 
o  the  Commissioner  an  “Income  and  Profits  Tax  Waiver  for  the 
axable  years  ended  prior  to  January  1,  1922,”  dated  December  10, 
925,  and  reading  as  follows : 

Chicago,  December  10,  1925. 

In  pursuance  of  the  provisions  of  existing  Internal  Revenue  Laws  Chicago 
tailway  Equipment  Co.,  a  taxpayer  of  1928  West  46th  Street,  Chicago,  Ill.,  and 
he  Commissioner  of  Internal  Revenue  hereby  waive  the  time  prescribed  by  law 
or  making  any  assessment  of  the  amount  of  income,  excess-profits,  or  war- 
>rofits  taxes  due  under  any  return  made  by  or  on  behalf  of  said  taxpayer  for 
he  year  (or  years)  1917,  1918  and  1919  under  existing  revenue  acts,  or  under 
trior  revenue  acts. 

This  waiver  of  the  time  for  making  any  assessment  as  aforesaid  shall  remain 
n  effect  until  December  31,  1926,  and  :  hall  then  expire  except  that  if  a  notice  of 
i  deficiency  in  tax  is  sent  to  said  taxpayer  by  registered  mail  before  said  date 
md  (1)  no  appeal  is  filed  therefrom  with  the  United  States  Board  of  Tav 
Appeals  then  said  date  shall  be  extended  sixty  days,  or  (2)  if  an  appeal  is 
iled  with  said  Board  then  said  date  shall  be  extended  by  the  number  of  days 
tetween  the  date  of  mailing  of  ;  aid  notice  of  deficiency  and  the  date  of  final 
lecision  by  said  Board. 

Chicago  Railway  Equipment  Co. 
(Signed)  E.  T.  Walkek,  Secretary. 
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This  consent  was  duly  executed  by  the  petitioner  under  its  cor¬ 
porate  seal  and  was  accepted  by  the  Commissioner,  his  signature 
being  duly  affixed  thereto.  No  subsequent  consent  or  waiver  was  filec 
by  the  petitioner  and  no  notice  of  any  deficiency  for  the  years  1917 
1918,  and  1919,  or  any  of  such  years,  has  since  the  10th  day  oi 
December,  1925,  been  sent  to  the  petitioner. 

OPINION. 

Smith  :  Some  of  the  issues  originally  raised  by  the  petitioner  hav( 
been  settled  by  the  decision  of  the  Board  reported  in  4  B.  T.  A.  452 
and  by  the  decision  of  the  United  States  Circuit  Court  of  Appeal 
for  the  Seventh  Circuit  in  Chicago  Raihoay  Equipment  Co.  v.  Blair 
20  Fed.  (2d)  10;  Am.  Fed.  Tax.  Rep.  6817.  The  order  of  the  Boan 
entered  November  4,  1926,  and  amended  November  10,  1926,  was 
reversed  by  the  Circuit  Court  of  Appeals  and  remanded  to  this 
Board  “  with  direction  to  take  further  evidence,  if  necessary,  on  am 
question,  and  to  fix  the  market  value  as  of  March  1,  1913,  and  fur 
ther,  to  base  the  depreciation  thereon  in  accordance  herewith,  anc 
to  allow  the  charge-off  of  bad  accounts  for  the  year  1918.”  One  o: 
the  questions  originally  raised  was  the  proper  allowances  for  depre 
ciation  deductible  from  gross  income  in  the  petitioner's  tax  return: 
for  1917,  1918,  and  1919.  The  rates  at  which  depreciation  should  b 
computed  have  been  settled.  No  question  has  been  raised  as  to  thi 
correctness  of  the  respondent’s  determination  of  net  additions  t- 
depreciable  properties  for  the  period  subsequent  to  March  1,  1913 
The  only  issues  before  the  Board  relating  to  depreciation  are  (1)  tin 
March  1,  1913,  value  of  depreciable  properties  of  the  petitioner,  an< 
(2)  the  proper  segregation  of  depreciable  assets  into  (a)  power  an< 
(b)  machinery  and  equipment.  By  a  supplemental  petition,  allows 
to  be  filed  by  the  Board  in  an  order  entered  January  6,  1928.  th< 
petitioner  alleges  that  the  assessment  and  collection  of  any  defi 
ciencies  for  the  years  1917,  1918,  and  1919  are  barred  bv  statutes  o 
limitation. 

The  Board  assumes  that  under  the  mandate  of  the  Circuit  Com 
of  Appeals  it  has  jurisdiction  to  consider  the  question  raised  in  tin 
supplemental  petition.  In  Foster  on  Federal  Practice,  vol.  4,  6tl 
Ed.,  sec.  712,  it  is  stated : 

*  *  *  Where  a  decree  is  reversed  with  a  procedendo  or  directions  tha 

further  proceedings  be  had  in  a  conformity  with,  or  not  inconsistent  with  th 
opinion  of  the  appellate  court,  or  a  new  trial  is  ordered ;  the  court  of  firs 
instance  has  plenary  authority  to  allow  amendments,  consolidation  witl 
another  case,  and  further  proof,  except  in  so  far  as  the  opinion  or  mandab 
specifically  forbids.  Although  the  mandate  contains  no  direction  for  a  nev 
trial,  it  seems  that  a  new  trial  may  be  ordered  when  there  is  a  provision  for  : 
procedendo.  The  mandate  must  be  interpreted  according  to  its  subject-matter 
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:  d  tlie  decree  of  the  court  below  as  well  as  that  of  the  appellate  court  may  be 
Ken  into  consideration  in  the  interpretation  thereof.  (Numerous  cases  cited.) 

In  Rio  Grande  Daw  &  I  wig  at  ion  Co.  v.  United  States ,  215  U.  S. 
;  6,  it  was  held  that,  where  a  ease  is  opened,  further  evidence  may  be 
jodueed,  it  is  also  open  for  the  amendment  of  the  original  pleadings 
(  for  additional  pleadings  appropriate  to  the  issues;  and  permission 
r  the  lower  court  to  tile  such  supplemental  complaint  is  not  incon- 
Gtent  with  the  mandate  of  the  Supreme  Court  remanding  the  case 
th  directions  to  grant  leave  to  both  sides  to  adduce  further  evi- 
.  nee.  In  Hawkins  v.  Cleveland ,  C.,  C.  cb  St.  L.  Ry.  Co.  (C.  C.  A. 
h.  Cir.),  99  Fed.  322,  324,  it  was  held : 


*  *  *  In  the  present  case  the  decree  below  was  reversed,  bui,  instead  of 

;  direction  for  the  entry  of  any  particular  decree,  the  mandate  was,  as  stated, 
lit  further  proceedings  should  be  had,  not  inconsistent  with  the  opinion  of 
■as  court.  The  effect  was  to  put  the  case  in  the  same  posture  as  if  no  decree 
Id  ever  been  entered,  and  in  that  situation  the  court  had  the  same  authority 
t  permit  an  amendment  of  the  petition  or  bill  of  the  appellee  for  the  purpose 
<  enlarging  the  issue  and  of  admitting  further  proofs  as  it  had  before  the 
dry  of  the  reversed  decree.  The  case  of  In  re  Sanford  Fork  &  Tool  Co.,  160 
I  S.  247,  16  Sup.  Ct.  291,  40  L.  Ed.  414.  affords  an  apt  precedent. 

Oounsel  for  the  appellant  have  urged  that  in  this  instance  it  would  be 
i  iquitable  to  permit  a  change  in  the  issues,  but  in  the  first  instance,  at  least, 
i  it  is  a  question  for  the  circuit  court.  *  *  * 


1.  The  main  issue  relates  to  the  March  1,  1913,  value  of  petitioner’s 
t  preciable  properties.  The  exact  amounts  as  of  December  31,  1916, 
which  depreciation  was  allowed  by  the  respondent  have  been 
forth  in  the  findings  of  fact  and  total  $1,384,034.11.  Between 
;arch  1,  1913,  and  December  31,  1916,  additions  had  been  made  to 
te  petitioner’s  depreciable  properties  in  the  net  amount  of  $254,- 
9.71.  This  amount  subtracted  from  the  respondent’s  value  on 
hcember  31,  1916,  leaves  $1,129,884.40  as  the  respondent’s  basic 
■  lue  of  depreciable  assets  on  March  1,  1913.  The  book  value  of  the 
1  preciable  assets  of  the  petitioner  on  December  31,  1912,  less  the 
nerve  for  depreciation  chargeable  against  such  book  value,  was 
,197,761.30.  It  will  thus  be  seen  that  the  petitioner’s  book  values 
;  March  1,  1913,  and  the  values  used  by  the  respondent  as  a  basis 
k  the  computation  of  allowable  depreciation  for  the  taxable  years 
re  approximately  the  same.  In  the  former  opinion  of  the  Board, 
B.  T.  A.  452,  it  was  stated  that  the  Commissioner : 


*  *  Computed  the  allowance  for  exhaustion,  wear  and  tear  of  the 

Hidings,  machinery  and  equipment  upon  the  basis  of  undepreciated  cost  on 
hrch  1,  1913,  plus  the  cost  of  additions  since  that  time,  as  representing,  in 
'  ‘  absence  of  better  evidence,  the  fair  market  price,  or  values  on  March 

1 1913.  *  *  * 


The  basis  for  this  statement  was  the  deficiency  notice  sent  to  the 
ititioner  advising  it  of  deficiencies  for  the  years  1917,  1918,  and 
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1919.  Upon  the  second  hearing  of  this  case  evidence  was  adduced 
to  show  that  the  March  1,  1913,  values  used  by  the  respondent  were 
greatly  in  excess  of  the  cost  of  the  depreciable  properties  to  the  peti¬ 
tioner.  The  petitioner’s  plants  had  been  appraised  at  sundry  times 
prior  to  March  1,  1913,  and  the  book  values  theretofore  carried  at 
cost  had  been  stepped  up  to  accord  with  the  appraisals.  The  book 
values  of  the  petitioner’s  plants  located  at  Grand  Rapids  and  Detroit. 
Mich.,  Marion,  Inch,  and  Jersey  City,  N.  J.,  were  stepped  up  at  the 
close  of  1908  to  the  extent  of  $185,797.83  to  accord  with  appraisals 
of  properties  which  had  been  made.  The  petitioner’s  auditor  ad¬ 
mitted  that  these  increases  in  book  values  increased  the  book  value 
over  cost  to  the  amount  stated.  An  appraisal  was  made  of  the 
Franklin  plant  in  1912,  shortly  after  its  acquisition,  and  the  book 
value  was  increased  over  cost  to  accord  with  the  appraisal  to  the 
extent  of  $148,244.09.  The  record  shows  that  the  costs  of  peti¬ 
tioner’s  plants  were  accurate^  reflected  by  the  petitioner’s  books  of 
account  except  where  they  had  been  increased  as  a  result  of  appraisals. 
Depreciation  had  been  charged  off  in  amounts  approved  by  the  com¬ 
pany's  auditors. 

The  petitioner  contends  that  the  March  1,  1913,  value  of  its  depre 
ciable  assets  was  $1,530,323  and  that  they  were  classified  as  follows 


Franklin,  Pennsylvania  Plant : 

Buildings _  $78,  4S9.  00 

Power  Plant _  41,920.00 

Machinery  and  Equipment -  251,  956.  00 


Total _ $372,  365.  00 

Marion,  Indiana  Plant : 

Buildings _ $154,  4S1.  00 

Power  Plant _  3.  225.  00 

Machinery  and  Equipment _  142,  404.  00 


Total _ $300,110.00 

Grand  Rapids,  Michigan  Plant : 

Buildings _ $139,  236.  00 

Power  Plant _  16,  448.  00 

Machinery  and  Equipment _  170,  866.  00 


Total _ $326,  550.  00 

Chicago  Plant: 

Buildings _ $217.  364.  00 

Power  Plant _  15,  916.  00 

Machinery  and  Equipment -  147,  S33.  00 


Total _ $381, 113.  00 

Detroit,  Michigan  Plant: 

Buildings _  $49,  937.  00 

Power  Plant _  9.  857.  00 

Machinery  and  Equipment _  96,  391.  00 


Total _ $156, 185.  00 
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This  amount  is  exclusive  of  patterns  and  automobiles.  These 
re  the  values  claimed  by  the  president  of  the  petitioner  to  represent 
he  fair  market  values. 

Although  based  upon  the  Coats  &  Burchard  Co.  appraisals  as  of 
915  and  1916,  the  amounts  claimed  by  the  petitioner  as  the  fair 
aarket  values  of  depreciable  assets  on  March  1,  1913,  are  in  excess 
f  the  estimated  cost  of  reproducing  the  properties  new  on  March  1, 
913,  allowance  being  made  for  net  additions  to  depreciable  assets 
luring  the  years  1913,  1914,  and  1915.  As  shown  by  the  findings  of 
act  the  cost  of  reproducing  the  properties  new  on  December  31,  1912 
based  on  the  Coats  &  Burchard  Co.  appraisals)  was  $1,526,025.06, 
whereas  the  petitioner’s  officers  claim  that  those  values  were 
11,536,323. 

That  the  Coats  &  Burchard  Co.  appraisals  represent  not  the  fair 
aarket  values  of  the  petitioner’s  depreciable  assets  at  the  dates  of  the 
ppraisals  but  the  estimated  cost  of  reproducing  the  properties  in  a 
iew  condition  on  those  dates,  is  conclusively  proven  by  the  testimony 
>f  the  petitioner’s  auditor  Forward.  Upon  the  first  hearing  of  this 
ase  he  was  asked : 

Q.  Is  it  a  fact  that  the  reproductive  values  which  they  [Coats  &  Burchard 
}o.]  found  make  allowance  for  depreciation? 

A.  No,  sir ;  the  depreciated  values  are  stated  separately. 

Q.  Have  you  testified  heretofore  as  to  the  depreciated  values  wli.cli  that 
ompany  found? 

A.  I  gave  yesterday — well,  to  answer  your  question  directly,  no,  sir. 

Q.  All  the  testimony  you  have  given  heretofore  relates  to  retroactive  [repro¬ 
ductive]  values? 

A.  Yes,  sir ;  and  I  gave  my  own  opinion  of  all  of  what  the  depreciation  was 
n  those  plants  on  March  1,  1913. 

It  appears  from  other  testimony  of  the  witness  Forward  that 
loats  &  Burchard  Co.  prepared  in  connection  with  their  reproductive 
ippraisals  depreciation  schedules  which  might,  if  they  had  been 
iffered  in  evidence,  have  afforded  a  satisfactory  basis  for  determin- 
ng  the  fair  market  values  on  March  1,  1913.  The  auditor  admitted 
hat  such  depreciation  schedules  had  been  prepared  by  the  Coats  & 
3urchard  Co.  He  testified  at  the  first  hearing  that  he  had  left  the 
lepreciation  schedules  prepared  by  the  Coats  &  Burchard  Co.  “  over 
it  the  hotel.”  They  have  never  been  offered  in  evidence.  It  thus 
ippears  that  the  Coats  &  Burchard  Co.  appraisals  offered  in  evi- 
lence  are  incomplete.  The  portions  offered  do  not  purport  to  give 
:air  market  values  of  assets  in  their  then  condition  at  the  dates  of 
he  appraisals.  Forward  estimated  that  the  depreciation  which  had 
iccrued  on  brick  buildings  on  March  1,  1913,  was,  in  round  numbers, 
>41,000;  on  iron  and  steel  buildings,  $2,000;  on  power  $11,000;  and 
>n  equipment  $77,000.  Nevertheless,  in  making  their  estimates  of 
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fair  market  values  at  the  basic  date,  the  petitioner’s  witnesses  took 
no  account  of  depreciation  which  had  accrued  upon  the  assets. 

Manifestly,  the  great  bulk  of  the  petitioner’s  assets  on  hand  oh 
March  1,  1913,  had  suffered  depreciation.  Some  of  them  had  been 
owned  for  many  years  and  the  depreciation  claimed  to  have  been 
sustained  upon  them  during  the  taxable  years  runs  to  large  figures. 
In  the  light  of  the  fact  that  depreciation  has  not  been  taken  into 
account  by  the  petitioner's  witnesses  in  determining  the  fair  market 
value  on  March  1,  1913,  we  can  not  accept  the  petitioner’s  estimates 
of  value  as  reflecting  the  fair  market  value.  The  Coats  &  Burcliard 
Co.  appraisals  do  not  support  the  contentions  of  the  petitioner. 

In  the  second  hearing  of  this  case  the  evidence  as  to  actual  market 
values  on  March  1,  1913,  covered  a  broader  field  and  was  much  more 
complete  than  the  evidence  offered  at  the  first  hearing.  The  Board, 
at  this  time,  in  addition  to  the  reproductive  appraisals  and  the  gen¬ 
eral  endorsement  thereof  by  corporate  officers,  now  has  before  it 
evidence  of  earnings  before  and  after  1913,  of  the  prices  at  which 
shares  of  stock  were  sold  for  a  period  of  years  prior  to  1916,  of 
reproductive  appraisals  in  existence  in  1913,  and  of  a  sale  of  a  portion 
of  a  plant  in  1912.  This  additional  evidence,  as  shown  by  the  find¬ 
ings  of  fact,  supports  (lie  substantial  correctness  of  the  determinations 
of  values  of  the  petitioner’s  assets  made  by  the  respondent  at  the  basic 
date,  March  1,  1913. 

The  book  value  of  depreciable  assets  at  December  31,  1912,  was 
$1,197,761.30.  The  fair  market  value  used  by  the  respondent  for 
such  assets  on  March  1,  1913,  was  $1,129,884.40,  or  a  difference  of 
only  $67,876.90.  Taking  into  consideration  depreciation  from  Janu¬ 
ary  1  to  February  28,  1913,  inclusive,  and  changes  in  assets  owned 
during  the  period,  we  find  from  the  evidence  that  the  total  of  the 
values  used  by  the  respondent  as  the  March  1,  1913,  value  was  not 
understated.  They  are  therefore  sustained.  The  total  value  has 
been  segregated  into  classes  of  depreciable  property  in  our  findings 
of  fact  as  warranted  by  the  evidence. 

2.  The  second  question  in  issue  relating  to  depreciation  is  the 
correct  allocation  between  (a)  power  and  (b)  machinery  and  equip¬ 
ment  of  the  March  1,  1913,  values.  The  witness  Forward  claims  that 
only  machines  generating  power  such  as  boilers,  engines,  pumps,  etc., 
should  be  classified  as  power.  He  testified  that  the  March  1,  1913. 
value  of  the  power  plant  was  $87,366.59,  and  of  machinery  and  tools 
$811,040.84.  At  the  second  hearing  of  this  case  he  picked  out  from 
the  Coats  &  Burchard  Co.  appraisals  of  1915  and  1916  items  in  the 
machinery  account,  totaling  $105,752.42  which  he  regarded  as  prop¬ 
erly  belonging  to  the  power  plant.  All  of  the  balance  of  the  depre¬ 
ciable  assets  other  than  buildings,  pat  terns  and  automobiles  he 
classified  as  machinery  and  equipment  subject  to  a  10  per  cent  de- 
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ireciation  rate.  It  is  the  contention  of  the  respondent  that  not 
>nly  the  machines  generating  the  power,  but  also  that  the  apparatus 
>r  equipment  for  the  transmission  of  power  should  also  be  classed 
is  power  and  depreciated  at  a  5  per  cent  rate. 

The  Coats  &  Burchard  Co.  appraisals  made  in  1915  and  1916  show 
10  classification  of  assets  under  power.  The  classifications  used  are 
n  great  detail,  as  shown  by  the  findings  of  fact.  No  evidence  has 
ieen  adduced  as  to  the  rates  of  depreciation  properly  ascribable  to  the 
:arious  classes  of  assets. 

Whether  the  category  “power"  should  carry  anything  more  than 
)oilers,  engines,  pumps,  etc.,  it  is  impossible  for  us  to  determine 
rom  the  evidence.  We  are  satisfied,  however,  that  there  are  many 
terns  of  assets  which  are  not  properly  to  be  classed  as  machinery. 
iVe  think  that  the  various  classifications  of  pipe  and  fittings,  valued 
n  excess  of  $118,000  by  Coats  &  Burchard  Co.  are  not  properly  to 
)e  considered  as  in  the  same  category  as  machinery,  and  we  are  of 
he  opinion  that  they  should  not  be  depreciated  at  the  10  per  cent 
ate.  The  5  per  cent  rate  applied  to  power  should  in  our  opinion 
•over  items  connected  with  the  transmission  of  power.  We  think 
hat  the  same  holds  true  with  respect  to  railroad  tracks  valued  at 
'31,000,  cranes  and  hoists  at  $35,000,  furnaces  and  forges  at  $130,000, 
md  numerous  other  classes  of  assets.  If  some  or  all  of  these  items 
ire  not  properly  to  be  regarded  as  power  we  think  it  is  equally  plain 
hat  they  are  not  properly  to  be  regarded  as  machinery.  The  only 
mrpose  of  the  classification  of  assets  as  “power”  and  “machinery 
md  equipment  ”  is  to  determine  a  basis  for  determining  the  assets 
depreciable  at  a  5  per  cent  rate  and  at  a  10  per  cent  rate.  The  evidence 
n  our  opinion  proves  the  substantial  correctness  of  the  respondent’s 
illocation. 

3.  The  final  point  is  whether  the  assessment  and  collection  of  de- 
iciencies  determined  for  the  years  1917,  1918,  and  1919  are  barred 
>y  statutes  of  limitations. 

It  is  submitted  on  behalf  of  the  petitioner  that  at  the  time  of  the 
ding  of  the  consent  dated  December  10.  1925,  the  power  of  the  re¬ 
spondent  to  assess  any  deficiency  taxes  for  the  years  1917,  1918,  and 
919  had  expired  and  that  it  was  only  by  virtue  of  a  consent  that  any 
ight  to  make  future  assessment  can  be  exercised ;  that  petitioner  is 
)ound  only  by  the  terms  of  the  waiver  so  filed  which  is  that  the  peti- 
ioner  consents  to  the  extension  of  the  statute  of  limitations  until  the 
>lst  day  of  December,  1926,  and  no  longer,  unless  in  the  meantime 
i  notice  of  a  deficiency  tax  is  sent  to  the  petitioner  by  registered  mail 
md  then  if  no  appeal  is  taken  the  time  for  the  making  of  this  assess- 
nent  shall  be  extended  60  da}^s,  or,  if  an  appeal  is  filed,  then  the  date 
kail  be  extended  by  the  number  of  days  between  the  date  of  mailing 
>f  the  notice  of  deficiency  and  the  date  of  the  final  decision  of  the 
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Board;  that  no  such  deficiency  letter  was  mailed  after  the  filing  of 
the  consent  and  that  therefore  the  sole  effect  of  the  consent  filed  was 
to  extend  the  time  for  the  making  of  these  assessments  until  December 
31,  1926,  and  no  further;  that  prior  to  the  Act  of  1926  the  statute 
of  limitations  was  solely  a  statute  of  repose;  that  it  in  no  manner 
affected  the  obligation;  that  in  the  Act  of  1926  it  is  provided  by 
section  1106  that  the  statute  of  limitations  against  the  United  States 
in  respect  of  any  internal  revenue  tax  shall  not  only  operate  to  bar 
the  remedy  but  shall  extinguish  the  liability.  The  petitioner  there¬ 
fore  contends  that  since  December  31,  1926,  no  power  has  existed  in 
the  Commissioner  to  assess  any  deficiency  tax  against  the  petitioner 
for  any  of  the  years  1917, 1918,  and  1919. 

If  the  petitioner  had  filed  no  consent  for  the  assessment  of  defi¬ 
ciencies  for  the  years  1917,  1918,  and  1919,  the  right  of  the  (  ommis- 
sioner  to  make  such  assessments  would  have  been  barred  so  far  as 
the  year  1917  is  concerned  on  March  29,  1923;  for  1918  on  June  IT. 
1924 ;  and  for  1919  on  May  16, 1925.  The  deficiency  notice  was  mailed 
to  the  petitioner  on  March  14,  1925,  and  the  petitioner’s  appeal  was 
filed  with  this  Board  on  May  6,  1925.  Clearly,  under  the  provisions 
of  section  277  (b)  of  the  Revenue  Act  of  1924,  the  assessment  of  any 
deficiency  for  the  year  1919  is  not  barred  from  assessment  and  colloc- 

t  v  , 

tion,  since  the  Commissioner  notified  the  petitioner  of  a  deficiency  in 
tax  for  1919  within  the  five-year  period  of  limitation  provided  by  the 
Act  and  the  appeal  was  taken  to  this  Board  within  such  period. 

It  is  to  be  noted,  however,  that,  where  a  consent  for  a  later  determi¬ 
nation  of  assessment  is  filed  by  the  petitioner  with  the  Commissioner, 
the  assessment  may7  be  made  within  the  period  as  extended  by  such 
consent.  The  letter  of  the  Commissioner  sent  to  the  petitioner  on 
December  7,  1925,  over  the  signature  of  the  Solicitor,  states  that,  "  an 
it  is  impossible  at  this  time  to  determine  whether  the  case  will  be 
disposed  of  by  the  Board  prior  to  the  expiration  of  the  period  of  your 
waiver,”  a  further  consent  is  requested.  The  necessary  implication 
from  this  letter  is  that  the  Commissioner  was  in  possession  of  con¬ 
sents  extending  the  period  within  which  assessments  might  be  made 
for  the  years  1917,  1918,  and  1919.  No  witness  for  the  petitioner 
testified  that  no  such  consents  had  been  given  and  the  necessary  in¬ 
ference  is  that  such  consents  had  been  given.  Furthermore,  the 
prompt  action  of  the  petitioner  in  filing  a  consent  under  date  of 
December  10,  1925,  for  the  determination  of  deficiencies  for  1917, 
1918,  and  1919  would  imply  that  such  consent  had  been  given.  The 
fact  that  no  such  prior  consent  was  offered  in  evidence  by  the  re¬ 
spondent  does  not  prove  that  no  such  timely  consent  or  consents  had 
been  given. 

But,  even  if  no  such  consents  had  been  given  with  respect  to  de¬ 
ficiencies  for  the  years  1917  and  1918,  we  are  still  of  the  opinion  that 
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he  consent  filed  under  date  of  December  10,  1925,  is  a  substantial 
•ompliance  with  the  statute  giving  the  Commissioner  until  December 
>1,  1926,  within  which  to  determine  deficiencies  for  the  years  1917, 
1918,  and  1919.  Joy  Floral  Co .,  7  B.  TV  A.  800.  It  is  true  that  the 
onsent  of  December  10,  1925,  states : 

This  waiver  of  the  time  for  making  any  assessment  as  aforesaid  shall  remain 
n  effect  until  December  31,  1926,  and  shall  then  expire  except  that  if  a  notice 
>f  a  deficiency  in  tax  is  sent  to  said  taxpayer  by  registered  mail  before  said 

late  *  *  * 

ind  it  was  stipulated  at  the  hearing  that  no  notice  of  deficiency  for 
he  years  1917,  1918,  and  1919,  or  any  of  such  years,  was  sent  to  the 
petitioner  subsequent  to  December  10,  1925.  But  a  notice  of  defi¬ 
ciency  had  been  sent  to  the  petitioner  on  March  14,  1925,  and  we 
hink,  therefore,  that  the  petitioner  is  bound  by  the  consent  fded. 
V  second  notice  of  deficiency  after  the  filing  of  the  consent  was  unnec¬ 
essary.  We  therefore  are  of  the  opinion  that  the  assessment  and 
collection  of  any  deficiencies  due  for  the  years  1917,  1918,  and  1919 
ire  not  barred  by  statutes  of  limitations. 

The  deficiencies  determined  for  the  years  1917,  1918,  and  1919  will 
pe  determined  in  accordance  with  the  decision  of  the  Circuit  Court 
)f  Appeals,  Seventh  Circuit,  above  referred  to,  and  in  accordance 
with  this  opinion.  The  value  of  the  steel  and  iron  buildings  of  the 
petitioner  should  be  depreciated  at  the  rate  of  5  per  cent  per  annum 
from  March  1,  1913,  in  accordance  with  the  decision  of  the  Circuit 
Vourt  of  Appeals. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Ride  50. 


Chicago  Railway  Equipment  Co.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  18438.  Promulgated  September  24,  1928. 

In  1920  the  petitioner  entered  into  a  land  contract  for  the  sale  of 
real  estate  in  Detroit,  Mich.,  under  which  it  received  $50,000  cash 
and  was  to  receive  in  1923  a  final  payment  of  $100,000  additional. 

The  cost  of  the  real  estate  to  the  petitioner  was  $141,306.01.  The 
fair  market  value  of  the  obligation  of  the  purchaser  to  pay  $100,000 
in  1923  was  not  in  1920  in  excess  of  $91,306.01.  The  petitioner 
realized  no  taxable  profit  from  the  transaction  in  1920. 

William  A.  Opyenheim ,  Esq.,  and  Henry  W.  Price ,  Esq.,  for  the 
petitioner. 

L.  C.  Mitchell,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
ncome  and  profits  tax  for  the  years  1920  and  1921  in  the  respective 
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amounts  of  $22,601.99  and  $2,707.74.  The  assignments  of  error  are 
stated  in  the  petition  as  follows : 

1.  The  respondent  has  erroneously  added  to  the  taxable  net  income  of  the 
petitioner  for  the  year  1920  the  sum  of  $62,813.99  on  account  of  alleged  excessive 
depreciation  taken  by  the  petitioner  in  its  return  for  the  year  1920. 

2.  The  respondent  has  erroneously  added  the  sum  of  $8,693.99  to  the  taxable 
net  income  of  the  petitioner  for  the  year  1920  on  account  of  alleged  profit 
realized  from  the  sale  of  its  Detroit  plant. 

3.  The  respondent  has  erroneously  reduced  the  invested  capital  of  the  peti¬ 
tioner  for  the  year  1920  from  $6,159,635.36  to  the  sum  of  $5,932,262.54. 

4.  The  respondent  erred  in  deducting  the  sum  of  $111,034.20  from  the  in¬ 
vested  cap'tal  of  the  petitioner  on  account  of  alleged  additional  income  taxes 
owing  by  the  petitioner  for  the  years  1916.  1917,  and  1918  and  the  sum  of 
$68,160.13  instead  of  $60,518.22  for  income  taxes  prorated  for  the  year  1919. 

5.  The  respondent  erroneously  added  the  sum  of  $28,104.09  to  the  taxable 
net  income  of  the  petitioner  for  the  year  1921  on  account  of  alleged  excess?  c 
depreciation  taken  by  the  petitioner  in  its  return  for  the  year  1921 

The  petitioner  is  an  Illinois  corporation  with  its  principal  office 
in  Chicago.  The  facts  upon  which  the  petitioner  alleges  error  with 
respect  to  the  disallowance  of  a  part  of  its  claim  for  depreciation 
for  the  years  1920  and  1921  are  the  same  as  those  which  obtained 
in  Chicago  Railway  Equipment  Co .,  Docket  No.  3964, 13  B.  T.  A.  471. 
relating  to  similar  claims  for  the  years  1917,  1918,  and  1919.  The 
facts  found  in  that  proceeding,  so  far  as  material,  are  incorporated 
herein. 

In  1920  the  petitioner  made  a  contract  for  the  sale  of  its  Detroit 
plant  for  $150,000,  of  which  $50,000  was  paid  down,  the  balance  of 
$100,000  to  be  paid  in  three  years.  If  the  purchase  price  had  been 
fully  paid  in  1920,  the  petitioner  would  have  realized  a  profit  upon 
the  sale  of  $8,693.99.  This  profit  was  not  reported  in  1920  because 
of  the  doubtful  solvency  of  the  purchaser,  who  went  into  bankruptcy 
prior  to  1923.  The  purchase  was  completed  in  1923  by  the  trustee  in 
bankruptcy  of  the  purchaser  carrying  out  the  contract.  The  profit 
realized  upon  the  transaction  was  reported  by  the  petitioner  in  its  re¬ 
turn  for  1923.  The  market  value  in  1920  of  the  obligation  of  the 
purchaser  to  pay  $100,000  in  1923  was  not  in  excess  of  $91,306.01. 
The  respondent  added  to  the  net  income  reported  by  the  petitioner 
for  1920,  $8,693.99  as  profit  realized  by  the  petitioner  in  1920  from 
the  sale  of  its  Detroit  plant. 

The  invested  capital  of  the  petitioner  for  1919  was  fixed  by  the 
respondent  at  $5,796,994.30.  The  net  income  for  1919  determined 
by  the  respondent  was  $880,577.38.  During  1919  dividends  were 
paid  by  the  petitioner  amounting  to  $239,335.98.  The  dividends  paid 
and  taxes  paid  by  the  petitioner  for  1919  aggregated  $401,082.75. 
The  respondent  has  determined  the  invested  capital  of  the  petitioner 
for  1920  to  be  $5,932,262.54. 
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Petitioner  determined  deficiencies  in  income  and  profits  taxes  for 
ie  years  1917,  1918,  and  1919  in  the  aggregate  amount  of  $123,- 
,3. 35.  In  the  determination  of  invested  capital  for  1920  and  1921, 
ie  respondent  reduced  the  claimed  invested  capital  by  the  amount  of 
Le  deficiencies  determined  in  prior  years. 

The  fair  market  value  of  the  petitioner’s  depreciable  assets  at 
arch  1,  1913,  was  as  follows : 


Buildings _  $608,  498.  24 

Machinery,  plant,  and  loose  equipment -  461,354.72 

Montreal  property _  200.  00 

Automobiles _  3,  345.  00 

Patterns - - 43,  665.  09 

Office  furniture _  12,  821.  35 


Total _ _  1, 129,  884.  40 


OPINION. 

Smith:  1.  The  assignments  of  error  numbered  (1)  and  (5)  are 
tsed  upon  alleged  underestimates  of  the  fair  market  value  of  de- 
reciable  properties  on  March  1,  1913,  and  of  erroneous  classifications 
l  depreciable  assets  and  of  erroneous  rates  applicable  to  each  .  These 
testions  have  all  been  settled  in  the  decision  of  the  Board  in  hi - 
ujo  Railway  Equipment  Co .,  Docket  No.  3964,  13  B.  T.  A.  471.  Ad- 
istments  of  depreciation  for  the  years  1920  and  1921  should  be  made 
t  accordance  with  the  basic  values,  classifications  and  rates  approved 
)v  the  determination  of  deficiencies  for  the  years  1917,  1918.  and 
119,  as  above  decided. 

2.  The  second  assignment  of  error  is  that  the  respondent  has 
roneously  added  the  sum  of  $8,693.99  to  the  taxable  net  income  of 
ie  petitioner  for  the  year  1920  on  account  of  alleged  profit  realized 
•om  the  sale  of  its  Detroit  plant.  The  petitioner’s  contentions  upon 
lis  point  are  sustained. 

3.  The  third  and  fourth  assignments  of  error  relate  to  the  deter- 
lination  of  invested  capital  for  the  years  1920  and  1921.  Respond- 
at  admits  error  in  computing  the  1919  income  and  profits  taxes 
rorated  from  the  petitioner’s  invested  capital  for  the  year  1920. 
>ther  allegations  of  error  with  respect  to  the  computation  of 
ivested  capital  are  mere  accounting  matters  which  will  be  disposed 
f  in  the  settlement  of  correct  deficiencies,  if  any,  for  1920  and  1921, 
i  the  settlement  under  Rule  50.  The  adjustment  of  taxes  should 
e  made  in  accordance  with  section  1207  of  the  Revenue  Act  of  1926. 

Reviewed  by  the  Board. 

Judgment  will  be  entered,  under  Rule  50. 
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Thorne,  Neale  &  Co.,  Inc.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  12491.  Promulgated  September  24,  1928. 

The  petitioner  is  entitled  to  take  as  a  deduction  as  an  ordinary 
and  necessary  expense  of  its  business  in  the  year  1920,  $28,901.38 
for  which  amount  the  Interstate  Commerce  Commission  in  that 
year  finally  determined  that  the  petitioner  was  liable  to  certain 
railroads  as  demurrage  for  failure  to  unload  certain  freight  cars 
in  1919  without  fault  on  the  part  of  the  petitioner,  where  petitioner 
disputed  liability  in  toto  from  the  beginning  and  until  said  final 
decision  by  the  Interstate  Commerce  Commission ;  and  where  the 
petitioner  did  not  enter  this  or  any  other  amount  as  a  liability  on 
its  books  at  the  time  the  claim  was  asserted  by  the  railroads  nor 
until  after  the  final  decision  was  rendered  by  the  Interstate  Com¬ 
merce  Commission. 

Sanford  Robinson ,  Esq.,  P.  Truman  Henson ,  Esq .,  and  Will  tan 
E.  McCall ,  Esq.,  for  the  petitioner. 

Harold  Allen ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  ir 
income  and  profits  tax  for  the  calendar  years  1918,  1919,  and  1920  ii 
the  aggregate  amount  of  $50,474.38.  The  deficiency  determined  b} 
the  respondent  for  the  year  1920  is  $23,399.66,  which  has  been  as 
sessed  and  for  which  an  abatement  claim  was  filed.  Certain  assign 
ments  of  error  stated  in  the  petition  were  withdrawn  at  the  hearing 
The  sole  question  in  issue  is  whether  the  petitioner  may  deduct  a.* 
an  ordinary  and  necessary  expense  paid  or  incurred  during  the  yeai 
1920  in  carrying  on  its  business  $28,901.38  finally  determined  by  tht 
Interstate  Commerce  Commission  in  that  year  to  be  due  from  th< 
petitioner  to  certain  railroads  as  demurrage  on  freight  cars,  when 
the  delay  in  unloading  cars  occurred  in  1919  without  fault  of  peti 
tioner  and  where  the  petitioner  disputed  all  liability  until  the  sai< 
determination  bv  the  Interstate  Commerce  Commission  and  did  not 

mJ 

enter  up  the  amount  nor  any  other  amount  as  a  liability  upon  its 
books  until  after  the  said  adverse  decision  by  the  Interstate  Com 
merce  Commission  in  1920. 


FINDINGS  OF  FACT. 


1.  The  petitioner  is  a  Pennsylvania  corporation  with  its  principal 
office  at  Philadelphia.  It  is  engaged  in  the  wholesale  coal  trade  an<: 


was  so  engaged  in  1919  and  in  1920. 


2.  Petitioner’s  books  were  kept  on  the  accrual  method  of  account 
ing  during  the  years  herein  mentioned. 

n  O  %J 

3.  In  accordance  with  various  Interstate  Commerce  Commission 


regulations  and  orders  demurrage  is  charged  by  railroad  companies 
for  retention  of  freight  cars  beyond  a  given  period.  Because  of 
strikes  in  and  around  the  harbor  of  New  York  during  the  year  19H 
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f  all  the  employees  of  the  towboat  and  barge  owners  in  New  York 
■arbor  and  of  all  the  employees  of  the  Marine  Department  of  the 
Jnited  States  Railroad  Administration,  the  movement  of  coal  into 
nd  from  the  port  of  New  York  was  completely  paralyzed  except 
hat  moving  to  public  utility  plants,  hospitals,  and  to  meet  emergency 
eeds. 

4.  As  a  consequence  of  the  strikes  bills  for  demurrage  for  reten- 
ion  of  freight  cars  amounting  to  $31,336.96  were  rendered  to  peti- 
ioner  during  the  year  1919.  Counsel  for  the  petitioners,  after  con- 
erring  with  a  number  of  other  lawyers  representing  coal  dealers 
imilarly  situated,  came  to  the  conclusion  that  no  demurrage  was 
!ue  and  that  these  bills  were  illegal  and  noncollectible,  and  advised 
he  petitioner  that  said  bills  were  illegal  and  noncollectible  and 
hould  not  be  paid.  The  lawyers  for  the  Wholesale  Coal  Trade 
Association  of  New  York,  of  which  petitioner  is  a  member,  advised 
>etitioner  that  said  demurrage  bills  were  not  payable  and  that  there 
ras  no  liability  thereunder. 

5.  During  the  year  1919  petitioner  did  not  treat  the  demurrage 
•ills  sent  to  it  as  items  of  expense  and  none  of  them  was  charged 
o  expense  during  1919.  Petitioner  entered  all  of  said  bills  on  its 
•ooks  in  one  entry  on  September  20,  1919,  in  a  memorandum  account 
harging  Demurrage  Suspense  Account  and  crediting  Demurrage 
Jot  Paid  Account.  The  amount  was  set  up  on  the  books  of  account 
or  that  year  in  the  following  manner : 

JOURNAL  ENTRY 

September  30,  1919. 


)emurrage  Suspense — Dr - $31.  336.  96 

Demurrage  Suspense  Not  Paid — Cr - $31,  336.  96 


$1,992.83  Pennsylvania  Railroad  1/1/19  to  5/31/19. 
18,044.57  Philadelphia  &  Reading  Railroad  April  and 
May,  1919. 

4,898.56  Lehigh  Valley  Railroad  1/1/19  to  5/31/19. 
6,401.00  Erie  Railroad  1/1/19  to  5/31/19. 

LEDGER 

Demurrage  Suspense 


919 

1/30  Dr _ $31,336.96 

Demurrage  not  paid 

919 

'/30  Cr _ $31,336.96 


But  such  entries  were  not  charged  to  expense  or  in  any  way 
aken  in  as  part  of  the  accounts  of  the  petitioner  in  1919. 

6.  Petitioner  did  not  deduct  any  of  these  bills  as  an  expense  in 
ts  Federal  income  and  profits-tax  return  for  1919  and  none  of  these 
)ills  was  paid  by  petitioner  in  1919. 
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7.  A  petition  was  filed  with  the  Interstate  Commerce  Commissior 
by  the  Wholesale  Coal  Trade  Association  of  New  York,  of  whicl 
petitioner  was  a  member,  on  behalf  of  petitioner,  inter  alia ,  or 
April  25,  1919,  Docket  No.  10594,  which  petition  denied  the  liability 
in  toto.  Hearings  were  had  before  an  examiner  of  the  Interstate 
Commerce  Commission,  who  filed  a  report  on  January  30,  1920 
recommending  a  reduction  of  the  demurrage  on  the  freight  car; 
from  $31,336.96  to  approximately  $10,000.  Briefs  were  filed  by  the 
Railroad  Administration  asking  that  demurrage  be  allowed  to  starx 
as  originally  billed  and  exceptions  were  filed  by  the  coal  dealer: 
asking  that  the  bills  be  entirely  canceled.  After  hearing  before  the 
Interstate  Commerce  Commission  a  decision  was  rendered  June  4 

1920,  which  reduced  the  demurrage  liability  due  from  the  petitionei 
from  $31,336.96  to  $28,901.38,  which  was  paid  during  1920  aix 

1921.  As  of  December  31,  1920,  after  said  final  decision,  petitionei 
charged  said  demurrage  to  expense.  The  total  of  the  demurrag 
bills  as  reconstructed  by  the  decision  of  the  Interstate  Commerc< 
Commission  was  not  finally  arrived  at  in  all  cases  until  1921  an< 
said  demurrage  bills  as  adjusted  were  finally  paid  by  petitioner  a: 
follows : 


1920  _ T _ $21,228.46 

1921  _  7,  672.  92 


28,  901.  38 

The  resulting  balance  from  the  charge  to  expense  of  said  de 
murrage  bills  at  the  end  of  1920,  amounting  to  $2,435.58,  wa 
charged  off  petitioner’s  books  at  the  end  of  1922  by  a  credit  to  De 
murrage  and  Transfer  Account  of  that  amount. 

The  following  represent  the  book  entries  leading  to  the  final  ad 
justment  and  payment  of  the  demurrage  charges  in  question: 


JOURNAL  AND  LEDGER 

1920 

12/31  Profit  and  Loss _ Dr.  $31,336.96 

Demurrage  Suspense _  Cr.  $31,336.9* 


LEDGER 

1920  Demurrage  Not  Paid 

12/S  Cash  _ 

12/30  “  _ 

n  ii 

1921 

3/14  “  _ 

4/27  “  _ 

7/20  “  _ 


Dr.  $4248.46 
10320.  00 
6660.  00 


107.  12 
6284.  03 
1141.24 
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Representing  payments  of  Demurrage 

found  to  he  due  of _  $28,901.38 

122 


i/30 _  Dr.  2436.  58 

(Representing  Demurrage  found  not  to  be 
due.) 

DEMURRAGE  &  TRANSFER 

122 

i/30 _  Cr.  $2,  435.  58 

In  its  income-tax  return  for  1920  the  petitioner  claimed  the  deduc- 
on  of  $28,901.38,  representing  demurrage  either  paid  or  accrued 
ithin  the  year.  The  Commissioner  disallowed  the  deduction  of  this 
mount,  but  allowed  the  deduction  from  gross  income  of  $31,336.96  as 
emurrage  which  accrued  during  that  year. 

OPINION. 

Smith  :  It  is  the  contention  of  the*  respondent  herein  that  petitioner 
ecame  liable  to  demurrage  charges  of  $31,336.96  in  1919,  and  that  in 
laking  its  return  for  that  year  it  should  have  deducted  from  gross  in¬ 
line  that  amount  as  an  ordinary  and  necessary  expense  of  doing  busi- 
ess;  that  the  demurrage  bills  were  in  accordance  with  the  law  and 
igulations  of  the  Interstate  Commerce  Commission;  and  that  the 
etitioner  had  no  reasonable  ground  for  questioning  the  correctness  of 
lem.  The  petitioner  contends,  on  the  other  hand,  that  it  had  good 
round  for  contesting  the  demurrage  charges ;  that  the  basis  of  such 
round  was  the  opinions  of  expert  counsel ;  and  that  in  point  of  fact 
le  Interstate  Commerce  Commission  modified  the  determinations 
f  the  railroad  companies  and  reduced  the  demurrage  payable  to  the 
mount  of  $28,901.38. 

The  net  income  of  a  corporation  under  the  Revenue  Act  of  1918 
5  to  be  determined  in  accordance  with  the  provisions  of  section  232 
f  the  Act,  which  specifies  that  the  term  “  net  income  ”  means  the 
ross  income  defined  in  section  233  less  the  deductions  allowed  by 
action  234  “  and  the  net  income  shall  be  computed  on  the  same  basis 
s  provided  in  subdivision  (b)  of  section  212  or  in  section  226.” 
Section  212  (b)  provides: 

The  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer’s  annual 
ccounting  period  *  *  *  in  accordance  with  the  method  of  accounting 

igularly  employed  in  keeping  the  books  of  such  taxpayer;  *  *  * 

Petitioner  admittedly  kept  its  books  of  account  upon  the  accrual 
asis.  The  respondent  argues  from  this  fact  that  it  was  necessary 
or  it  to  charge  itself  with  the  demurrage  which  had  been  asserted 
gainst  it  by  the  several  railroad  companies  which,  during  the  year 
919,  had  transported  coal  for  it. 

Many  decisions  have  heretofore  been  rendered  by  this  Board  as 
o  the  circumstances  under  which  a  taxpayer  keeping  its  books  upon 
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un  accrual  basis  must  accrue  a  liability  in  the  year  in  which  the 
transaction  occurred  out  of  which  the  liability  arose,  and  as  to  the 
circumstances  under  which  a  taxpayer  must  accrue  it  only  in  the  year 
when  the  liability  is  finally  determined,  either  with  or  without  court 
adjudication.  Each  of  these  cases  turns  on  its  own  facts  and  cir¬ 
cumstances.  The  sound  rule  established  is  that  where  the  taxpayer 
acting  in  good  faith  disputes  the  liability  in  toto  and  does  not  enter 
the  item  as  a  liability  as  of  the  year  in  which  the  transaction  oc- 
curred  out  of  which  the  liability  arose  the  taxpayer  can  not  take 
the  deduction  in  that  year  but  must  take  the  deduction  when  the 
liability  is  finally  determined  or  admitted.  In  McCabe  Lathe  ct 
Machinery  Co.,  9  B.  T.  A.  1137.  we  held  that  the  deduction  involved 
in  that  case  must  be  taken  in  the  year  when  the  transaction  arose. 
This  was  upon  the  ground  that  the  taxpayer  had  no  sound  reasor 
to  dispute  the  liability  in  the  earlier  year.  In  that  case  we  said: 

*  *  *  In  the  same  manner  compensation  for  services  is  to  be  deducted 

in  the  year  in  which  the  liability  arose  and  the  date  of  accrual  may  not  bt 
postponed  by  the  debtor  by  disputing  either  the  liability  or  the  amount  thereof 

We  think.it  is  clear  that  there  is  no  election  in  a  taxpayer  to  shift 
at  his  convenience  the  year  in  which  the  deduction  for  expenses  musl 
be  taken  merely  by  disputing  the  liability  where  there  is  no  reasonabk 
ground  to  deny  liability.  It  does  not  follow,  however,  that  where  a 
taxpayer  in  good  faith  and  on  reasonable  grounds  disputes  the  lia 
bility  in  toto  he  must  nevertheless  charge  himself  with  the  liability 
on  his  books  and  render  tax  returns  accordingly.  A  taxpayer  oper 
ating  a  large  number  of  trucks  in  a  populous  city  might  have  mam 
claims  filed  against  it  for  damages  both  to  the  person  and  to  property 
Some  of  these  claims  may  be  entirely  groundless.  We  think  it  car 
not  be  maintained  that  merely  because  the  taxpayer  may  be  subjeci 
to  a  liability  on  some  of  these  claims  he  should  charge  himself  witl 
a  liability  prior  to  the  date  the  amount  thereof  is  actually  ascer 
tained.  In  Great  Northern  Railway  Co.,  8  B.  T.  A.  225,  we  hat 
before  us  the  question  as  to  whether  a  railroad  company  keeping  it: 
books  of  acount  on  the  accrual  basis  should  be  required  to  return  as  £ 
part  of  its  gross  income  interest  upon  bonds  owned  by  it  where  th< 
debtor  corporation  did  not  pay  the  interest  during  the  taxable  yeai 
and  in  all  probability  never  would  be  able  to  pay  it.  It  was  notei 
that  under  the  requirement  of  the  Interstate  Commerce  Commissior 
interest  accrued  on  funded  securities  could  not  be  credited  to  incom< 
account  prior  to  actual  collection  “unless  its  payment  is  reasonable 
assured  by  past  experience,  guaranty,  anticipated  provision,  or  other 
wise.”  We  held  that  in  such  case  the  petitioner  was  not  requirec 
to  accrue  interest  upon  the  funded  securities  and  pay  income  tax  upoi 
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ich  interest.  The  mere  fact  that  the  petitioner  kept  its  books  upon 
n  accrual  basis  did  not  require  it  to  accrue  as  income  that  which  in 
•uth  and  in  fact  was  not  income. 

The  rule  enunciated  in  Great  Northern  Railway  Co.,  supra,  is 
jually  applicable  here.  In  United  States  v.  11  Jute  Dental  Mfg.  Co., 
74  U.  S.  398,  the  taxpayer  claimed  the  right  to  deduct  as  a  loss  the 
lizure  of  property  by  the  German  Alien  Property  Custodian.  The 
Commissioner  denied  the  right  to  take  the  loss  at  the  time  the  seizuie 
as  made.  The  Supreme  Court,  in  sustaining  the  taxpayer,  pointed 
ut  that  the  regulations  consistently  with  the  statute  contemplated 
:iat  a  loss  may  become  complete  enough  for  deduction  without  the 
ixpayer  establishing  that  there  is  no  possibility  of  an  eventual 
acoupment. 

A  taxpayer  is  entitled  to  report  income  for  taxation  on  the  same 
Dund  business  judgment  on  which  he  keeps  his  books  for  business 
urposes.  If  in  good  faith  he  does  not  recognize  a  claim  as  a  valid 
laim  against  him  it  is  not  an  accrued  liability.  To  hold  that  every 
ability  asserted  against  a  taxpayer  and  independently  of  whether 
was  reasonably  based,  must  be  taken  as  a  deduction  from  income 
f  the  year  when  asserted,  would  lead  to  just  as  impossible  results 
s  would  result  from  allowing  a  taxpayer,  merely  by  questioning 
n  undisputed  liability,  to  shift  at  his  election  the  year  in  which  the 
eduction  may  be  taken. 

The  Board  has  held  in  numerous  cases  that  the  deduction  for  a  lia- 
ility  must  be  taken  in  the  year  when  the  liability  was  determined. 
Brighton  Mills,  1  B.  T.  A..  392 ;  New  Process  Cork  Co.,  3  B.  T.  A. 
339;  Bump  Confectionery  Co.,  4  B.  T.  A.  50;  Hander  Coal  Co., 
B.  T.  A.  947;  Lane  Construction  Corporation,  4  B.  T.  A.  1133; 
Empire  Printing  <&  Box  Co.,  5  B.  T.  A.  203;  Nice  Ball  Bearing  Co., 
B.  T.  A.  484;  Providence  Coal  Mining  Co.,  5  B.  T.  A.  1179; 
1 armers  National  Bank  of  Rome,  N .,  7.,,  G  B.  T.  A.  1036;  Frank  J. 
' ewell ,  6  B.  T.  A.  1040;  Lynchburg  Colliery  Co.,  7  B.  T.  A.  282; 
lidalgo  Steel  Co.,  8  B.  T.  A.  76.  In  all  of  the  above  cases  the 
axpayer  disputed  liability  and  the  Board  ruled  that  the  deduction 
lust  be  taken  in  the  year  when  the  liability  was  determined  and 
iot  in  the  year  when  the  transaction  occurred,  the  dispute  of  the 
iability  being  reasonable,  although  in  some  of  the  cases  the  tax- 
layer  had  entered  the  liability  on  its  books  of  account.  See  also 
l onsolidated  Tea  Co.  v.  Bowers,  19  Fed.  (2d)  382. 

We  are  of  the  opinion  that  there  was  no  accrued  liability  on  the 
>art  of  petitioner  in  1919  with  respect  to  demurrage  charges  which 
iad  been  made  against  it.  The  Interstate  Commerce  Commission 
teld  in  1920  that  petitioner  was  liable  to  demurrage  charges  in  the 
mount  of  $28,901.38.  Such  demurrage  charges  were  paid  in  1920. 
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We  think  that  they  accrued  in  that  year  within  the  meaning  of  the 
statute  and  that  the  amount  paid  is  a  legal  deducion  from  gross 
income  of  1920.  j 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 

Marquette  agrees  with  the  result. 

Phillips  dissents. 

Julius  Mathews,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  12935.  Promulgated  Spetember  24,  1928. 

Cornelius  F.  Keating ,  Esq.,  for  the  petitioner. 

Philip  M.  Clark,  Esq.,  for  the  respondent. 

Trussell  :  The  petitioner,  who  is  engaged  in  the  advertising  busi¬ 
ness  in  Boston,  Mass.,  is  appealing  from  the  respondent’s  determina¬ 
tion  of  a  deficiency  in  the  amount  of  $1,176.82  in  his  income  tax  for 
the  calendar  year  1923.  Among  other  allegations  of  error,  petitioner 
alleged  error  in  respondent’s  disallowance  of  a  deduction  in  the 
amount  of  $6,617.50  as  a  loss. 

At  the  hearing  on  this  proceeding  it  was  agreed  and  stipulated  by 
counsel  for  both  parties  that  for  the  year  1923,  petitioner  is  en¬ 
titled  to  a  deduction  in  the  amount  of  $6,617.50  on  account  of  a  loss 
sustained  in  that  amount  upon  the  sale  of  certain  shares  of  stock  ol 
the  Utah  Consolidated  Mining  Co.,  and,  further,  that  the  othei 
adjustments  made  b}T  respondent  in  determining  the  deficiency  in 
controversy,  shall  stand  without  modification. 

The  deficiency  should  be  recomputed  upon  the  basis  of  the  stipula¬ 
tion  as  above  set  forth. 

Judgment  will  be  entered  pursuant  to  Rule  50. 


Estate  of  James  F.  Foster,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  N<>.  11493.  Promulgated  September  24,  192S. 

During  the  lifetime  of  the  decedent  he  executed  and  delivered 
to  his  wife  a  deed  of  gift  transferring  to  her  certain  shares  of 
stock  but  reserving  to  himself  voting  and  other  privileges  and 
further  providing  that  during  his  lifetime  the  stock  was  to  remain 
in  his  name  on  the  books  of  the  corporation.  Held ,  that  such  stock 
was  no  part  of  his  estate  at  t lie  time  of  his  death. 

John  L.  Kcnefck,  Esq.,  for  the  petitioner. 

W.  F.  Gibbs,  Esq.,  for  the  respondent. 
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This  proceeding  is  for  a  redetermination  of  a  deficiency  in  estate 
taxes  amounting  to  $2,744.80. 

FINDINGS  OF  FACT. 

James  F.  Foster  died  a  resident  of  Buffalo,  N.  Y.,  on  August  26, 
1921.  On  August  30,  1921,  Ellen  Louise  Foster,  his  widow,  and 
James  F.  Foster,  Jr.,  were  duly  appointed  the  executors  of  the  estate. 

At  the  time  of  his  death  and  for  many  years  prior  thereto,  James 
F.  Foster  was  a  stockholder  and  vice  president  and  treasurer  of 
Republic  Metalware  Co.,  a  New  York  corporation  with  its  principal 
office  in  Buffalo. 

Prior  to  July  1,  1918,  the  said  James  F.  Foster  was  the  owner 
of  record  of  4,598  shares  of  preferred  stock  of  the  par  value  of  $100 
each,  of  said  Republic  Metalware  Co.  The  total  outstanding  issue 
of  capital  stock  of  said  Republic  Metalware  Co.  on  July  1,  1918, 
amounted  to  9,196  shares  of  preferred  stock  and  7,500  shares  of  com¬ 
mon  stock.  Both  classes  of  stock  had  full  voting  powers.  All  of 
said  stock  was1  owned  by  five  stockholders  who  were  officers  of  said 
corporation.  One  Shepard  was  the  owner  of  a  majority  of  the  capital 
stock  of  said  corporation  and  was  the  chairman  of  its  board  of 
directors. 

On  the  first  day  of  July,  1918,  said  James  F.  Foster  and  said 
Ellen  Louise  Foster,  executed  a  certain  written  agreement,  of  which 
the  following  is  a  copy: 

Buffalo,  N.  Y.,  July  I,  191S. 

For  good  and  sufficient  consideration  I  hereby  transfer  and  give  to  my  wife, 
Ellen  W.  Foster  the  shares  of  the  preferred  stock  of  the  Republic  Metalware 

Co.  as  follows : 

Certif.  No.  5  for  130  shares. 

6  “  110  “ 

8  “  848  “ 

11  “  100  “ 

a  total  of  1188  shares  of  the  par  of  $118,800,  subject,  however,  to  the  following 

provisions  and  limitations  which  are  hereby  accepted  and  agreed  to  by  her,  to 

wit : 

During  my  lifetime  this  stock  is  to  remain  in  my  name  on  the  books  of  the 
Republic  Metalware  Co.  and  the  voting  and  all  other  privileges,  excepting  the 
ownership  of  income  on  same  shall  remain  with  me,  in  token  of  which  and  to 
perfect  this  agreement,  we  have  hereto  affixed  our  signatures. 

Accepted — James  F.  Fostee. 

Accepted — Ellen  White  Foster. 

Said  agreement  was  prepared  by  decedent  and  was  written  in  his 
own  hand  writing.  Said  Ellen  White  Foster  is  the  said  Ellen 
Douise  Foster. 

Said  agreement  was  executed  as  a  duplicate  original  and  one 
« hereof  was  retained  by  said  Ellen  Louise  Foster  and  the  other  was 
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attached  to  the  certificates  of  stock  mentioned  inlaid  agreement,  and 
said  certificates  and  duplicate  of  said  agreement  were  kept  in  the  safe- 
deposit  box  of  said  James  F.  Foster  in  the  Marine  Trust  Company 
of  Buffalo.  James  F.  Foster,  Jr.,  had  access  to  said  box  of  his 
father. 

Federal  and  New  York  State  stock  transfer  stamps  representing 
the  number  of  shares  referred  to  therein  were  duly  affixed  to  the 
duplicate  original  of  said  agreement  retained  by  said  James  F. 
Foster,  and  said  stamps  were  canceled  by  said  Foster  in  his  own 
handwriting  as  follows:  u  J.  F.  F.  7/1/18.” 

On  July  1,  1918,  said  James  F.  Foster  delivered  to  the  Republic 
Metalware  Co.  a  communication  of  which  the  following  is  a  copy : 

The  Republic  Metalware  Company,  7/1/18 

Buffalo,  N.  Y.  JFF701 

Gentlemen:  I  have,  on  this  date,  by  deed  of  gift,  transferred  to  my  wife 
Ellen  W.  Foster,  the  title  to  eleven  hundred  and  eighty-eight  (1188)  shares  of 
the  preferred  stock  of  the  Republic  Metalware  Company,  represented  by  cer¬ 
tificates  numbered  as  follows : 

No.  5 — 130  shares. 

6—110 

8—848 

11—100 


u 


1188 

The  deed  is  attached  to  above  certificates  which  are  in  my  possession  as  1 
retain  voting  power ;  the  income,  however,  belongs  to  her  as  and  when  declared 
as  dividends.  Please  credit  her  account  with  all  such  dividends  liereaftei 
declared  on  the  above  stock. 

Yours  truly, 

On  the  said  1st  day  of  July,  1918,  the  said  James  F.  Foster  duly 
delivered  a  further  communication  in  writing  to  said  Republic 
Metalware  Co.,  of  which  the  following  is  a  copy: 

July  1,  191S. 

To  the  Republic  Metalware  Co., 

Buffalo,  N.  Y. 

Until  further  notice  please  credit  to  the  account  of  my  wife,  Ellen  IV 
Foster,  the  dividends  if,  as  and  when  declared  on  1188  shares  of  the  preform 
stock  of  the  Republic  Metalware  Co.,  recorded  on  the  books  of  the  compan.' 
as  owned  by  me;  such  dividends  on  the  remaining  shares  of  said  stock  yoi 
will  please  credit  to  my  account. 

Yours  truly. 

Prior  to  the  execution  of  the  agreement  above  referred  to  Sliepan 
had  expressed  the  wish  that  the  said  James  F.  Foster  and  the  othei 
stockholders  of  Republic  Metalware  Co.  make  no  transfers  of  then 
respective  shares  in  the  corporation. 

Dividends  on  the  preferred  stock  of  the  corporation  were  there 
after  duly  paid.  Until  December,  1920,  dividends  on  the  preferret 
shares  mentioned  in  the  agreement  above  referred  to  were  creditet 
to  a  loan  account  on  the  books  of  said  Republic  Metalware  (  o.,  ii 
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ie  name  of  said  Ellen  Louise  Foster,  which  said  account  was  opened 
;ter  the  execution  and  delivery  of  said  agreement.  In  December, 
>20,  and  continuously  thereafter,  dividends  on  said  shares  were 
edited  to  the  loan  account  of  said  James  F.  Foster,  who  was  the 
oekholder  of  record  of  said  shares,  and  company  checks  represent- 
g  the  amount  of  dividends  declared  on  said  shares  were  then  sent 
Mrs.  Foster  and  charged  to  Foster’s  loan  account. 

All  dividends  on  said  shares  paid  to  the  said  Ellen  Louise  Foster 
aforesaid  were  reported  by  her  in  her  Federal  income-tax  returns. 
At  the  time  of  the  execution  of  said  agreement,  the  said  James  F. 
oster  was  53  years  of  age.  At  all  times  prior  thereto  and  up  to  the 
ne  of  the  illness  resulting  in  his  death  three  years  later  he  was  in 
>od  physical  and  mental  condition.  His  death  was  the  result  of  an 
tack  of  acute  indigestion  of  but  a  few  days’  duration. 

The  value  of  said  1,188  shares  of  the  preferred  stock  of  said 
epublic  Metalware  Co.  was  not  included  in  the  estate-tax  return  for 
e  estate  of  said  James  F.  Foster,  but  the  Commissioner  of  Internal 
svenue  has  included  the  value  thereof  in  the  gross  estate  of  said 
imes  F.  Foster  and  proposes  to  assess  an  additional  tax  thereon. 
The  market  value  of  said  1,188  shares  of  preferred  stock  of  the 
spublic  Metalware  Co.  at  the  date  of  the  death  of  the  said  James  F. 
ister  was  $89,100. 

OPINION. 

Phillips:  The  facts  are  stipulated.  The  Commissioner  deter- 
■ned  that  the  decedent  had  made  a  gift  of  1,188  shares  of  the  pre- 
rred  stock  of  the  Republic  Metalware  Co.  to  his  wife  to  take  effect 
possession  or  enjoyment  at  or  after  his  death.  The  gift  having 
en  made  prior  to  the  effective  date  of  the  taxing  act,  the  position 
the  respondent  is  untenable.  Nichols  v.  Goolidge ,  274  U.  S.  531; 
wries  Dugan ,  Executor ,  8  B.  T.  A.  482. 

There  is  no  contention  that  the  gift  was  made  in  contemplation  of 
■ath.  But  it  is  now  urged  that  no  gift  of  the  stock  was  consum- 
ated  because  it  is  not  shown  that  there  was  a  delivery  of  the  certifi¬ 
es  and  because  there  was  no  transfer  on  the  books  of  the  corporation, 
aere  can  be  no  question  that  a  gift  is  not  valid  or  enforceable  until 
has  been  consummated  by  a  delivery  of  the  thing  given.  An  un- 
ecuted  gift  is  nothing  more  than  a  promise  to  make  a  gift,  unen- 
iceable  for  lack  of  consideration.  But  once  a  gift  has  been  consum¬ 
ed,  the  rights  of  the  donee  become  vested.  While  delivery  is 
sential,  manual  delivery  of  the  thing  given  is  no  more  necessary 
the  case  of  a  gift  than  in  the  case  of  a  sale.  A  deed  of  gift  is  as 
ective  to  pass  title  as  a  bill  of  sale.  In  re  Cohn ,  176  N.  Y.  S.  225; 
•'  re  Valentine's  Estate ,  204  N.  Y.  S.  284.  See  also  Matter  of  Bab- 
ck,  147  N.  Y.  S.  168.  Nor  will  the  failure  to  record  the  gift  by  a 
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transfer  of  the  stock  on  the  books  of  the  corporation  prevent  tit! 
from  passing  as  between  the  donor  and  the  donee.  In  re  Bullard ,  7 
N.  Y.  S.  491;  Gidsson  v.  Sternberger ,  10  Fed.  (2d)  764  and  casJ 
cited. 

The  deed  of  gift  contained  words  of  present  conveyance :  “  I  herel 
transfer  and  give  to  my  wife.”  If  this  were  all  there  would  be  i 
question,  we  believe,  that  a  gift  had  been  made.  Certain  limitation 
however,  were  imposed;  first,  that  during  the  lifetime  of  the  dorn 
the  stock  should  remain  in  his  name  on  the  books  of  the  compan 
and,  second,  that  the  voting  and  all  other  privileges ,  excepting  tl 
ownership  of  income  on  same,  should  remain  with  the  donor.  The: 
restrictions  were  not  inconsistent  with  the  words  of  transfer  an 
gift.  Ownership  of  stock  imports  more  than  the  right  to  transf< 
or  vote  it.  The  necessities  of  business  have  caused  to  be  devist 
means  bv  which  the  sale  or  transfer  of  stock  is  restricted  or  the  votir 
power  limited  or  withheld  without  in  any  manner  affecting  i 
ownership  or  the  interest  of  its  owner  in  the  assets  of  the  corporate 
or  its  income.  It  seems  to  us  clear  that  the  decedent  intended 
give  to  his  wife  all  of  his  interest  in  the  assets  and  income  of  tl 
corporation,  represented  by  these  1,188  shares  of  its  capital  stoc| 
that  this  intention  was  carried  into  execution  by  the  delivery  of 
deed  of  gift  sufficient  to  effect  a  present  conveyance  and  that  tl 
restrictions  imposed  did  not  prevent  title  from  passing.  At  tl 
time  of  his  death  the  decedent  no  longer  owned  this  stock.  All  1 
had  Avas  in  effect  an  irrevocable  poAver  of  attorney  to  exercise  t 
A'oting  and  other  privileges  which  attached  to  the  stock.  There  av 
nothing  which  he  could  pass  on  to  others  as  a  part  of  his  estate. 

Decision  icill  be  entered  for  petitioners  uml 
Ride  50. 


Paauhau  Sugar  Plantation  Co.,  Petitioner,  u.  Commission 

of  Internal  Revenue,  Respondent. 

Docket  No.  13879.  Promulgated  September  24,  192S. 

Invested  capital  of  the  petitioner  was  determined  by  the  respond¬ 
ent  at  the  beginning  of  the  year  without  making  any  deduction  for 
a  deficit  caused  by  operating  losses.  Before  any  dividends  were 
paid  during  the  taxable  year  the  earnings  were  more  than  adequate 
to  compensate  for  the  operating  deficit.  Dividends  were  there¬ 
after  declared  and  paid  during  the  taxable  year,  the  earnings 
being  more  than  sufficient  to  pay  such  dividends.  Held,  that  the 
invested  capital  as  computed  at  the  beginning  of  the  year  should 
not  be  further  reduced  by  reason  of  the  payment  of  such  dividends. 


W.  W.  Spalding ,  Esq.,  for  the  petitioner. 
M.  N.  Fisher ,  Esq.,  for  the  respondent. 
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Petitioner  appeals  from  the  determination  by  the  respondent  of 
deficiency  of  $24,044.04  in  income  and  profits  tax  for  1920.  In  the 
dition  numerous  errors  are  alleged,  all  but  three  of  which  have  been 
mndoned. 

FINDINGS  OF  FACT. 


The  petitioner  is  a  corporation  organized  under  the  laws  of  the 
ate  of  California,  with  its  principal  office  at  San  Francisco.  The 
'titioner  was  incorporated  on  February  25,  1899,  and  since  that 
me  has  been  engaged  in  growing  sugar  cane  in  the  Territory  of 

awaii  and  manufacturing  such  cane  into  raw  sugar.  The  Territory 
•  •  •  •  ^  ' 
Hawaii  imposes  a  territorial  income  tax  upon  the  net  income  re¬ 
ived  during  the  calendar  year  by  a  corporation.  On  December  31, 
20,  the  petitioner  accrued  upon  its  books,  as  such  tax  upon  its  1920 
rnings,  $13,717.96.  The  tax  was  later  fixed  at  $13,719.20  and  paid 
two  equal  installments  in  May  and  November,  1921.  In  the  years 
evious  to  1920,  petitioner  had  not  accrued  such  taxes  but  had  de¬ 
leted  them  from  income  when  paid.  In  1920  it  paid  $3,110.70  as 
rritorial  income  tax  upon  its  1919  income.  In  computing  its  net 
come  for  1920  subject  to  Federal  income  tax  it  deducted  the  terri- 
cial  income  tax  paid  in  1920  on  1919  income  and  the  territorial 
come  tax  on  its  1920  income.  The  Commissioner  allowed  as  a 
duction  only  the  amount  paid  in  1920  for  tax  on  1919  income. 

The  net  income  of  the  petitioner  for  1920  was  determined  by  the 
►mmissioner  in  the  deficiency  notice  to  be  $485,532.22.  At  the 
ginning  of  the  year  1920  petitioner  had  a  deficit  of  $125,719.12  due 
losses  in  operating  its  business.  It  had  a  capital  stock  of  the 
r  value  of  $2,000,000.  The  Commissioner  determined  the  invested 
oital  to  be  $1,750,270.46  before  making  any  adjustment  for  inad- 
ssible  assets  and  $1,743,395.40  after  deducting  such  inadmissible 
;ets.  In  determining  each  of  these  amounts  the  Commissioner 
l  not  deduct  the  deficit  due  to  operations.  During  1920  petitioner 
id  dividends  as  follows: 


y  6th _ $15,000 

*  Aist  5th _  15,000 

•tember  9th _  15,  000 


October  7tli _ $15,  000 

November  15tli _  15,  000 

December  4th _  15,  000 


the  Commissioner  reduced  the  invested  capital  of  the  petitioner 
the  amount  of  such  dividends,  prorated  from  the  date  of  payment. 


OPINION. 

^hillips:  We  need  not  repeat  here  the  facts  with  respect  to  terri- 
'  ml  income  taxes.  At  the  hearing  it  was  conceded  by  both  parties 
4  the  Commissioner  was  in  error  in  refusing  to  allow  as  a  deduc- 
n  the  amount  which  had  accrued  as  taxes  upon  1920  income. 
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While  the  stipulation  of  the  parties  involves  a  conclusion  of  law 
we  are  without  any  evidence  of  the  basic  facts  upon  which  its  accu¬ 
racy  might  be  tested  and  therefore  assume  that  the  conclusion 
reached  is  justified  by  the  facts. 

The  Commissioner  contended  that  he  was  likewise  in  error  in  per¬ 
mitting  the  deduction  in  1920  of  the  tax  imposed  upon  1919  income 
out  paid  in  1920.  Here,  also,  we  are  without  any  evidence  upor 
which  to  determine  whether  that  which  the  Commissioner  did  in  thk 
respect  was  or  was  not  correct.  Except  for  the  admissions  in  the 
pleadings  that  certain  expenditures  relating  to  the  crops  of  future 
years  were  charged  to  a  crop  account  and  deducted  when  the  cro[ 
was  harvested,  no  evidence  has  been  supplied  as  to  the  methoc 
of  accounting  in  1919  or  in  1920  other  than  with  respect  to  this  oik 
item  of  taxes.  Whether  there  was  a  change  in  the  original  methoc 
of  accounting  and,  if  so,  whether  such  a  change  was  with  the  con 
sent  of  the  Commissioner,  does  not  appear.  Nor  are  there  othei 
facts  from  which  we  may  determine  what  should  properly  be  don* 
with  the  item  in  question.  Since  the  burden  was  on  the  responded 
to  show  that  he  was  in  error  in  allowing  the  deduction  and  this  ha: 
not  been  done,  his  determination  with  respect  to  this  item  must  b< 
followed. 


The  Commissioner  determined  the  invested  capital  of  the  petitioned 
at  the  beginning  of  the  year  to  be  $1,750,270.46.  The  petitioner  hat 
an  operating  deficit  of  $125,719.12  which  was  not  deducted  in  comput 
ing  this  invested  capital.  Guarantee  Construction  Co .,  2  L>.  T.  A 
1145.  The  earnings  during  the  first  six  months  were  sufficient  t* 
make  good  this  deficit,  even  after  making  provision  for  taxes.  N< 
dividends  were  paid  during  those  months.  It  therefore  appeals  tha 
before  any  dividends  were  paid,  petitioner  had  fully  restored  th 
amount  of  invested  capital  which  the  Commissioner  determined  ex 
isted  at  the  beginning  of  the  year.  During  the  last  six  months  o 
the  year  petitioner  paid  dividends,  but  the  earnings  of  these  las 
six  months  were  sufficient  to  pay  such  dividends  and  still  leave  peti 
tioner  with  the  full  amount  of  invested  capital  which  had  bee; 
allowed  it  at  the  beginning  of  the  year.  Such  dividends  were  pai* 
from  earnings  of  the  year  and  they  did  not  serve  to  reduce  the  in 
vested  capital  beyond  the  point  to  which  it  had  already  been  reduce* 
at  the  beginning  of  the  year. 

At  the  hearing  it  was  stipulated  that  in  computing  the  deficient 
invested  capital  had  been  erroneously  reduced  by  $2,510.70,  the  cos 
of  an  easement  acquired  in  1899.  Proper  adjustment  should  be  mad; 
for  this  item  in  recomputing  the  deficiency. 


Decision  will  be  entered  under  Rule  5C 


S.  R.  ROSEBERG. 
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S.  R.  Roseberg,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  14383.  Promulgated  September  24,  1928. 

1.  Where  one  exchanged  his  property  for  the  whole  of  the  capital 
stock  of  a  corporation  except  two  qualifying  shares,  and  where  the 
market  value  of  the  shares  received  was  in  excess  of  the  cost  of 
the  property,  held,  that  such  excess  constituted  taxable  gain. 

2.  Where  the  owner  of  all  the  capital  stock  of  a  corporation, 
except  two  qualifying  shares,  exchanged  a  part  of  his  stock  hold¬ 
ings  for  property  and  then  exchanged  such  property  for  a  part  of 
the  assets  of  the  same  corporation  and  where  the  market  value  of 
such  assets  was  in  excess  of  the  market  value  of  the  stock  so  ex¬ 
changed,  held,  that  such  excess  constituted  taxable  gain. 

Alfred  L.  Black ,  Esq.,  for  the  petitioner. 

C.  H.  Curl ,  Esq.,  and  I.  W.  Carpenter,  Esq.,  for  the  respondent. 

This  proceeding  involves  the  redetermination  of  deficiencies  in 
ncome  tax  for  the  years  1920  and  1921  in  the  respective  amounts  of 
55,698.36  and  $41,709.66.  The  errors  alleged  are  that  respondent 
rred  in  determining  that  petitioner  was  in  receipt  of  taxable  income 
n  1920  by  reason  of  an  exchange  of  property  for  all  the  capital 
lock  of  a  corporation  except  two  qualifying  shares ;  and  that  he  was 
n  receipt  of  taxable  income  in  1921  by  reason  of  certain  exchanges 
>f  stock  for  property  and  property  for  stock  in  the  same  corporation 

FINDINGS  OF  FACT. 

Prior  to  September  1,  1920,  the  petitioner  was  engaged  in  the  oil- 
obbing  business  in  and  around  the  City  of  Los  Angeles,  Calif.,  oper¬ 
ating  as  an  individual  and  was  in  possession  of  assets  which  cost  or 
lad  a  fair  market  value  as  of  March  1,  1913,  of  $223,002.03.  On  or 
ibout  September  1,  1920,  the  petitioner  organized  the  Roseberg  Oil 
Jorporation  with  a  capital  stock  of  $300,000  par  value  and  trans- 
‘erred  to  said  corporation  the  foregoing  assets  of  a  cost  or  March  1, 
913,  value  of  $223,002.03,  and  received  in  exchange  therefor  all  of 
he  capital  stock  of  the  corporation  with  the  exception  of  two  quali- 
ying  shares.  The  assets  so  transferred  were  set  up  on  the  books  of 
he  corporation  at  a  value  of  $301,056.54  and  had  at  said  date  a  ready 
ealizable  market  value  of  $247,406.98,  and  the  value  of  the  stock 
hus  received  by  the  taxpayer  had  an  agreed  value  on  September  1, 
920,  when  received  by  the  taxpayer  of  $247,406.98. 

On  or  about  January  10,  1921,  petitioner  was  the  owner  of  all  the 
lock  (excepting  two  qualifying  shares)  of  the  Roseberg  Oil  Corpora- 
ion,  with  a  par  value  of  $300,000,  and  William  J.  Batchelder  was 
lie  owner  of  a  refinery  acquired  on  or  about  said  date  at  an  approxi¬ 
mate  cost  of  $45,000. 
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On  or  about  January  10,  1921,  Batchelder  deeded  this  refinery  to 
petitioner  and  received  in  payment  therefor  950  shares  of  the  capital 
stock  of  the  Rosebery  Oil  Corporation,  which  950  shares  of  stock  had 
a  ready  realizable  market  value  at  the  date  received  of  $78,253.89. 

On  or  about  January  10,  1921,  petitioner  transferred  this  same  re¬ 
finery  to  the  Rosebery  Oil  Corporation  in  exchange  for  assets  of  the 
corporation,  with  a  book  value  of  approximately  $200,000  and  a  ready 
realizable  market  value  of  $176,750;  said  transfer  of  the  refinery  to 


the  corporation  was  duly  authorized  by  the  board  of  directors  of  said 
corporation  and  the  transaction  entered  on  the  minutes  of  the  cor¬ 


poration  as  of  January  10,  1921. 

The  refinery  was  set  up  on  the  books  of  the  corporation  at  the 
transfer  costs  of  $200,750. 

The  refinery  herein  mentioned  was  purchased  by  W.  J.  Batchelder 
from  the  Turner  Oil  Co.  at  a  cost  of  approximately  $45,000.  This 
ix? finery  was  located  on  leased  land  and  at  the  time  of  the  sale  of  said 
refinery  to  Batchelder  the  owners  of  said  refinery  had  been  notified 
by  the  owners  of  the  land  that  their  lease  had  been  terminated  and 
they  would  be  required  to  remove  their  refinery  from  said  land. 
However,  petitioner  and  W.  J.  Batchelder  had  assurance  from  the 
owners  of  the  land  that  if  they  purchased  the  refinery  a  lease  would 
be  granted  to  them. 

On  July  24,  1922,  a  “Statement  of  Facts”  was  spread  upon  the 
minutes  of  the  Roseberg  Oil  Corporation  detailing  the  refinery  trans¬ 
action  and  stating  the  refinery  was  worth  but  $45,000  and  that  a  stock 


discount  of  $150,000  should  be  set  up,  but  the  said  stock  discount  was 
never  set  up  on  the  books  of  the  corporation  nor  was  the  book  value 
of  the  refinery  ever  written  down  on  the  corporation’s  records  and 
depreciation  was  taken  on  said  refinery  at  the  value  of  $200, <50  as 
shown  bv  the  books,  and  said  depreciation  has  been  taken  on  all  of 
the  tax  returns  of  the  corporation  upon  said  valuation. 

Early  in  1923  an  amended  return  for  1921  was  prepared  for  the 
%/  0 

corporation  by  Van  Dane  and  Co.,  C.  P.  A.’s.  Incorporated  in  then- 
report  is  a  schedule  listing  the  various  units  of  this  same  refinery 
with  a  $200,750  valuation  basis.  This  unit  list  was  prepared  by  the 
refinery  superintendent. 

The  American  Appraisal  Co.  as  a  result  of  an  appraisal  early  in 
1924  placed  a  value  on  the  refinery  greater  than  $200,750. 

Late  in  1923  figures  were  offered  the  Corporation  Commissioner 
setting  up  this  same  refinery  at  a  valuation  in  excess  of  $200,750 
as  part  of  a  contemplated  merger  with  the  Blue  Tank  Line  £ 

Refining  Co.  JJ 

At  the  time  the  refinery  was  purchased  by  Batchelder  the  book 
value  of  the  assets  of  the  Roseberg  Oil  Corporation  was  $301,056.54. 
and  the  cost  of  the  refinery  to  W.  .1.  Batchelder  was  $45,000,  and  the 
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results  of  the  various  transactions  were  that  the  refinery  went  into 
the  corporation  and  petitioner  withdrew  approximately  $200,000  of 
the  book  assets  of  the  corporation,  and  Batchelder  had  950  shares 
of  the  Roseberg  Oil  Corporation. 

Batchelder  having  purchased  the  refinery  for  $45,000  from  the 
Turner  Oil  Co.  after  its  lease  had  been  terminated,  transferred  said 
refinery  to  petitioner  for  stock  in  the  Roseberg  Oil  Corporation  worth 
$78,253.89,  and  petitioner  in  turn  transferred  the  same  refinery  to  the 
corporation  for  part  of  its  assets  having  a  book  value  of  approxi¬ 
mately  $200,000  and  a  market  value  of  $176,750. 

The  stock  ownership  of  the  corporation  then  stood  as  follows : 

Petitioner _ 2,  048  shares 

Batchelder _  950  shares 

Qualifying  shares _  2  shares 

OPINION. 

Milliken  :  The  facts  were  stipulated  and  our  findings  of  fact  are 
in  accord  with  the  stipulation. 

In  1920  petitioner  Avas  the  owner  of  property  which  cost  or  had 
a  fair  market  value  as  of  March  1,  1913,  of  $223,002.03.  In  September 
of  that  year  petitioner  organized  the  Roseberg  Oil  Corporation  with 
a  capital  stock  of  the  par  value  of  $300,000,  and  transferred  said 
property  to  said  corporation  in  consideration  of  all  its  capital  stock 
except  two  qualifying  shares.  The  property  so  transferred  had  on 
the  date  of  transfer  a  ready  realizable  market  value  of  $247,406.98. 
and  the  stock  received  by  petitioner  was  of  the  same  value  as  the 
property  transferred.  The  applicable  provisions  of  the  Revenue  Act 
of  1918  are  sections  213  and  202.  Section  213  in  part  provides : 

The  term  “  gross  income  ” — 

(a)  Includes  gains,  profits,  and  income  derived  from  *  *  *  sales,  or 

dealings  in  property,  whether  real  or  personal. 

The  pertinent  portion  of  section  202  provides : 

(b)  When  property  is  exchanged  for  other  property,  the  property  received 

in  exchange  shall  for  the  purpose  of  determining  gain  or  loss  be  treated  as  the 
equivalent  of  cash  to  the  amount  of  its  fair  market  value,  if  any,  *  *  *. 

It  is  conceded  in  the  brief  filed  in  behalf  of  petitioner  that  if 
this  transaction  be  considered  simply  as  one  between  two  different 
entities,  it  resulted  in  taxable  income,  but  it  is  contended  that,  since 
petitioner  on  the  morning  of  the  day  the  transaction  was  consum¬ 
mated  was  the  oAvner  of  the  property  and  on  the  evening  of  the  same 
day  was  the  owner  of  all  the  capital  stock  of  the  corporation  except 
•he  two  qualifying  shares,  he  had  substantially  the  same  property 
interests  in  the  evening  that  he  had  in  the  morning  with  the  result 
that  he  Avas  in  receipt  of  no  taxable  gain. 
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The  converse  of  this  proposition  was  presented  to  the  Board  in 
E.  C.  Huffman ,  1  B.  T.  A.  52,  and  John  K.  Greenwood ,  1  B.  T.  A.  291. 
In  the  first  proceeding  the  facts  were  that  a  corporation  was  dissolved 
and  the  assets  thereof  were  conveyed  to  the  stockholders  as  partners, 
the  individuals  holding  the  same  proportionate  interests  in  the 
partnership  that  they  held  in  the  corporation.  In  the  Greenwood 
case  the  facts  were  that  Greenwood  was  the  owner  of  all  the  stock 
of  a  corporation  and  upon  its  dissolution  acquired  all  its  assets.  In 
both  cases  the  same  contention  was  advanced  that  is  made  in  this 
proceeding,  which  is  that  we  should  disregard  the  corporate  entity 
and  hold  that,  since  the  interests  of  the  individuals  were  the  same  in 
tlie  corporation  as  in  the  assets  of  the  corporation  after  dissolution, 
no  taxable  gain  could  result.  In  both  cases  we  held  adversely  to  this 
contention.  In  the  Greemoood  case  we  said : 

We  have  recently  held  in  Appeal  of  E.  C.  Huffman,  1  B.  T.  A.  52,  that  the 
dissolution  of  a  corporation  and  the  transfer  of  its  capital  and  surplus  to 
partnership,  the  members  of  which  have  the  same  proportionate  iniercsts 
results  in  taxable  income  to  the  stockholder  notwithstanding  he  in  fact  took 
nothing  out  of  the  business.  In  that  case  the  Board  said : 

“Since  all  of  the  assets  remained  in  the  business  and  nothing  was  actually 
distributed,  the  taxpayer,  a  former  stockholder  and  later  partner,  claims  that 
he  received  no  taxable  income.  To  him  it  appears  that  his  financial  interest  w:e 
precisely  the  same  after  the  reorganization  as  before.  But  as  a  matter  of  law 
this  is  not  so.  As  a  stockholder  of  the  former  corporation  he  was  not  directlj 
an  owner  of  its  assets;  as  a  member  of  the  partnership  he  was.  This  lega 
dist' notion  is  a  matter  of  substance  and  not  merely  of  form.  The  Supreme 
Court  has  left  no  room  for  doubt  that  a  corporation  must  be  regarded  foi 
purposes  of  the  income  tax  law  as  an  entity  separate  and  distinct  from  in 
shareholders.  Eisner  v.  Macomhcr,  252  U.  S.  1S9,  214;  United  States  v.  PheUis 
257  U.  S.  156;  Cullman  v.  Walker,  2G2  U.  S.  134.” 

The  principle  announced  in  the  above  case  is  applicable  here  and  the  distinc 
lion  between  a  eorporat'on  and  its  stockholders  is  preserved  even  where  oik 
person  owns  all  the  capital  stock.  Peterson  v.  Chicago,  etc.,  R.  Co.,  205  U.  S 
3S4;  Appeal  of  .T Vinthrop  Ames,  1  B.  T.  A.  03.  The  fact  that  the  assets  of  tbi 
corporation  were  not  converted  into  cash  and  that  the  taxpayer  at  no  tim< 
received  cash  for  his  stock  we  regard  as  immaterial  for  the  reason  that  income 
may  be  derived  from  a  distr  bution  of  assets  in  kind  as  well  as  from  a  con 
version  of  such  assets  into  cash  and  a  distribution  of  the  cash.  The  essentia 
thing  is  gain  derived  from  capital,  whether  it  flows  from  cap  tal  or  is  derive 
from  a  conversion  of  capital  as  an  increase  in  capital  value.  Both  are  equally 
income  within  the  meaning  of  the  law,  and  the  manner  of  distribution  cannot 
affect  the  principle  which  is  to  control. 

See  also  Estate  of  A  F.  Buchmiller ,  1  B.  T.  A.  380;  J.  II.  Morrow 
Administrator ,  1  B.  T.  A.  1148;  and  Joseph  Joseph ,  et  al ,  6  B.  I*.  A 

595.  »M 

In  Napoleon  B.  Burge ,  et  al,  4  B.  T.  A.  732,  the  facts  were  that 
certain  tenants  in  common  in  1919  exchanged  their  undividet 
interests  in  property  for  the  capital  stock  of  a  corporation,  th< 
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idividuals  owning  the  same  proportionate  interests  in  the  corpora- 
on  that  they  had  owned  in  the  property.  In  that  proceeding,  as 
i  this,  the  value  of  the  stock  received  in  exchange  was  in  excess  of 
ie  cost  of  the  property  exchanged  for  the  stock.  The  respondent 
itermined  that  this  excess  constituted  taxable  income  and  the  Board 
firmed  his  determination.  There,  as  here,  the  petitioner  relied  upon 
reiss  v.  Steam,  265  U.  S.  242.  After  discussing  that  case  and 
arr  v.  United  States,  268  U.  S.  536,  we  said : 

The  taxpayers  here  say  that  by  the  exchange  of  leases  for  stock  none  of  the 
)ckholders  gained  anything  really  different  from  what  they  had  had  prior 
the  exchange;  that  the  appreciation  in  value  of  the  property  before  the 
insfer  was  evidenced  by  instruments  of  writing  showing  undivided  interests 
the  oil  leases  and  after  the  transfer  this  appreciation  was  evidenced  by 
rtificates  of  stock  reflecting  identically  the  same  undivided  interests,  owned 
the  same  persons. 

There  might  be  some  grounds  for  saying  that  the  stock  certificates  held  by 
s  stockholders  represent  the  same  amount  of  interest  in  the  leases  as  they  had 
:ned  before  the  transfer,  but  to  say  that  they  represent  the  “  same  undivided 
terests  ”  is  not  accurate  nor  in  accordance  with  the  settled  law.  Prior  to  the 
change  the  taxpayers  held  title  to  their  interests  in  the  leases  with  all  the 
ddents  of  complete  ownership;  after  the  exchange  the  corporation  had  title, 
;al  and  equitable,  to  the  whole  property.  Eisner  v.  Macombcr,  252  U  S  ISO 
8. 

The  taxpayers  further  urge  that  the  change  of  ownership  of  the  leases  was 
change  in  form  and  not  in  substance ;  the  tenants  in  common  created  the 
rporation  to  serve  them,  controlled  the  corporation  entirely,  and  in  substance 
d  nothing  more  than  they  had  before  the  transfer.  We  think  it  immaterial 
at  the  former  tenants  in  common  controlled  the  corporation,  as  the  fact 
nains  that  they  and  the  corporation  were  separate  entities.  This  fact  is 
e  that  can  not  be  ignored  and  the  distinction  between  a  corporation  and  its 
ickholders  for  income-tax  purposes  is  a  legal  distinction  of  substance  and 
t  merely  of  form.  Eisner  v.  Macomber,  252  U.  S.  189,  214;  Cullman  v. 
alker,  262  U.  S.  134.  And  whether  the  stockholders  had  anything  more  after 
■eiving  the  corporate  stock  than  they  had  before  is  not  the  test.  United 
’lies  v.  Phellis,  257  U.  S.  156,  171 ;  Rockefeller  v.  United  States,  257  U.  S. 
3,  183.  The  true  test  is  laid  down  in  Weiss  v.  Steam,  265  U.  S.  242,  where 
^  court  says,  at  page  254,  that,  if  a  stockholder  is  to  be  taxed  on  an  exchange 
property  the  transaction  must  be  “something  which  gives  the  stockholder 
nething  really  different  from  what  he  theretofore  had.”  This  test,  when 
plied  here,  gives  the  real  solution  to  the  question.  The  taxpayers,  prior  to 
;  exchange,  had  the  direct  ownership,  hence  complete  and  full  control,  over 
hr  interests  in  the  leases;  after  the  exchange  they  were  at  most  beneficial 
ners  of  the  assets  of  the  corporation,  their  shares  therein  being  evidenced 
stock  certificates  which  carried  with  them  no  direct  right  of  ownership  in 
i  assets.  Appeal  of  E.  C.  Huffman,  1  B.  T.  A.  52,  and  cases  therein  cited. 

1  other  words,  by  this  transaction  the  taxpayers  received  shares  of  stock 
‘ich  were  property  of  a  distinctly  different  kind  from,  and  having  entirely 
ferent  attributes  than,  the  property  paid  in  by  them. 

See  also  George  A.  Ricker,  et  al,  10  B.  T.  A.  11. 

On  the  authority  of  the  above  cases  we  are  of  opinion  that  respond- 
t  was  not  in  error  in  determining  that  petitioner  was  in  receipt  of 
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taxable  income  by  reason  of  the  exchange  of  his  property  for  the 
stock  of  the  corporation. 

With  respect  to  the  transaction  occurring  in  the  year  1921.  it  is 
contended  that  the  final  result  of  all  the  exchanges  was  simply  to 
introduce  Batchelder  as  a  stockholder  in  the  corporation.  Whatever 
may  be  the  merit  of  this  contention,  a  point  we  do  not  decide,  it 
disregards  the  facts  of  the  case  which  were  that  petitioner  purchased 
the  property  of  Batchelder  with  stock  of  the  corporation.  It  thus 
became  petitioner’s  property.  He  then  exchanged  this  property  for 
assets  of  the  corporation.  These  assets  immediately  ceased  to  be  the 
property  of  the  corporation  and  became  the  property  of  petitioner. 
Under  the  facts  as  stipulated  it  is  clear  that  petitioner  was  in  receipt 
of  taxable  income  to  the  extent  of  the  difference  between  the  cost 
to  him  of  the  950  shares  transferred  to  Batchelder  and  the  market 
value  of  the  amounts  received  from  the  corporation,  to  wit,  $176,750. 
The  contention  that  these  transactions  were  the  equivalent  of  a  reor¬ 
ganization  is  untenable.  Whatever  may  be  the  definition  of  the  term 
“reorganization”  it  is  sufficient  to  say  that  these  transactions  did 
not  in  any  sense  constitute  a  “reorganization  of  one  or  more  corpo¬ 
rations  ”  as  that  term  is  used  in  section  202  (c)  (2)  of  the  Revenue 

Act  of  1921.  •  • 

Stock  or  securities  were  not  received  in  place  of  stock  or  securities, 
but  the  corporation  acquired  a  refinery  from  petitioner,  there  was 
no  merger,  consolidation,  recapitalization  or  change  in  identity,  form, 
or  place  of  organization  of  the  corporation.  Neither  does  petitioner 
benefit  by  the  provisions  of  section  202  (c)  (3)  in  that  he  was  not 
“  in  control  ”  of  the  corporation  as  that  term  is  defined  by  statute. 

Judgment  will  be  entered  under  Rule  50. 


Florence  V.  Cruickshank,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 


F.  G.  Cruickshank,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  Nos.  10449,  21790.  Promulgated  September  24,- 1928. 


The  income  of  a  husband  and  of  a  wife,  both  residents  of  Cali¬ 
fornia.  derived  from  separate  estates  and  individual  earnings  is  tax¬ 
able  to  the  spouse  owning  the  estate  or  earning  the  income,  irrespec¬ 
tive  of  an  antenuptial  agreement  to  the  effect  that  such  income 
should  be  used  for  the  common  benefit  of  both  and  any  surplus 
invested  in  property  the  joint  property  of  both. 


Ralph  It'.  Smith,  Esq.,  and  Claude  I.  Parker,  Esq.,  for  the  peti- 


ti  oners. 

('lurk  T.  Brown.  Esq.,  for  the  respondent. 
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These  proceedings  were  by  motion  made  and  granted  consolidated 
t'or  hearing  and  final  decision  and  involve  deficiencies  in  income  tax. 
In  the  appeal  of  Florence  V.  Cruickshank  the  deficiencies  are  for  the 
calendar  years  1920  and  1921  in  the  respective  amounts  of  $3,550.02 
liid  $2,207.75,  and  in  the  appeal  of  F.  G.  Cruickshank  the  deficiencies 
ire  for  the  calendar  years  1922  and  1923,  in  the  respective  amounts 
>f  $3,149.63  and  $2,393.38.  The  only  error  assigned  in  each  case  is 
hat  the  respondent  in  computing  the  income  of  petitioners,  who  are 
msband  and  wife,  erred  in  refusing  to  compute  such  income  in  ac¬ 
cordance  with  an  antenuptial  agreement  entered  into  between  them. 

FINDINGS  OF  FACT. 

Petitioners  were  married  in  1909  and  have  been  since  that  date 
msband  and  wife  and  residents  and  citizens  of  the  State  of  Cali¬ 
fornia.  Prior  to  their  marriage  and  on  August  1,  1909,  petitioners 
•ntered  into  the  following  agreement : 

This  Ante-nuptial  Agreement,  made  and  entered  into  this  first  day  of  August^ 
909,  by  and  between  F.  G.  Cruickshank,  of  Pasadena,  California,  party  of  the 
irst  part,  and  Florence  Vandevort,  of  the  same  place,  party  of  the  second  part, 

VlTNESSETH  THAT  I 

Whereas,  the  parties  hereto  contemplate  intermarrying  and  are  desirous  of 
id  justing  all  property  rights  and  interests ;  and 

Whereas,  the  party  of  the  first  part  is  the  owner  of  property  of  the  value  of 
'10,000.00,  and  the  party  of  the  second  part  is  the  owner  of  property  of  the 
alue  of  $760,000.00  (household  furniture  and  furnishings  and  jewelry 
xcepted),  and 

Whereas,  the  parties  are  desirous  of  keeping  the  above  principals  intact,  free 
rom  any  claim  of  the  other,  but  are  desirous  of  sharing  in  the  income  and 
ecumulations  therefrom ; 

Now  therefore,  in  consideration  of  the  premises  and  of  the  marriage  herein 
ontemplated,  the  parties  do  agree,  each  with  the  other,  as  follows,  to-wit : 

That  the  property  which  each  of  the  parties  now  has  shall  be  and  remain  the 
eparate  property  of  the  party  so  owning  the  same  and  shall  be  free  from  any 
laim  of  the  other,  except  as  herein  provided. 

That  during  the  continuance  of  said  marriage  the  income  and  accumulations 
lerived  from  said  properties  and  the  earnings  of  the  parties  and  all  moneys 
eceived  by  them  from  any  and  all  sources  shall  be  used  by  the  parties  hereto 
or  their  mutual  comfort  and  enjoyment  and  shall  be  under  the  joint  control 
'f  the  parties  hereto  and  any  unused  portion  of  the  income  and  accumulations, 
hall,  from  time  to  time,  be  invested  for  the  joint  benefit  of  the  parties  hereto 
■Hi  shall  be  under  their  joint  control. 

The  parties  agree  to  keep  accurate  books  of  account  showing  the  moneys 
eceived  and  disbursed  on  account  of  said  properties,  and  the  amounts  received 
rom  other  sources  and  all  moneys  advanced  to  the  parties  hereto,  and  at  least 
>nce  a  year  to  balance  said  books  and  to  appraise  the  property  so  as  to  show 
be  actual  amount  of  property  on  hand. 

Should  any  statement  show  the  property  on  hand  to  be  of  greater  value  than 
770,000.00  the  excess  shall  be  the  property  of  the  parties  hereto,  the  same  to  be 
mder  their  joint  control  during  the  continuance  of  said  marriage,  but  should 
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any  statement  show  that  the  value  of  said  property  is  less  than  $770,000.00, 
then  the  parties  hereto  must  make  up  such  deficit  in  said  principal  sum  to  the 
party  whose  principal  has  been  impaired. 

For  the  purposes  of  this  agreement  the  payment  of  $200.00  per  month  upon 
the  first  day  of  each  month  to  Charlotte  E.  Gleason  for  the  term  of  her  natural 
life,  shall  be  considered  a  charge  upon  the  property  of  the  party  of  the  second 
part  and  paid  out  of  the  income  before  any  other  payments  or  advancements 
are  made. 

Upon  the  dissolution  of  said  marriage  by  death  or  otherwise,  each  of  the 
parties  (or  the  estate  of  the  deceased  party)  shall  be  entitled  to  the  amount  they 
have  contributed,  as  above  set  forth,  and  one-half  of  all  earnings,  accumulations, 
income  and  other  moneys  received  from  whatever  source. 

Provided,  however,  that  the  household  furniture  and  furnishings  and  jewelry 
which  the  second  party  now  has  shall  be  the  property  of  the  second  party  in 
addition  to  the  above,  and  provided  further  that  either  party  shall  have  the 
right,  at  any  time  to  impair  their  principal  by  gift,  but  if  so  impaired  it  shall 
be  entered  upon  the  books  of  the  parties  hereto  and  the  amount  so  impaired 
shall  not  be  replaced  out  of  income. 

This  agreement  may  be  changed,  cancelled  or  modified  by  an  instrument  in 
writing  signed  by  the  parties  hereto. 

The  parties  agree  to  devote  so  much  of  their  time,  without  compensation,  te 
the  care,  management  and  conservation  of  said  property  as  may  be  necessary. 

In  Witness  Whereof,  the  parties  hereto  have  hereunto  set  their  hands  and 
seals  the  day  and  year  first  above  written. 

F.  G.  Oruickshank  (Seal.) 

Florence  Vandevort  (Seal.) 

0 

The  above  agreement  lias  been  in  full  force  and  effect  since  its  exe 
cution  and  has  in  all  particulars  been  carried  out  and  observed  by  th( 
parties.  F.  G.  Oruickshank  was  at  all  times  a  practicing  attorney  a) 
law  and  was  during  the  years  1921,  1922,  and  1923  a  member  of  ? 
partnership.  Petitioners  made  for  each  year  a  separate  income-ta> 
return  and  each  returned  one-half  of  the  total  income  which  botl 
received  from  all  sources.  For  the  years  1920  and  1921,  respondeni 
restored  to  the  gross  income  of  F.  G.  Oruickshank  all  the  income  h< 
derived  from  his  profession  and  all  his  income  from  all  other  source: 
ether  than  the  property  covered  by  the  agreement,  and  apportioned 
the  income  from  said  property  to  F.  G.  Oruickshank  and  If  h 
Florence  V.  Oruickshank.  For  the  years  1922  and  1923  he  followed 
the  same  procedure  except  that  he  apportioned  the  income  from  tin 
property  covered  by  the  agreement  :n  equal  parts  between  petitioner^ 

OPINION. 

Milliken  :  Petitioners  contend  that  under  the  antenuptial  agree 
ment  each  was  absolutely  and  without  a  qualification  entitled  to  re 
ceive  one-half  of  the  total  income  of  both;  that  since  this  agreemen 
was  entered  into  prior  to  the  adoption  of  the  Sixteenth  Ainendmen 
to  the  Constitution  it  is  apparent  it  was  not  made  to  evade  inconi 
tax;  and  that  this  right  is  a  property  right  which  can  not  be  die  re 
garded  for  the  purpose  of  taxation  or  any  other  purpose. 
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Since  the  antenuptial  agreement  is  valid  and  binding,  it  is  imma- 
;rial  for  income-tax  purposes  whether  it  was  executed  before  or 
fter  the  adoption  of  the  Sixteenth  Amendment.  We  have  not  before 
3  a  question  of  tax  evasion.  Cf.  United  States  v.  I  sham,  17  Wall. 
36.  The  issue  presented  is  not  whether  that  agreement  did  in  fact 
isult  in  an  enforcible  right  to  an  equal  division  of  the  income  be- 
veen  the  parties,  but  is,  What  is  the  effect  of  the  agreement  upon 
le  taxable  income  of  each? 

The  agreement  was  carefully  drawn  and  meticulously  sets  out  the 
ights  and  liabilities  of  the  parties.  It  clearly  appears  that  the  prop- 
rty  mentioned  in  the  agreement  remained  the  absolute  separate 
roperty  of  each  party  free  from  any  claim  of  the  other  but  under 
lint  control;  that  the  income  and  accumulations  from  such  properties 
nd  all  other  income  received  by  either  party  from  any  source  what- 
ver  should  be  used  by  the  parties  for  their  mutual  comfort  and 
njoyment;  that  any  unused  portion  of  such  income  and  accumula- 
:ons  should  be  invested  for  the  joint  benefit  of  the  parties,  such 
ivestments  to  be  under  joint  control;  and  that  upon  the  dissolution 
f  the  marriage  the  parties  (or  the  estate  of  the  deceased  party) 
lould  be  entitled  to  the  amounts  each  contributed  and  one-half  of  all 
le  earnings,  accumulations,  income  or  other  moneys  from  whatever 
lurce. 

We  will  first  discuss  the  effect  of  the  antenuptial  agreement  on  the 
ixable  income  of  the  husband  other  than  that  derived  from  the 
roperty  covered  by  the  agreement.  The  case  of  Blair  v.  Roth ,  22 
"ed.  (2d)  932  (certiorari  denied  by  United  States  Supreme  Court, 
ipril  23,  1928) ,  is  in  point.  In  that  ease  the  court  said : 

*  *  *  As  exemplified  in  actual  practice,  the  agreement  of  the  appellee  and 

is  wife  amounted  to  substantially  this:  They  would  contribute  their  earnings 
>  a  common  fund,  out  of  which  their  personal  and  community  expenses  would 
e  paid ;  and  of  the  sayings,  if  any,  and  the  property  in  which  such  savings 
■ere  invested,  they  were  to  be  the  owners  upon  an  equal  footing.  By  the  ap- 
ellant  it  is  not  contended  that,  under  the  California  statutes  (sections  159,  160, 
'iv.  Code ;  Wren  v.  Wren,  100  Cal.  276,  34  P.  775,  38  Am.  St.  Rep.  287 ;  Kalt- 
?hmidt  v.  Weber,  145  Cal.  596,  179  P.  272 ;  Smith  v.  Smith,  47  Cal.  App.  650,  191 
'.  60 ;  Perkins  v.  Sunset  T.  &  T.  Go.,  155  Cal.  712,  103  P.  190) ,  a  husband  and 
ife  domiciled  in  that  state  may  not  make  valid  agreements  relating  to  either 
tieir  separate  or  their  community  property,  or  that  it  would  be  incompetent, 
y  appropriate  agreement  between  them,  to  constitute  the  earnings  of  the  wife 
er  separate  estate.  In  essence  his  contention  is  that,  at  most,  the  agreement 
ere  was  for  an  assignment  by  each  of  the  parties  of  one-half  of  his  or  her 
arnings  to  the  other ;  that,  at  the  instant  they  were  received,  the  salaries  were, 
y  the  law,  impressed  with  the  status  of  community  property,  and  were  taxable 
dth  reference  to  that  status ;  and  that  the  obligation  to  pay  the  tax  so  computed 
auld  not  be  escaped  by  contributing  such  incomes  to  the  so-called  partnership 
etween  the  two  members  of  the  community,  any  more  effectually  than  by  con- 
ilbuting  it  to  a  like  enterprise  as  between  one  member  of  the  community  and  a 
hird  person.  In  this  view  we  concur. 
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The  above  is  decisive  o£  this  particular  issue.  Besides,  it  appears 
that  during  three  of  the  years  involved,  the  husband  was  a  member 
of  a  partnership.  This  feature  brings  this  proceeding  in  so  far  as 
said  years  are  concerned,  within  the  decision  of  Mitchel  v.  Bowers, 
15  Fed.  (2d)  287. 

The  reasoning  in  the  opinion  in  Blair  v.  Roth ,  supra ,  is  equally  ap¬ 
plicable  to  the  taxability  of  income  derived  from  the  properties  cov¬ 
ered  by  the  antenuptial  agreement.  That  instrument  provides  that 
the  property  of  each  of  the  parties  shall,  subject  to  the  right  to  th<j 
joint  use  of  the  income  and  the  right,  of  joint  control,  remain  the 
separate  property  of  the  party  owning  it  at  that  time  and  should 
be  free  from  any  claim  of  the  other.  Income  from  such  property 
is  under  the  law  of  California  separate  property.  As  such  it  is 
first  the  income  of  the  owner  of  the  property  and  the  obligation  to 
pay  tax  thereon  can  not  be  escaped  by  contributing  such  income  to 
the  common  use  of  both.  Such  also  has  been  the  consistent  holdings 
of  the  Board.  See  Samuel  V.  Woods ,  5  B.  T.  A.  413;  Fred  W. 
Warner ,  5  B.  T.  A.  963;  Guy  C.  Earl ,  10  B.  T.  A.  723;  and  H.  A. 
Belcher ,  11  B.  T.  A.  1294.  Cf.  C.  R.  Thomas ,  8  B.  T.  A.  118. 
We  are  of  opinion  that  each  party  is  taxable  on  the  income  derived 
from  the  property  owned  by  him  or  her  at  the  date  of  the  agree¬ 
ment  and  from  any  other  property  representing  property  then  owned. 

Counsel  for  petitioner  calls  to  our  attention  the  provisions  of 
section  161(a)  of  the  Civil  Code  of  California  enacted  as  a  law 
July  28,  1927,  and  contends  that  “such  section,  while  not  a  law  dur¬ 
ing  the  years  in  question,  was  a  declaration  by  the  Legislature  as  to 
what  it  has  always  intended  to  mean  in  reference  to  the  respective 
rights  or  interests  of  a  husband  or  wife  in  California  communitv 
property.”  It  seems  sufficient  to  observe  that,  whatever  may  be 
the  import  of  the  section  of  the  California  statute  in  question,  that  it 
was  not  a  law  during  the  years  here  before  us  can  have  no  bearing 
on  the  taxable  status  of  the  income  theretofore  earned.  The  treat¬ 
ment  that  should  be  accorded  such  income  is  controlled  by  the  de# 
cision  of  the  United  States  Supreme  Court  in  United  States  v. 
Robbins,  269  U.  S.  315.  S 

Counsel  also  contends  that  the  antenuptial  agreement  presents  a 
joint  venture.  It  seems  sufficient  to  point  out  that  there  was  no 
combination  of  property,  money,  efforts,  skill  or  knowledge  in  some 
specific  venture  or  common  undertaking. 

Since  it  does  not  appear  from  the  record  whether  there  is  any 

income  from  property  purchased  with  surplus  income,  we  refrain 

^  • 

from  discussing  that  phase  of  the  case. 

It  appears  that  for  the  years  1920  and  1921,  respondent  allocated 
the  income  from  the  property  covered  by  the  agreement  Ft  to  the 
husband  and  7-S-  to  the  wife  and  that  for  the  years  1922  and  192*1 
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e  allocated  such  income  to  each  in  equal  shares.  This  appears  to  be 
nite  inconsistent,  but  we  have  not  sufficient  facts  before  us  to  make 
ndings  on  this  point.  It  is  true  that  in  the  wife’s  case,  involving 
le  years  1920  and  1921,  an  accountant  was  introduced  to  testify  as  to 
hat  he  discovered  on  certain  books  of  account.  Whether  such 
:>oks  were  properly  kept  does  not  appear.  The  pleadings  do  not 
>ntest  the  determinations  of  respondent,  except  to  the  extent  of 
leging  that  he  did  not  allocate  the  income  in  accord  with  the  terms 
f  the  agreement.  It  appears  from  the  deficiency  letter  that 
ispondent  made  certain  changes  in  petitioner’s  income  as  reported, 
he  figures  given  by  the  witness  are  not  in  all  respects  in  harmony 
ith  those  in  the  deficiency  letter.  Besides,  on  cross-examination 
Lis  witness  testified : 


Q.  You  don't  know,  you  can't  tell,  from  your  examination,  can  you,  how  much 
come  can  be  attributed  to  the  increase  over  the  $10,000  or  over  the  $760,000 
how  much  can  be  attributed  to  those  particular  items? 

A.  No. 


Judgment  will  be  entered  for  the  respondent. 


David  A.  Reed,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  12499.  Promulgated  September  25,  1928. 

1.  During  December,  1920,  petitioner  was  designated  by  the 
Attorney  General  of  Pennsylvania  as  special  counsel  to  repre¬ 
sent  said  Commonwealth  in  the  matter  of  inheritance  taxes  due 
by  the  Frick  and  Oliver  Estates.  In  1921,  petitioner  received  the 
amount  of  $2,500  from  said  Commonwealth  as  compensation  for 
legal  services  rendered  to  that  date.  Held ,  that,  under  the  cir¬ 
cumstances  disclosed,  petitioner  was  not  an  employee  of  the 
Commonwealth  of  Pennsylvania,  and  that  the  compensation  paid 
to  him  for  said  legal  services  is  subject  to  the  Federal  income  tax. 

2.  Amounts  paid  to  campaign  committees  by  a  candidate  for 
public  office  are  not  deductible  from  gross  income  as  ordinary 
and  necessary  business  expenses,  under  section  214  (a)  (1)  of  the 
Revenue  Act  of  1921. 

Maynard  Teall ,  Esq.,  for  the  petitioner. 

P.  S.  Crewe ,  Esq.,  for  the  respondent. 

* 

This  proceeding  is  for  the  redetermination  of  deficiencies  in  in- 
me  tax  for  the  years  1921  and  1922  in  the  amounts  of  $1,215.56 
id  $3,106.05,  respectively.  The  issues  are:  (1)  Whether  respondent 
red  in  adding  to  taxable  income  the  amount  of  $2,500  received 
the  petitioner  from  the  Commonwealth  of  Pennsylvania  in 
21  as  compensation  for  legal  services,  claimed  by  him  to  be  non- 


514 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(513 


taxable,  and  (2)  whether  respondent  erred  in  disallowing  deduc¬ 
tions  claimed  by  the  petitioner  as  business  expenses  for  1922  ir. 
the  amounts  of  $5,000  and  $250,  representing  payments  made  by  hirr 
in  that  year  to  the  Republican  State  Committee  of  Pennsylvania 
and  the  Republican  Committee  of  Allegheny  County,  Pennsylvania 
respectively. 

FINDINGS  OF  FACT. 


The  petitioner  is  an  individual,  having  an  office  at  747  Union  Trusi 
Building,  Pittsburgh,  Pa.,  and  during  the  years  involved  was  ai 
attorney  and  counselor  at  law  actively  engaged  in  the  practice  of  his 
profession,  being  a  member  of  the  law  firm  of  Reed,  Smith,  Shav 
and  Beal. 

On  the  20th  day  of  June,  1919,  the  Governor  of  Pennsylvania  ap 
proved  a  statute  providing  for  a  transfer  inheritance  tax  upon  direcl 
and  collateral  inheritances,  which  statute  is  printed  in  Pennsylvania 
Pamphlet  Laws,  1919,  p.  521. 

Almost  immediately,  questions  arose  as  to  the  constitutional  valid 
it}7  of  provisions  of  that  statute  and  as  to  the  construction  of  the 
same  or  other  provisions,  which  questions  were  of  great  importance 
to  the  Commonwealth  of  Pennsylvania  from  the  standpoint  of  rev¬ 
enue  for  the  maintenance  of  the  State  government.  Judicial  de¬ 
cisions  involved,  from  the  standpoint  of  said  Commonwealth,  mud 
larger  sums  of  money  than  were  involved  in  particular  cases  in  which 
such  decisions  were  rendered,  for  the  reason  that  in  all  probability 
such  decisions  would  control  cases  and  situations  so  long  as  sa>c 
statute  should  remain  in  effect. 

Among  the  earliest  and  most  important  cases  involving  said  statute 
were  Oliver’s  Estate ,  273  Pa.  400;  Kirk  pat  riel's  Estate ,  275  Pa.  271 
and  Frick’s  Estate ,  277  Pa.  242,  2G8  U.  S.  473.  | 

On  the  first  day  of  December,  1920,  the  petitioner,  who  was  ther 
and  is  now  an  attorney  at  law.  was  appointed  Special  Attorney  foi 
the  Commonwealth  of  Pennsy  lvania  and  assigned  to  represent  said 
Commonwealth  in  Frick’s  Estate ,  which  cause  was  then  in  the  court 
of  first  instance,  to  wit,  the  Orphan’s  Court  of  Allegheny  County 
Pennsylvania,  and  had  not  yet  been  tried. 

On  the  9th  day  of  December,  1920,  the  petitioner  was  assigned  the 
further  duty  of  representing  the  Commonwealth  of  Pennsylvania  in 
Oliver’s  Estate ,  which  cause  was  then  in  said  Orphan’s  Court  of 
Allegheny  County,  Pennsylvania,  and  had  not  yet  been  tried. 

Said  appointment  or  designation  of  petitioner  as  Special  Attorney 
for  the  Commonwealth  of  Pennsylvania  in  Flick’s  Estate  was  made 
by  William  I.  Schaffer,  then  Attorney  General  of  said  Common¬ 
wealth,  by  telegram  dated  December  1,  1920,  reading  as  follows: 
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Harrisburg,  Pa.,  December  1. 

Alajor  David  A.  Reed, 

Union  Arc  Pgh  Pa. 

I  have  designated  you  as  special  counsel  to  represent  the  Commonwealth  in 
the  matter  of  the  inheritance  taxes  due  by  the  estate  of  Henry  C.  Frick. 

Wm.  I.  Schaefer,  Atty.  General. 

On  the  same  date,  December  1,  1920,  the  petitioner  sent  the  follow¬ 
ing  telegram  to  said  Attorney  General : 

Very  glad  to  represent  Commonwealth  in  inheritance  tax  matter  against 
Frick  estate  and  I  appreciate  the  compliment  of  being  selected  by  you. 

Under  date  of  December  9,  1920,  the  Attorney  General  of  Penn¬ 
sylvania,  sent  a  letter  to  the  petitioner  reading  as  follows : 

My  Dear  Major  Reed  :  It  gives  me  much  pleasure  to  designate  you  as  the 
Attorney  to  represent  the  Commonwealth  of  Pennsylvania  in  the  matter  of 
the  taxes  due  the  Commonwealth  from  the  Estate  of  Edith  Ann  Oliver. 

Yours  sincerely, 

(Signed)  W.  I.  Schaffer, 

Attorney  General. 

In  1921  George  E.  Alter  succeeded  William  I.  Schaffer  as  Attorney 
General  of  Pennsylvania,  and  thereupon  petitioner  tendered  his  res¬ 
ignation  as  Special  Attorney,  which  resignation  the  new  Attorney 
General  declined  to  accept,  and  continued  the  petitioner’s  appoint¬ 
ment  as  Special  Attorney  and  his  assignment  to  represent  the  Com¬ 
monwealth  of  Pennsylvania  in  Frick's  Estate  and  Oliver's  Estate. 

Oliver's  Estate  was  finally  decided  by  the  Supreme  Court  of  Penn¬ 
sylvania  in  1922  and  Frick's  Estate  by  the  Supreme  Court  of  the 
United  States  in  June,  1925.  The  petitioner  acted  as  Attorney  for 
the  Commonwealth  of  Pennsylvania  until  final  disposition  of  both 
"ases,  in  each  instance  representing  said  Commonwealth  from  the 
:ourt  of  first  instance  to  and  through  the  court  of  final  decision. 

Kirkpatrick's  Estate  came  on  for  argument  in  the  Supreme  Court 
3f  Pennsylvania  prior  to  Frick's  Estate ,  and  involved  one  or  more 
questions  raised  in  the  latter  cause.  The  petitioner  was  not  assigned 
luties  in  Kirkpatrick's  Estate  from  its  inception,  but  when  said  cause 
-ame  on  for  argument  in  the  Supreme  Court  of  Pennsylvania,  and 
because  of  the  identity  of  one  or  more  questions  as  aforesaid,  the 
petitioner  filed  a  brief  and  made  an  oral  argument  to  the  court,  all 
with  the  prior  approval  of  the  Attorney  General  of  the  Common¬ 
wealth.  Kirkpatrick's  Estate  was  argued  before  and  finally  decided 
by  the  Supreme  Court  of  Pennsylvania  in  1922. 

The  petitioner  acted  as  Special  Attorney  for  the  Commonwealth  of 
Pennsylvania,  representing  said  Commonwealth  continuously  in  said 
beforementioned  causes  from  December,  1920,  to  final  decision  of 
Frick's  Estate  in  1925. 

13836—28 - 4 
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On  or  about  the  first  dav  of  May,  1921,  the  Attorney  General  of 
Pennsylvania  approved  payment  of  the  sum  of  $2,500  as  compensa¬ 
tion  of  the  petitioner  as  Special  Attorney  for  the  Commonwealth  of 
Pennsylvania  up  to  that  time,  and  shortly  thereafter  and  during  the 
year  1921  said  sum  was  paid  to  the  petitioner  out  of  moneys  of  said 
Commonwealth. 

Payment  of  said  compensation  was  made  pursuant  to  a  statement 
of  account  rendered  by  the  petitioner  as  follows : 


Original 


Commonwealth  of  Pennsylvania 
to 


May  1st,  1921. 


David  A.  Reed,  Dr. 


On  Account : 


For  Professional  Services, 

In  the  cases  of  Inheritance  Tax  claims  against  Estate  of  Edith 

Anne  Oliver  and  Estate  of  Henry  C.  Frick - $2.  500 

Under  date  of  July  14,  1921,  a  “Direct  Requisition"  was  made 
for  the  settlement  and  payment  of  said  account  as  follows : 


DIRECT  REQUISITION 


Harrisburg,  Pa.  July  Ilf.  1921. 

To  the  Auditor  General. 

('onnnomcealth  of  Pennsylvania. 

On  account  of  the  Commonwealth  of  Pennsylvania,  Department  of  Attorney 
General,  please  settle  and  authorize  payment  of  the  individual  items  as  listed 
below,  on  account  of  necessary  expenditures,  as  per  duly  approved  accounts 
payable  herewith.  Charge — 

$2500.00  to  appropriation  for  payment  of  services  and  expenses  of  attorneys 
to  be  employed  to  *  *  *  assist  in  the  prosecution  of  claims  in  which  the 

Common wealth  is  interested,  etc.,  per  Act  July  16.  1919.  #  42-A. 

I  certify  that  the  within  account  is  true  and  correct,  that  the  materials, 
services  and  expenses  were  actually  and  necessarily  purchased,  rendered  and 
incurred  for  the  use  of  the  Commonwealth  of  Pennsylvania,  and  the  prices 
charged  therefor  are  fair  and  reasonable. 

Name  (Sgd)  George  Ross  Hull, 

Title  Deputy  Attorney  General. 


No.  of 
vouchor 

To  whom  payable 

Address 

Amount 

Total 

- - - - 

David  A.  Reed,  Esq _ 

747  Union  Arcade,  Pittsburgh,  Pa . 

$2,  500. 00 

The  amount  of  $2,500,  received  from  the  Commonwealth  of  Penn¬ 
sylvania  in  1921.  was  a  very  small  fraction  of  the  petitioner^  earn¬ 
ings  in  that  year  from  the  practice  of  his  profession  as  a  member  of 
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the  partnership  of  Reed,  Smith,  Shaw  &  Beal.  During  the  period 
involved  in  this  proceeding,  the  petitioner  did  not  devote  his  time 
exclusively  to  the  Commonwealth  of  Pennsylvania.  During  the  time 
lie  was  performing  legal  services  for  said  Commonwealth  he  was  also 
performing  legal  services  for  various  other  clients. 

In  Oliver's  Estate ,  above  mentioned,  the  brief  hied  by  the  Common¬ 
wealth  of  Pennsylvania  was  approved  by  and  had  the  name  of  the 
Attorney  General  upon  it.  The  Attorney  General  was  present  but 
did  not  participate  in  the  oral  argument  before  the  Supreme  Court  in 
Kirkpatrick' s  Estate ,  which  involved  at  least  one  question  likewise 
involved  in  Frick's  Estate.  After  previous  consultation  with  and  au¬ 
thority  from  the  Attorney  General,  the  petitioner  herein  hied  a  brief 
as  amicus  cmiae  in  Kirkpatrick' s  Estate ,  apprehending  a  decision 
that  might  be  controlling  in  Frick's  Estate.  The  Attorney  General 
was  present  when  the  argument  in  that  case  was  made.  In  Frick's 
Estate ,  the  Attorney  General  participated  with  the  petitioner  herein 
in  preparation  of  the  argument,  both  before  the  Orphan’s  Court  and 
the  Supreme  Court,  and  also  participated  with  him  in  the  oral  argu¬ 
ment  before  both  courts. 

During  the  pendency  of  the  litigation  in  which  the  petitioner 
herein  was  acting  in  the  interest  of  the  Commonwealth  of  Pennsyl¬ 
vania,  he  was  in  frequent  communication  with  the  Attorney  General 
by  letter,  orally,  and  by  telephone  in  regard  to  the  several  cases,  and 
no  important  questions  of  policy  were  decided  without  his  previous 
consultation  with  and  authority  from  said  Attorney  General.  The 
responsibility  for  the  proper  presentation  of  the  Commonwealth’s 
case  under  the  petitioner’s  appointment  and  payment,  as  hereinabove 
set  out,  was  a  responsibility  of  the  Attorney  General’s  Department. 

In  his  tax  return  for  1921,  the  petitioner  treated  as  nontaxable 
income  the  above  mentioned  amount  of  $2,500  received  by  him  from 
the  Commonwealth  of  Pennsylvania  as  compensation  for  legal  serv¬ 
ices.  Upon  audit  of  the  return,  the  respondent  included  said  amount 
as  taxable  income  and  computed  the  deficiency  in  controversy  for 
said  year. 

In  the  year  1922  the  petitioner  was  a  candidate  for  the  public 
office  of  United  States  Senator  from  the  Commonwealth  of 
Pennsylvania,  and  was  making  an  active  campaign  for  said  office, 
in  that  campaign  the  petitioner  had  the  support  and  assistance  of 
the  Republican  State  Committee  of  the  Commonwealth  of  Pennsyl¬ 
vania,  and  in  Allegheny  County,  which  includes  the  City  of  Pitts¬ 
burgh,  the  support  and  assistance  of  the  Republican  Committee  of 
that  county.  The  Republican  State  Committee  was  engaged  in  pro¬ 
moting  the  success  of  the  Republican  state  ticket,  including  the  can¬ 
didacy  of  the  petitioner,  and  the  County  Committee  was  engaged 
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primarily  in  promoting  the  success  of  the  Republican  ticket  of 
Allegheny  County,  but  gave  its  support  and  a  large  measure  of  its 
assistance  to  the  candidacy  of  the  petitioner,  who  was  and  is  a 
resident  of  Allegheny  County. 

In  the  year  1922,  the  petitioner  paid  into  the  funds  of  the  Re¬ 
publican  State  Committee  the  sum  of  $5,000,  and  into  the  funds  of 
the  Republican  Committee  of  Allegheny  County  the  sum  of  $250,  for 
the  purpose  of  assisting  said  committees  in  their  work  of  promoting 
the  success  of  candidates  on  the  State  and  county  Republican  tickets, 
including  the  petitioner. 

Said  amounts  were  reported  by  the  petitioner  to  the  Pennsylvania 
state  authorities  and  to  the  United  States  Senate  as  campaign  expend¬ 
itures,  and  were  claimed  as  deductions  for  business  expenses  in  his 
return  for  1922.  Upon  audit  of  the  return,  they  were  disallowed  by 
the  respondent. 

opinion. 

Trammell:  The  issue  with  respect  to  the  deficiency  asserted  for 
the  year  1921  involves  the  question  whether  the  amount  of  $2,500 
received  by  the  petitioner  in  that  year  from  the  Commonwealth  of 
Pennsylvania  as  compensation  for  legal  services,  under  the  circum¬ 
stances  set  out  in  our  findings  of  fact,  constitutes  taxable  or  non- 
taxable  income.  The  petitioner  treated  said  amount  in  his  return  a- 
nontaxable  income.  Thereafter,  upon  audit  of  said  return  for  1921. 
the  respondent  included  said  amount  as  taxable  income,  and  on  that 
basis  computed  the  deficiency  which  we  are  here  called  upon  to 
redetermine. 

The  petitioner  contends  that  said  income  is  not  taxable  by  the 
Federal  Government  for  t lie  reason  that  the  compensation  was  paid 
to  him  as  an  employee  of  the  Commonwealth  of  Pennsylvania,  or 
if  it  should  be  held  that  he  was  not  an  employee,  said  income  is 
not  taxable  for  the  reason  that  the  petitioner  was,  in  any  event,  an 
instrumentality  or  agenc}’  through  which  said  Commonwealth  exer¬ 
cised  an  essential  governmental  function,  namely,  the  collection  oi 
revenue  necessary  to  its  support  and  maintenance.  It  has  not  been 
alleged  nor  suggested  that  the  petitioner  was  an  “  officer  ”  of  the 
Commonwealth  of  Pennsylvania  and  clearly  he  was  not;  hence,  our 
consideration  of  the  issue  will  be  confined  to  the  two  propositions  of 
the  petitioner  just  stated. 

The  very  nature  of  our  constitutional  system  of  dual  sovereign 
governments  is  such  as  impliedly  to  prohibit  the  Federal  government 
from  taxing  the  instrumentalities  of  a  State  government,  and  in  a 
similar  manner  to  limit  the  power  of  the  States  to  tax  the  instru¬ 
mentalities  of  the  Federal  government.  Metcalf  <€•  Eddy  v.  Mitchell 
269  U.  S.  514;  5  Am.  Fed.  Tax  Rep.  5834. 
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Just  what  instrumentalities  of  either  a  State  or  the  Federal  gov- 
‘rnment  are  exempt  from  tax  by  the  other  can  not  be  stated  in  terms 
)f  universal  application,  and  the  determination  of  this  question  in 
mrticular  cases  often  presents  a  perplexing  problem.  However,  it  is 
veil  settled  that  any  agency  created  and  controlled  by  the  one  govern¬ 
ment  exclusively  to  enable  it  to  perform  a  governmental  function 
nay  not  be  taxed  by  the  other.  Gillespie  v.  Oklahoma ,  257  XJ.  S.  501. 

It  is  equally  well  settled  that  an  “  officer  ”  of  either  government 
s  such  an  agency  or  instrumentality  of  that  government  that  his  sal- 
iry  or  emoluments  can  not  be  subjected  to  any  sort  of  tax  by  the 
)ther.  Dobbins  v.  Commissioners ,  16  Pet.  435;  Collector  v.  Day , 
1  Wall.  113. 

And  we. have  repeatedly  held  that  the  salary  of  an  “employee" 
)f  a  State,  or  political  subdivision  thereof,  is  immune  from  the 
Federal  income  tax.  P.  Frank  Durkin .  4  B.  T.  A.  743;  John  E. 
Matthews ,  8  B.  T.  A.  209 ;  Hoivard  Webster  Byers ,  8  B.  T.  A.  1191 ; 
B.  F.  Martin ,  12  B.  T.  A.  267. 

Also,  Congress  has  affirmatively  expressed  its  recognition  of  this 
principle  of  taxation  by  providing  in  the  Revenue  Act  of  1926  as 
follows : 

Sec.  1211.  Any  taxes  imposed  by  the  Revenue  Act  of  1924  or  prior  revenue 
Vets  upon  any  individual  in  respect  of  amounts  received  by  him  as  compensa- 
ion  for  personal  services  as  an  officer  or  employee  of  any  State  or  political 
subdivision  thereof  (except  to  the  extent  that  such  compensation  is  paid  by 
he  United  States  Government  directly  or  indirectly),  shall  subject  to  the 
statutory  period  of  limitations  properly  applicable  thereto,  be  abated,  credited 
»r  refunded. 

It  does  not  follow,  however,  that  every  person  who  renders  service 
to  a  State  or  the  Federal  government,  or  who  uses  his  property  or 
lerives  a  profit  in  his  dealings  with  such  government,  may  clothe 
himself  with  immunity  from  taxation  by  the  other  on  the  theory 
that  either  he  or  his  property  is  an  instrumentality  of  government 
within  the  meaning  of  the  rule.  Thompson  v.  Pacific  Railroad , 
9  Wall.  579;  Railroad  Co.  v.  Peniston ,  18  Wall.  5;  Baltimore  Ship¬ 
building  Co.  v.  Baltimore ,  195  U.  S.  375;  Gromer  v.  Standard 
Dredging  Co .,  224  U.  S.  362;  Fidelity  <&  Deposit  Co.  v.  Pennsylvania , 
240  U.  S.  319;  Choctaw ,  Oklahoma  <&  Gulf  R.  R.  Co.  v.  Mackey ,  256 
X".  S.  531 ;  Metcalf  <F  Eddy  v.  Mitchell ,  supra. 

While  an  “  officer  ”  or  “  employee  ”  of  a  State  government  is  such 
an  instrumentality  of  that  government  that  his  compensation  may 
not  be  taxed  by  the  Federal  government,  an  independent  contractor 
is  not  necessarily  so  exempt.  Metcalf  cfi  Eddy  v.  Mitchell ,  supra. 

As  stated  by  the  Supreme  Court  in  Railroad  Co.  v.  Peniston ,  supra, , 
the  exemption  is  dependent  upon  the  effect  of  the  tax.  If  the  effect 
of  the  tax  is  not  such  as  to  hinder  the  efficient  exercise  of  power  by 
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the  instrumentality,  or  to  obstruct  an  essential  governmental  func- 1 
tion,  it  may  lawfully  be  laid;  otherwise,  it  may  not  be. 

In  rendering  the  legal  services  here  in  question,  was  the  petitioner 
an  employee  of  the  Commonwealth  of  Pennsylvania,  or  was  he  an 
independent  contractor? 

The  line  of  demarkation  between  the  status  of  employee  and  that 
of  independent  contractor,  where  the  facts  disclose  some  of  the 
characteristics  of  each,  is  difficult  to  determine,  notwithstanding 
there  have  been  many  court  decisions  on  the  subject.  By  the  weight 
of  authority,  it  appears  that  the  crucial  test  lies  in  the  right  of 
control,  or  lack  of  it,  which  the  employer  may  exercise  respecting 
the  manner  in  which  the  service  is  to  be  performed  and  the  means! i 
to  be  employed  in  its  accomplishment,  as  well  as  the  result  to  be 
attained. 

In  Singer  Manufacturing  Co.  v.  Rahn ,  132  U.  S.  518,  the  court 
said : 


*  *  *  The  relation  of  master  and  servant  exists  whenever  the  em¬ 
ployer  retains  the  right  to  direct  the  manner  in  which  the  business  shall 
he  done,  as  well  as  the  result  to  he  accomplished,  or,  in  other  words,  “  not  only 
what  shall  be  done,  but  how  it  shall  be  done.” 

The  rule  was  stated  in  Kinsman  v.  Hartford  Courant  Co .,  94  Conn. 
156 ;  108  Am.  562,  as  follows : 

One  is  an  employee  of  another  when  he  renders  service  for  him  and  what  he 
agrees  to  do  or  is  directed  to  do  is  subject  to  the  will  of  that  other  in  the  mode 
and  manner  in  which  the  service  is  to  be  done  and  in  the  means  to  be  em¬ 
ployed  in  its  accomplishment  as  well  as  in  the  result  to  be  attained. 

If  one  carries  on  work  for  another,  and  in  the  mode,  manner  and  means  is 
independent  of  that  other’s  control,  he  is  an  independent  contractor. 

Cf.  Railroad  Co.  v.  Hanning ,  15  Wall.  649;  Standard  Oil  Co.  v. 
Anderson ,  212  U.  S.  215;  Chicago,  etc.  Ry.  Co.  v.  Bond ,  240  U.  S. 
449;  Katherine  Linstead  v.  Chesapeake  <6  Ohio  Ry.  Co.,  48  Sup.  Ct. 
241;  Metcalf  cb  Eddy  v.  Mitchell,  supra. 

The  duties  of  the  petitioner  herein  were  not  expressly  prescribed 
by  contract,  and  the  record  does  not  disclose  in  definite  terms  the 
degree  of  control  or  right  of  control  which  the  Attorney  General  of 
Pennsylvania  might  properly  have  exercised  over  the  petitioner  in 
connection  with  the  manner  in  which  his  service  was  to  be  performed 
and  the  means  to  be  employed  in  its  accomplishment.  On  this  point, 
our  conclusions  must  be  drawn  from  all  the  facts  before  us. 

At  the  time  of  his  employment  in  1920,  the  petitioner  was  an  out¬ 
standing  member  of  the  Pennsylvania  Bar,  and  the  eminence  attained 
* — */ 

by  him  in  his  profession  was  doubtless  the  moving  cause  for  his 
employment  by  the  Attorney  General  to  represent  the  Commonwealth 
in  this  important  litigation.  The  petitioner  was  a  member  of  the 
law  firm  of  Reed.  Smith,  Shaw  &  Beal,  and  resided  at  and  had  his 
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office  in  the  City  of  Pittsburgh.  He  was  not  required  under  his  em- 
doyment  to  go  to  Harrisburg  and  perform  his  services  at  a  desk 
n  the  Attorney  General’s  office  under  the  direct  supervision  of  that 
official,  nor  was  he  in  any  manner  restricted  with  respect  to  his 
•inploynient  by  other  clients.  He  was  at  liberty  to  accept  such  other 
employment  as  he  saw  fit,  and  he  did  in  fact  during  that  time  repre¬ 
sent  many  other  clients.  The  compensation  received  by  the  peti- 
ioner  from  the  Commonwealth  of  Pennsylvania  in  1921  was  only  a 
■mall  fraction  of  the  income  received  by  him  in  that  year  from  the 
n-actice  of  his  profession.  He  was  not  restricted  with  respect  to 
)ffice  hours.  He  was  free  to  perform  his  service  for  the  common¬ 
wealth  at  such  times  and  in  such  manner  as  he  desired,  subject  only 
o  the  general  direction  of  the  Attorney  General.  These  facts  do 
iot  indicate  the  attributes  of  an  “  employee  11  within  the  generally 
iccepted  meaning  of  that  term. 

While  it  is  true  that  the  petitioner  was  in  frequent  communication 
vith  the  Attorney  General  by  letter,  orally  and  by  telephone  in  regard 
o  the  several  cases,  and  that  no  important  questions  of  policy  were 
lecided  without  his  previous  consultation  with  and  authority  from 
he  Attorney  General,  this,  we  do  not  think,  constituted  that  detailed 
ontrol  which  an  employer  commonly  exercises  over  the  service  of 
in  employee. 

So  far  as  disclosed,  the  relationship  between  the  petitioner  and 
he  Attorney  General  of  Pennsylvania,  with  respect  to  the  manner 
n  which  the  petitioner’s  service  was  to  be  performed,  was  not  sub¬ 
stantially  different  from  the  relationship  which  ordinarily  exists 
between  attorney  and  client. 

In  Louisville ,  etc.  Railroad  Co.  v.  Wilson ,  138  U.  S.  501,  the 
Supreme  Court  of  the  United  States  said : 

The  terms  “  officers  ”  and  “  employees  ”  both,  alike,  refer  to  those  in  regular 
and  continual  service.  Within  the  ordinary  acceptation  of  the  terms,  one 
who  is  engaged  to  render  service  in  a  particular  transaction  is  neither  an 
officer  or  employe.  They  imply  continuity  of  service,  and  exclude  those 
employed  for  a  special  and  single  transaction.  An  attorney  of  an  individual, 
retained  for  a  single  suit,  is  not  his  employe.  It  is  true,  he  has  engaged  to 
render  services ;  but  his  engagement  is  rather  that  of  a  contractor  than  that 
of  an  employe. 

See  also  Robert  G.  Gordon ,  5  B.  T.  A.  1047 ;  /S' .  P.  F reeling ,  7  B. 
T.  A.  1238;  George  W.  Fuller ,  9  B.  T.  A.  708. 

In  the  case  of  Metcalf  dc  Eddy  v.  Mitchell ,  supra ,  the  question  was 
presented  whether  the  plaintiffs  were  employees  or  independent  con¬ 
tractors  in  their  relation  to  State  governments.  The  plaintiffs  were 
consulting  engineers,  who,  either  individually  or  as  copartners,  were 
professionally  employed  to  advise  States  or  subdivisions  of  States 
with  reference  to  proposed  water  supply  and  sewage  disposal  systems. 
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It  was  claimed  that  the  fees  received  by  them  for  such  services  were 
expressly  exempt  from  the  Federal  income  tax  by  the  Revenue  Act 
of  1917,  and  it  was  further  contended  that  in  any  event  Congress 
had  no  power  under  the  Constitution  to  tax  said  income.  The  specific 
question  first  considered  by  the  court  was  whether  the  plaintiffs  were 
officers  or  employees  of  a  State  or  a  subdivision  of  a  State,  or  inde¬ 
pendent  contractors.  After  pointing  out  in  its  opinion  that  there 
was  no  public  office  to  which  either  of  the  plaintiffs  was  appointed, 
the  court  continued : 

Nor  do  the  facts  stated  in  the  bill  of  exceptions  establish  that  the  plaintiffs 
were  “employees”  within  the  meaning  of  the  statute.  So  far  as  appears,  they 
were  in  the  position  of  independent  contractors.  The  record  does  not  reveal  to 
what  extent,  if  at  all,  their  services  were  subject  to  the  direction  or  control 
of  the  public  boards  or  officers  engaging  them.  In  each  instance  the  perform¬ 
ance  of  their  contract  involved  the  use  of  judgment  and  discretion  on  the  r 
part  and  they  were  required  to  use  their  best  professional  skill  to  bring  about 
the  desired  result.  This  permitted  to  them  liberty  of  action  which  excludes  rhe 
idea  of  that  control  or  right  of  control  by  the  employer  which  characterizes  the 
relation  of  employer  and  employee  and  differentiates  the  employee  or  servant 
from  the  independent  contractor. 

In  the  case  at  bar  it  seems  to  us  obvious  that  the  petitioner  was 
employed  bv  the  Attorney  General  of  Pennsylvania  primarily  in 
order  that  the  Commonwealth  might  have  the  benefit  of  the  peti¬ 
tioner’s  knowledge,  experience  and  skill  in  the  conduct  of  litigation 
which,  from  the  standpoint  of  the  Commonwealth,  was  of  para¬ 
mount  and  far-reaching  importance.  In  these  circumstances,  the 
performance  of  the  petitioner’s  service  required  the  use  of  judgment 
and  discretion  on  his  part,  and  involved  the  exercise  of  his  best  pro¬ 
fessional  skill  to  bring  about  the  desired  result.  As  stated  by  the 
Supreme  Court  in  its  opinion  above  quoted,  this  permitted  to  him 
liberty  of  action  which  excludes  the  idea  of  that  control  or  right  of 
control  which  characterizes  the  relation  of  employer  and  employee. 
It  is  our  opinion,  therefore,  that  the  petitioner  was  not  an  employee 
of  the  Commonwealth  of  Pennsylvania,  but  that  he  was  in  the  posi¬ 
tion  of  an  independent  contractor. 

This  brings  us  to  a  consideration  of  the  second  contention  of  the 
petitioner,  namely,  that  the  compensation  paid  to  him  by  the  Com¬ 
monwealth  of  Pennsylvania  is  not  taxable  by  the  Federal  govern¬ 
ment  for  the  reason  that  the  petitioner  was,  in  any  event,  an  instru¬ 
mentality  or  agency  through  which  said  Commonwealth  exercised  an 
essential  governmental  function.  As  hereinabove  pointed  out,  the 
solution  of  this  question  is  dependent  upon  the  effect  of  the  tax. 
Railroad  Co.  v.  Penis  tow,  supra. 

The  tax  upon  the  petitioner’s  compensation  from  the  State  was  in 
no  material  respect  different  from  the  tax  upon  his  compensation 
from  other  sources.  The  State  was  simply  one  of  his  clients.  He 
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vas  engaged  in  the  particular  matters.  The  United  States  Supreme 
3ourt  in  the  case  of  Metcalf  &  Eddy  v.  Mitchell ,  supra ,  had  the  same 
juestion  before  it,  and  said  : 

*  *  *  The  tax  is  imposed  on  the  income  of  one  who  is  neither  an  officer 

ior  an  employee  of  government  and  whose  only  relation  to  it  is  that  of  contract, 
inder  which  there  is  an  obligation  to  furnish  service,  for  practical  purposes  not 
•  nlike  a  contract  to  sell  and  deliver  a  commodity. 

The  court  in  that  case  also  said : 

The  tax  is  imposed  without  discrimination  upon  income  whether  derived  from 
services  rendered  to  the  state  or  services  rendered  to  private  individuals.  In 
uich  a  situation  it  cannot  be  said  that  the  tax  is  imposed  upon  an  agency  of 
government  in  any  technical  sense,  and  the  tax  itself  cannot  be  deemed  to  be 
m  interference  with  government,  or  an  impairment  of  the  efficiency  of  its 
igencies  in  any  substantial  way. 

In  conclusion,  the  court  in  the  case  of  Metcalf  &  Eddy  v.  Mitchell , 
upra ,  said : 

But  we  do  decide  that  one  who  is  not  an  officer  or  employee  of  a  state,  does 
lot  establish  exemption  from  federal  income  tax  merely  by  showing  that  his 
ncome  was  received  as  compensation  for  services  rendered  under  a  contract 
vith  a  state ;  and  when  we  take  the  next  step  necessary  to  a  complete  disposi- 
ion  of  the  question,  and  inquire  into  the  effect  of  a  particular  tax,  on  the  func- 
ioning  of  the  state  government,  we  do  not  find  that  it  impairs  in  any  sub- 
tantial  manner  the  ability  of  plaintiffs  in  error  to  discharge  their  obligations 
o  the  state  or  the  ability  of  a  state  or  its  subdivisions  to  procure  the  services 
)f  private  individuals  to  aid  them  in  their  undertakings.  Cf.  Central  Pacific 
Railroad  v.  California,  1G2  U.  S.  91,  12G.  We  therefore  conclude  that  the  tax 

*  *  was  properly  assessed. 

For  the  reasons  indicated  the  respondent  on  the  first  issue  is  sus- 

ained. 

The  second  issue  raised  in  this  proceeding  involves  the  correctness 
)f  the  deficiency  asserted  for  the  year  1922.  In  that  year,  the  peti- 
ioner  was  a  candidate  for  the  office  of  United  States  Senator  from 
he  Commonwealth  of  Pennsylvania,  and  had  the  support  and  assist- 
mce  of  the  Republican  State  Committee  of  Pennsylvania  and  the 
Republican  Committee  of  Allegheny  County.  These  committees 
vere  engaged  in  promoting  the  success  of  the  Republican  State  ticket 
md  the  Republican  ticket  for  Allegheny  County,  respectively,  includ- 
ng  the  candidacy  of  the  petitioner.  During  1922,  the  petitioner 
)aid  into  the  funds  of  the  Republican  State  Committee  the  sum  of 
i5,000,  and  into  the  funds  of  the  county  committee  the  sum  of  $250, 
vhich  amounts  were  reported  by  him  to  the  State  authorities  and  to 
he  United  States  Senate  as  campaign  expenditures.  In  his  return 
or  1922  the  petitioner  deducted  said  amounts  from  his  gross  income 
is  business  expenses,  and  upon  audit  of  the  return  they  were  dis- 
dlowed  by  the  respondent. 

The  Revenue  Act  of  1921,  in  section  214  (a)  provides  that  in  com- 
luting  net  income  in  the  case  of  individuals,  there  shall  be  allowed  as 
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deductions  66  all  the  ordinary  and  necessary  expenses  paid  or  incurre 
during  the  taxable  year  in  carrying  on  any  trade  or  business,’  and  i 
section  215  (a)  provides  that  no  deduction  shall  in  any  case  b 
allowed  in  respect  of  “  personal,  living  or  family  expenses.  ’ 

The  deductions  authorized  by  the  statute,  above  quoted,  plainl 
contemplate  necessary  items  of  expense  in  conducting  business,  tha 
is  growing  out  of  or  incurred  solely  in  the  furtherance  of  the  bus 
ness  engaged  in.  Frank  H.  Sullivan ,  1  B.  1.  A.  93. 

The  word  “  business  ”  is  a  comprehensive  term,  and  is  defined  i 
1  Bouvier’s  Law  Diet.,  p.  273,  as  u  that  which  occupies  the  time,  after 
tion  and  labor  of  men  for  the  purpose  of  a  livelihood  or  profit. 
This  definition  was  given  judicial  sanction  by  the  Supreme  Court  i 
Flint  v.  Stone  Tracy  Co .,  220  U.  S.  107,  and  again  was  cited  wit 
approval  by  the  Supreme  Court  in  the  later  case  of  T  on  Bamnbac 

v.  Sargent  Land  Co .,  242  U.  S.  503. 

So  far  as  we  are  advised  by  the  record,  the  activities  of  the  pet 
tioner  during  the  year  1922  were  confined  to  his  law  business  and  t 
his  campaign  for  election  to  the  office  of  1  nited  States  Senato 
The  expenditures  in  question  had  no  connection  with  the  petitioner 
law  practice,  and  can  not  be  considered  as  expense  paid  or  incline 
in  carrying  on  that  business. 

The  statute  authorizes  only  the  deduction  of  ordinary  and  nece 
sary  expenses  paid  oi*  incurred  during  the  taxable  year  in  the  actus 
carrying  on  of  a  trade  or  business. 

Can  it  be  said,  then,  that  running  for  office  or  conducting  a  can 
paign  for  public  office  constitutes  a  business  within  the  definition  c 
that  term  as  hereinabove  given?  AVe  think  not.  Running  for  offi< 
of  and  within  itself  is  not  a  business  carried  on  for  the  purpose  of 
livelihood  or  profit,  but  is  only  preparatory  to  the  actual  deriving  < 
income  from  a  subsequent  holding  of  the  office,  if  elected. 

In  •/.  II.  Sanford ,  2  B.  T.  A.  18*1,  we  pointed  out  that  expenditure 
made  preparatory  to  actual  operations  for  profit  were  not  at  all  tl 
same  as  current  annual  operating  expenses,  and  held  that  such  expel 
ditures  were  not  deductible  under  the  statute  as  business  expenses. 

Again,  in  the  case  of  Mort  L.  Bixler ,  5  B.  T.  A.  1181,  we  held  tin 
amounts  expended  by  the  taxpayer  in  seeking  or  securing  employ 
ment  were  not  deductible  as  business  expenses  under  the  same  statu 
which  is  controlling  here. 

Even  if  we  should  hold  that  running  for  office  constituted  a  bus 
ness,  the  ordinary  and  necessary  expenses  in  connection  with  whit 
are  deductible,  we  are  of  the  opinion  that  the  contributions  hei 
involved  were  not  expenditures  which  should  be  so  classified.  Tl 
expenditures  here  involved  were  merely  voluntary  contribution 
Any  benefits  flowing  or  expected  to  be  derived  therefrom  we: 
indirect  and  remote. 
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It  may  also  be  noted  that  the  amounts  involved  were  paid  by  the 
etitioner  into  the  funds  of  the  State  and  county  committees  for  the 
urpose  of  assisting  said  committees  in  their  work  of  promoting  the 
access  of  the  candidates  on  the  State  and  county  Republican  tickets, 
lduding  the  petitioner.  Obviously,  therefore,  these  amounts  were 
ot  expended  by  the  petitioner  solely  in  the  furtherance  of  his  own 
indidacy.  Amounts  gratuitously  paid  by  him  to  promote  the  suc¬ 
cess  of  other  candidates  certainly  could  not  in  any  sense  be  said  to 
institute  ordinary  and  necessary  expenses  in  carrying  on  a  trade  or 
usiness,  and  accordingly  are  not  deductible  from  gross  income  as  a 
usiness  expense. 

The  action  of  the  respondent  on  the  second  issue  is  affirmed. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent. 

Green,  Milliken,  Van  Fossan,  and  Siefkin  dissent  on  the  first 

oint. 


Leon  L.  Moise,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

erald  F.  Schlesinger,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

e  Roy  Schlesinger,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  7453-7455,  8036.  Promulgated  September  25,  1928. 

1.  Written  consents  filed  with  the  Commissioner  but  approved  by 
the  Commissioner  subsequent  to  the  expiration  of  the  statutory 
period  of  limitation  are  effectual  in  preventing  a  bar  to  the  assess¬ 
ment  and/or  collection  of  taxes.  Joy  Floral  Co..  7  B.  T.  A.  800, 
followed. 

2.  The  evidence  is  insufficient  to  warrant  deduction  for  obso¬ 
lescence  of  tangible  property. 

3.  The  Commissioner  erred  in  allowing  a  deduction  for  obsoles¬ 
cence  of  good  will  and  his  affirmative  allegations  to  that  effect  in 
amended  .answers  to  the  petitions  constitute  a  claim  for  an  in¬ 
creased  deficiency  under  section  274  (e)  of  the  Revenue  Act  of  1926. 

Jerome  H.  Bayer ,  Esq .,  for  the  petitioners. 

T.  M.  Mather ,  Esq .,  for  the  respondent. 

The  Commissioner  determined  deficiences  in  income  tax  as  follows : 


Docket 

No. 


1918 


1919 


1920 


ca  L.  Moise _ 

raid  F.  Schlesinger 
Roy  Schlesinger.. 
Do . . 


7453 

7454 

7455 
8030 


$501.86 
409.  02 


$4,  320.  02 
4,  248.  94 


$149.  81 


414.  99 


153.  08 
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The  proceedings  were  consolidated  for  hearing  and  decision. 

The  issues  involved,  identical  m  all  proceedings,  are: 

(1)  Whether  or  not  the  assessment  and  collection  of  the  deficien¬ 
cies  herein  alleged  are  barred  by  the  statute  of  limitations. 

(2)  Whether  or  not  in  determining  the  net  income  of  the  partner¬ 
ship  of  which  the  petitioners  were  members  and  consequently  would 
be  taxable  on  its  distributive  shares,  obsolescence  on  leasehold  im¬ 
provements  and  equipment  is  an  allowable  deduction  from  gross  in¬ 
come. 

(3)  Whether  or  not  the  Commissioner  has  made  a  valid  assertion 
of  a  claim  for  an  increase  in  the  deficiencies  under  section  274(e). 

(4)  Whether  or  not  in  determining  the  net  income  of  the  partner¬ 
ship  of  which  the  petitioners  were  members  obsolescence  of  good 
will  is  an  allowable  deduction  from  gross  income,  dhe  Commis¬ 
sioner  originally  allowed  deduction  for  obsolescence  of  good  will, 
but  now  claims  he  erred  in  so  doing. 


FINDINGS  OF  FACT. 


Leon  L.  Moise,  Gerald  F.  Schlesinger  and  Le  Roy  Schlesinger 
were  equal  partners  in  the  firm  of  Schlesinger  and  Bender  of  San 
Francisco,  Calif.,  which  was  engaged  in  the  wholesale  liquor  business 
from  the  time  of  its  formation,  July  1,  1918,  until  January  1G.  1920. 
the  date  of  its  dissolution  and  termination  of  business.  For  many 
years  prior  to  the  formation  of  the  partnership,  the  liquor  business 
of  the  three  individuals  had  been  conducted  in  the  same  location  as  a 
corporation.  The  premises  and  plant  occupied  by  the  partnership  in 
the  conduct  of  its  wholesale  liquor  business  were  acquired  under  the 


terms  of  a  lease  entered  into  in  1910  between  H.  Levi  &  Co.,  a 
California  corporation,  lessor,  and  Schlesinger  &  Bender,  Inc.,  a 
California  corporation,  lessee.  The  principal  terms  of  the  lease 
provided  for  the  use  of  certain  land  and  buildings  thereon  by  the 
lessee  or  its  assigns  at  a  fixed  monthly  rental  for  the  period  of  15 
years.  The  lease  also  provided  that  all  additions  such  as  improve¬ 
ments  and  fixtures  should  be  made  at  the  lessee  s  expense  and  at  the 


cancellation  or  termination  of  the  lease  should  revert  to  the  lessor. 
The  lease  further  provided  that  no  business  other  than  that  ol  the 
lessee  should  be  conducted  on  the  premises. 

Believing  that  it  would  be  compelled  to  terminate  its  business  in 
1920  by  reason  of  national  prohibition  legislation,  and  believing  that 
its  leaseholel  improvements  and  equipment  would  be  wholly  obsolete 
at  that  time,  the  partnership  charged  off  its  books  as  a  loss  on 
December  31,  1918,  the  amounts  of  $7,200,  the  balance  remaining  in 
its  “Building  ”  account,  and  $13,905.03,  the  balance  remaining  in  its 
“Furniture  and  Fixtures”  account. 
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Upon  closing  its  affairs  early  in  1920  the  partnership  sold  its  fur¬ 
niture  and  equipment,  but  no  entries  of  such  sales  were  made  on  its 
books.  The  lease  by  virtue  of  which  the  partnership  occupied  its 
business  property  was  terminated  about  April  1,  1920,  and  shortly 
therafter  the  premises  were  vacated. 

The  partnership  filed  returns  for  the  period  July  1,  1918,  to 
December  31,  1918,  and  for  the  years  1919  and  1920. 

In  its  return  for  the  6-month  period  July  1,  1918,  to  December  31, 
1918,  the  partnership  claimed  as  a  deduction  from  gross  income  the 
sum  of  $21,848.60  as  exhaustion,  wear  and  tear  (including  obsoles¬ 
cence)  of  its  tangible  properties.  The  Commissioner  disallowed  this 
sum  as  a  deduction  and  refused  to  allow  any  amount  as  a  deduction 
for  the  obsolescence  of  tangible  property  of  the  partnership. 

In  its  return  for  the  year  1920  the  partnership  included  in  its  gross 
income  that  year  the  sum  of  $7,801.18,  representing  the  proceeds 
received  from  sales  of  cooperage,  scrap,  and  office  furniture. 

In  its  returns  filed  for  the  period  July  1,  1918,  to  December  31, 
1918,  and  for  the  years  1919  and  1920,  the  partnership  claimed  certain 
amounts  therein  as  deductions  from  gross  income  for  the  obsolescence 
of  good  will.  The  Commissioner,  in  a  letter  dated  October  22,  1924, 
signed  by  A.  Lewis,  head  of  division,  and  addressed  to  Schlesinger 
and  Bender  and  received  by  it,  informed  the  partnership  that  the 
correct  amount  of  $52,814.70  was  allowed  the  partnership  as  obso¬ 
lescence  of  good  will  for  prohibition  purposes,  and  indicated  its  dis¬ 
tribution  over  the  three  years  1918,  1919,  and  1920. 

Each  of  the  petitioners  involved  in  these  proceedings  filed  indi¬ 
vidual  income-tax  returns  covering  the  years  in  which  deficiencies 
have  been  asserted. 

The  return  of  Leon  L.  Moise  for  the  year  1918  was  filed  with  the 
collector  for  the  First  District  of  California  not  later  than  March 
15,  1919.  His  return  for  the  year  1919  was  filed  with  the  collector 
in  the  same  district  of  California  not  later  than  March  15,  1920. 

An  undated  income  and  s.urtax  written  consent  covering  1918 
and  expiring  March  1,  1925,  bearing  the  purported  signatures  of 
Leon  L.  Moise  and  D.  H.  Blair,  Commissioner,  and  acknowledged 
January  4,  1924,  was  filed  with  the  Commissioner.  An  income  and 
profits-tax  consent  for  1918  dated  February  3,  1925,  and  expiring 
December  31,  1925,  was  executed  and  filed  by  the  same  petitioner, 
the  said  petitioner  also  signed  a  written  consent  covering  1919, 
dated  February  3,  1925,  and  expiring  December  31,  1925.  Both  of 
the  two  last-mentioned  consents  were  stamped  approved  March  25, 
1925,  and  signed  by  D.  H.  Blair,  Commissioner  of  Internal  Revenue. 

The  return  of  Gerald  F.  Schlesinger  for  the  year  1918  was  filed 
with  the  collector  at  Chicago,  Ill.,  not  later  than  March  22,  1919. 
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This  return  bears  the  stamp  “  Collector  of  Internal  Revenue,  Paid 
March  15,  1919,  Cashier — A,  Chicago,  Illinois."  It  also  bears  the 
stamp  “Collector  Int.  Rev.  March  22,  1919.*’  This  return  was  sworn 
to  under  date  of  March  20,  1919.  The  return  for  the  year  1919  was 
filed  with  the  collector  for  the  First  District  of  California,  March 


15,  1920. 

An  income  and  surtax  waiver  dated  February  25,  1924,  covering 
1918  and  expiring  March  1,  1925,  and  bearing  the  purported  signa¬ 
tures  of  Gerald  F.  Schlesinger  and  I).  PI.  Blair,  Commissioner,  was 
filed  with  the  Commissioner.  An  income  and  profits-tax  waiver  for 
1918,  dated  February  3,  1925,  and  expiring  December  31,  1925,  was 
signed  by  Gerald  F.  Schlesinger  and  filed  on  the  said  date.  He  like¬ 
wise  signed  an  income  and  profits-tax  waiver  covering  1919,  dated 
January  30,  1925,  and  expiring  December  31,  1925.  Both  of  the  two 
last-mentioned  waivers  were  stamped  approved  March  25,  1925,  and 
signed  by  D.  H.  Blair,  Commissioner  of  Internal  Revenue. 

The  return  of  LeRoy  Schlesinger  for  the  year  1918  was  filed  with 
the  collector  for  the  first  district  of  California  not  later  than  March 
15,  1919.  3 

The  petitioner,  LeRoy  Schlesinger,  executed  an  undated  income 
and  surtax  waiver  for  the  year  1918  expiring  March  1,  1925.  This 
document  was  accepted  on  January  4,  1924,  and  bears  on  its  reverse 
side  the  stamp  “Personal  Audit  #4,  September  19,  1924,  Received." 

On  July  29,  1925,  the  respondent  issued  60-day  letters  to  petitioners 
Moise  and  Gerald  F.  Schlesinger,  notifying  them  of  his  final  deter¬ 
mination  of  the  deficiencies  hereinabove  set  forth.  On  September 
4,  1925,  the  respondent  notified  petitioner  LeRoy  Schlesinger  that 
his  claim  for  abatement  had  been  rejected. 

Petitioners  allege  in  paragraph  5  (c)  of  their  petitions  as  follows: 


The  Commissioner  in  liis  letter  dated  October  22.  1924,  tile  IT  :  PAP4-G1VF- 
406  allowed  as  a  deduction  to  Schlesinger  and  Bender  obsolescense  of  good  will 
amounting  to  $52,814.70  apportionable  between  the  years  1918,  1919  and  1920 
as  follows : — 

1918  12/37 _ $17,129.09 

1919  24/37 _  34. 258.  19 

1920  1/37 _  1,  427.  42 


As  above _  52,  814.  70 

Upon  motions  made  and  duly  granted  by  the  Board,  the  Commis¬ 
sioner  filed  amended  answers  in  each  of  these  proceedings,  in  para¬ 
graph  4  (a)  of  which  he  denies  that  he  had  erred  in  refusing  to 
allow  a  deduction  from  gross  income  of  the  partnership  of  which 
the  petitioners  were  members  for  obsolescence  of  tangible  property 
and  affirmatively  alleged  in  Docket  8036.  LeRoy  Schlesinger,  “that 
the  Commissioner  erred  in  not  including  in  the  petitioner’s  income 
for  the  year  1918,  $5,709.70  and  for  the  year  1919,  $11,419.39,  sai<l 
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amounts  being  the  petitioner’s  distributive  interest  in  $52,814.70 
deducted  for  the  taxable  years  1918  and  1919  by  Schlesinger  and 
Bender  as  obsolescence  of  good  will.” 

In  paragraph  5  (c)  of  his  amended  answer  in  this  proceeding  the 
Commissioner  states  as  follows : 

Admits  the  allegations  contained  in  subdivision  (c)  of  paragraph  5  of  the 
petition,  and  alleges  that  the  obsolescence  of  good  will  amounting  to  $52,814.70 
deducted  by  Schlesinger  and  Bender  as  alleged  in  subdivision  (c)  of  paragraph 
5  of  the  petition  is  not  an  allowable  deduction  to  said  co-partnership. 

In  the  amended  answer1  in  Docket  No.  7453,  Leon  L.  Moise,  the 
Commissioner  denied  that  he  had  erred  as  alleged  in  paragraph  4  (a) 
of  the  petition  and  “  alleged  that  the  Commissioner  erred  by  not  in¬ 
cluding  in  the  petitioner’s  income  for  the  year  1918,  $5,709.70,  for  the 
year  1919,  $11,419.39,  and  for  the  year  1920,  $475.80,  said  amounts 
being  the  petitioner’s  distributive  interest  in  $52,814.70,  deducted  for 
the  taxable  years  1918,  1919,  and  1920,  by  Schlesinger  and  Bender  as 
obsolescence  of  good  will.”  And,  in  paragraph  5  (c)  of  his  amended 
answer  in  this  proceeding,  stated  as  set  forth  above  by  the  amended 
answer  in  Docket  No.  8036,  LeRoy  Schlesinger.  The  Commissioner 
alleged  and  admitted  as  set  forth  above  in  the  proceeding  of  this 
taxpayer  in  Docket  No.  7455. 

The  amended  answer  in  proceeding  of  Gerald  F.  Schlesinger, 
Docket  No.  7454,  contained  the  same  admissions  and  allegations  as 
first  above  set  forth  in  the  proceeding  of  LeRoy  Schlesinger,  Docket 
No.  7455. 

These  amended  answers,  after  specifically  admitting  and  denying 
every  allegation  of  the  petition,  conclude  as  follows — “  Denies  gen¬ 
erally  and  specifically  each  and  every  other  allegation  contained  in 
the  petition  of  the  above-named  taxpayer  not  hereinbefore  expressly 
admitted,  qualified  or  denied.  Wherefore,  it  prays  that  the  appeal 
be  denied.” 

At  the  hearing  of  these  proceedings  counsel  for  the  Commissioner 
contended  for  an  increase  of  deficiencies  upon  the  affirmative  allega¬ 
tions  in  the  amended  answers  in  respect  of  the  deduction  of  obsoles¬ 
cence  for  good  will. 

OPINION. 

Littleton  :  The  first  contention  of  the  petitioners  is  that  the  vari¬ 
ous  written  consents  filed  are  ineffective  for  the  reason  that  they 
were  approved  by  the  Commissioner  after  the  expiration  of  the  five- 
year  period  within  which  the  Commissioner  could  make  assessments 
for  the  respective  years  involved. 

The  Board  has  previously  held  that  a  consent  executed  after  the 
five-year  period  has  expired  is  valid  and  that  taxes  may  be  assessed 
within  the  period  of  such  consent.  Joy  Floral  Co ..  7  B,  T.  A.  800. 
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Upon  the  authority  of  that  decision,  the  contentions  of  all  petitioners 
with  respect  to  the  issue  of  the  statute  of  limitations  are  denied.  See 
also  Friend  M.  Aiken,  10  B.  T.  A.  553,  and  Sugar  Run  Coal  Mining 
Co.,  11  B.  T.  A.  587. 

At  the  hearing  the  petitioners  Leon  L.  Moise  and  Gerald  F. 
Schlesinger  contended  that  the  original  written  consents  covering 
1918  and  expiring  March  1,  1925,  were  neither  signed  nor  authorized 
by  them.  However,  the  said  petitioners  admitted  having  filed  con¬ 
sents  for  1918,  dated  February  3,  1925,  and  January  30,  1925,  respec¬ 
tively,  and  expiring  December  31,  1925.  Vi hatever  may  have  beer 
the  fact  as  to  the  original  consents,  there  is  no  question  as  to  tin 
validity  of  the  later  ones.  These  properly  signed  consents  effectively 
extended  the  period  fixed  by  law. 

The  second  issue  presented  for  decision  is  whether  or  not  in  de¬ 
termining  the  net  income  of  the  partnership  of  which  the  petitioner > 
were  members,  obsolescence  of  its  tangible  assets  is  allowable  as  ji 
deduction  from  gross  income. 

The  first  difficulty  in  granting  the  petitioners’  contention  on  this 
point  lies  in  the  insufficiency  of  evidence  as  to  the  value  of  the  tan 
gible  assets  on  account  of  which  obsolescence  is  claimed.  1  he  prin 
cipal  evidence  presented  as  to  these  values  was  the  ledger  of  the 
partnership,  which  showed  a  balance  in  the  ‘’Building  account  ai 
December  31,  1918,  of  $7,200  and  in  the  “Furniture  &  Fixtures’ 
account  a  balance  of  $13,905.03.  One  of  the  petitioners  testified  thai 
the  $7,200  in  the  “Building”  account  represented  money  which  hat 
been  expended  “in  building  vats  and  fixtures  and  also  building  i 
cellar  in  the  building  which  we  had  leased,”  but  from  an  examinatioi 
of  the  ledger  account  it  appears  that  this  statement  does  not  meai 
more  than  that  costs  of  the  character  referred  to  were  entered  ii 
this  account  and  that  after  adjustments  for  depreciation,  and  pos 
sibly  for  other  reasons,  the  balance  of  $7,200  remained. 

In  neither  instance  do  we  know  how  such  book  values  were  com 
puted.  We  have  no  proof  of  costs  or  appropriate  rates  of  deprecia 
tion,  nor  do  we  have  a  segregation  or  identification  of  the  asseb 
upon  which  the  obsolescence  was  predicated.  Neither  have  we  the 
amount  sold  or  salvaged  from  the  furniture  and  equipment  in  1920 
Thus,  we  have  no  basis  on  which  to  determine  the  amount  of  obso¬ 
lescence  in  either  instance.  In  the  absence  of  evidence  the  peti 
tioners’  contention  under  this  issue  must  be  denied.  Star  Brewvni 
Co.,  7  B.  T.  A.  377. 

The  third  issue  is  whether  the  Commissioner  erred  in  allowing 
the  partnership  of  Schlesinger  and  Bender  a  deduction  for  obso 
lescence  of  good  will  and  whether  by  the  affirmative  allegations  ir 
his  amended  answers  he  has  effectively  asserted  a  claim  for  increase* 
deficiencies 
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Section  274  (e)  provides: 

The  Board  shall  have  jurisdiction  to  redetermine  the  correct  amount  of  the 
'ficiency  even  if  the  amount  so  redetermined  is  greater  than  the  amount  of 
e  deficiency,  notice  of  which  has  been  mailed  to  the  taxpayer,  and  to  de- 
rmine  whether  any  penalty,  additional  amount  or  addition  to  the  tax  should 
‘  assessed,  if  claim  therefor  is  asserted  by  the  Commissioner  at  or  before  the 
taring  or  a  rehearing. 

Rule  14  of  the  Board’s  Rules  of  Practice  provides  in  part  that 
the  answer  shall  be  so  drawn  as  fully  and  completely  to  advise  the 
3titioner  and  the  Board  of  the  nature  of  the  defense.  It  shall  con- 
in  a  specific  admission  or  denial  of  each  material  allegation  of 
ict  contained  in  the  petition  and  shall  set  forth  any  new  matters 
pon  which  the  Commissioner  relies  for  defense  or  affirmative 
lief.” 

We  are  of  opinion  that  the  Commissioner  has,  by  his  amended 
lswers,  effectively  asserted  a  claim  for  increased  deficiencies  within 
ie  meaning  of  section  274(e)  of  the  Revenue  Act  of  1926.  The 
4itioners  allege  that  the  Commissioner  allowed  the  partnership  a 
iduction  totaling  $52,814.70  for  obsolescence  of  good  will.  The  Com- 
issioner  admits  that  lie  did  this  and  affirmatively  alleges  that  he 
red  in  so  doing  and  that  he  erred  in  not  including  in  the  income  of 
ch  of  the  petitioners  his  distributive  share  of  the  profits  of  the 
irtnership  without  any  allowance  for  obsolescence  of  good  will  since 
isolescence  of  good  will  is  not  an  allowable  deduction  from  gross 
come. 

It  is  clear  from  these  allegations  that  the  Commissioner  is  asserting 
claim  in  each  proceeding  for  a  deficiency  in  excess  of  the  amount 
iginally  determined  by  him.  It  is  not  necessary  that  the  claim  by 
e  Commissioner  for  a  deficiency  in  excess  of  the  amount  originally 
termined  by  him,  or  for  a  penalty,  additional  amount  or  addition 
tax  be  asserted  in  any  particular  language.  A  sufficient  claim  has 
en  made  if  the  Commissioner  affirmatively  alleges  error  in  his  orig- 
al  determination,  together  with  facts  sufficient,  if  proved,  to  result 
an  increase  of  the  net  income  and  the  tax  of  the  petitioner  over  that 
iginally  determined  by  him. 

There  is  no  dispute  as  to  the  facts  relative  to  the  deductions  orig- 
;ally  alloAved  by  the  Commissioner  for  obsolescence  of  good  will, 
ie  claim  of  the  Commissioner  that  he  erroneously  allowed  the  part- 
rship  deductions  for  obsolescence  of  good  will  for  the  years  involved 
d  that  the  distributive  share  of  the  petitioners  of  the  net  income  of 
e  partnership  should  be  increased  accordingly  is  well  taken.  Red 
ing  Malting  Co .,  8  Fed.  (2d)  108;  15  Fed.  (2d)  626;  Manhattan 
oewing  Co .,  6  B.  T.  A.  952. 

Reviewed  by  the  Board. 

Judgment  will  he  entered  under  Rule  50. 

13836—28 - 5 
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Van  Fossan,  dissenting:  I  am  unable  to  agree  with  the  prevailing 
opinion  on  the  third  issue  of  the  case.  This  issue  involved  the  deter 
mination  of  whether  or  not  the  Commissioner  has  effectively  assertci 
the  claim  for  the  additional  amount  or  addition  to  the  tax  beyom 
that  set  forth  in  the  original  notices  of  deficiencies. 

Section  274(e)  provides: 

The  Board  shall  have  jurisdiction  to  redetermine  the  correct  amount  of  tin 
deficiency  even  if  the  amount  so  redetermined  is  greater  than  the  amount  o 
the  deficiency,  notice  of  which  has  been  mailed  to  the  taxpayer,  and  to  deter 
mine  whether  any  penalty,  additional  amount  or  addition  to  the  tax  should  b 
assessed,  if  claim  therefor  is  asserted  by  the  Commissioner  at  or  before  tb 
hearing  or  a  rehearing.  (Italics  ours.) 

As  I  read  this  section,  the  assertion  of  a  claim  for  the  additiona 
amount  or  addition  to  the  tax  is  a  prerequisite  to  the  finding  by  tli 
Board  of  such  additional  amount.  There  are  sound  consideration 
of  justice  and  fairness  back  of  such  a  provision.  Petitioner,  upoi 
receipt  of  a  notice  of  a  specific  deficiency,  prepares  his  petition  i 
reliance  on  the  representations  as  to  the  Government’s  contentions  se 
forth  in  the  notice.  His  petition  is  specifically  addressed  to  thos 
contentions  and  his  preparations  to  contest  the  deficiency  are  confine1 
thereto.  Section  274(f)  specifically  forbids,  in  cases  subsequentl 
arising,  the  determination  of  an  additional  deficiency  except  in  cas 
of  fraud  or  as  provided  in  section  274(e),  supra ,  or  in  case  of 
jeopardy  assessment  under  section  279(c).  By  this  prohibitio 
Congress  has  indicated  its  disposition  to  protect  the  taxpayer  fror 
repeated  deficiency  notices  covering  the  same  year  or  from  uncei 
tainty  in  the  issues  which  he  is  called  on  to  meet.  If  the  Goverr 
ment  proposes  a  greater  deficiency  under  section  274(e),  I  believe  tl 
taxpayer  is  entitled  to  demand  that  the  statute  be  strictly  complie 
with  and  that  it  be  construed  strictly  against  the  Government.  B 
should  not  be  left  to  infer  the  asserting  of  a  claim  from  the  gener; 
tenor  of  affirmative  allegations  of  the  amended  answer. 

In  the  proceedings  under  consideration  the  Commissioner  has  n( 
asked  directly  for  affirmative  relief  from  his  alleged  error.  He  mat 
no  motion  to  increase  the  deficiency  appealed  from.  Upon  permi 
sion  to  amend  the  answers  he  incorporated  affirmative  allegatioi 
that  he  had  erroneously  allowed  obsolescence.  rl  he  prayer  of  h 
answer  is  that  the  proceedings  be  dismissed.  He  now  asks  us  to  ho. 
that  this  allegation  of  error  on  his  part  constitutes  the  assertion  of 
claim  for  additional  tax  under  the  statute.  With  this  I  can  n 
agree.  In  such  a  situation  the  taxpayer  is  entitled  to  shield  himse 
behind  every  defense  the  law  affords.  The  law  has  provided  that 
claim  shall  be  asserted  for  the  additional  amount  of  tax.  Conside 
ing  the  purpose  and  language  of  the  statute,  this  provision  wou 
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sem  to  require  an  affirmative  act  of  assertion.  Nothing  so  vital  to 
he  rights  of  a  taxpayer  as  the  finding  of  a  greater  deficiency  should 
e  left  to  implication.  The  proper  assertion  of  a  claim  is  not  a  diffi- 
ult  task  if  directly  essayed.  A  motion  could  have  been  made  at  any 
me  during  the  hearing.  On  the  other  hand,  to  infer  or  imply  the 
ssertion  of  a  claim  in  the  instant  cases  will  open  the  door  to  loose 
leadings  and  place  on  the  Board  in  other  cases  the  burden  of  inter¬ 
ring  the  mind  of  the  Commissioner.  The  statute  provides  a  simple 
rocedure,  and  having  failed  to  avail  himself  thereof,  the  Commis- 
oner  has  no  basis  for  complaint. 

In  my  opinion  respondent  has  not  effectively  or  properly  asserted 
claim  for  the  additional  amount  or  addition  to  the  tax  as  required 
y  law. 

Lansdon  agrees  with  this  dissent. 


ORTHWESTERN  CABINET  Co.,  PETITIONER,  V.  COMMISSIONER  OF 

Internal  Revenue,  Respondent. 

Docket  No.  12257.  Promulgated  September  25,  1928. 

In  1920  the  petitioner  entered  into  agreements  with  certain  of 
its  employees  for  the  sale  of  shares  of  its  capital  stock  to  them,  the 
agreements  requiring  the  employee  to  pay  a  percentage  of  the  pur¬ 
chase  price  at  the  date  of  signing  the  agreement,  and  interest  at  6 
per  centum  per  annum  on  the  unpaid  balance  of  the  subscription 
price  and  the  petitioner  to  credit  the  employee  with  dividends  de¬ 
clared  on  the  stock  subscribed  for.  The  stock  was  to  remain  in 
possession  of  the  petitioner  until  the  purchase  price  was  fully  paid. 

Held,  that  the  amount  of  the  unpaid  stock  subscriptions  may  not  be 
included  in  invested  capital.  Held,  further,  that  interest  accrued 
on  the  unpaid  stock  subscriptions  constitutes  taxable  income  of  the 
petitioner. 

George  D.  Wick ,  Esq.,  for  the  petitioner. 

J.E.  Marshall ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  in- 
me  and  profits  tax  for  1920,  in  the  amount  of  $5,841.39.  The  as- 
gnments  of  error  stated  in  the  petition  are  (1)  that  the  Commis- 
>ner  excluded  from  invested  capital  unpaid  subscriptions  upon 
pital  stock;  (2)  that  he  included  in  gross  income  interest  received 
d  accrued  upon  such  unpaid  subscriptions;  and  (3)  that  he  dis- 
■  lowed  the  deduction  from  gross  income  of  $3,913.02  of  a  reasonable 
siowance  for  depreciation.  The  third  assignment  of  error  was 
lived  at  the  hearing. 
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FINDINGS  OF  FACT. 

The  petitioner  is  an  Iowa  corporation,  with  its  principal  office  at 
Burlington.  On  January  1,  1920,  it  had  paid-up  capital  stock  ol 
$100,000.  On  or  about  the  same  date  it  was  authorized  to  increase 
its  capital  stock  to  $400,000.  It  paid  a  stock  dividend  as  of  January 
1.  1920,  and  during  the  early  part  of  the  year  entered  into  contract; 
with  certain  of  its  employees  for  the  sale  to  them  of.  735  shares  of  it; 
capital  stock  at  a  price  of  $150  per  share,  the  par  value  of  each  shan 
being  $100.  The  conditions  under  which  the  stock  was  sold  wen 
that  the  employees  should  pay  10  per  centum  of  the  purchase  pnc. 
in  cash  and  interest  at  the  rate  of  6  per  centum  per  annum  upm 
the  unpaid  purchase  price.  The  employees  had  five  years  withn 
which  to  complete  the  payments.  Dividends  upon  the  stock  sub 
scribed  for  by  them  were  to  be  credited  to  their  accounts  against  th 

purchase  price.  .  . 

Each  of  the  subscribers  executed  an  agreement  with  the  petitionei 

reading  as  follows : 


AGREEMENT  FOR  THE  SALE  OF  STOCK. 


This  Agreement,  Made  and  entered  into  this - day  of  _  _ 

19 _  between  the  Northwestern  Cabinet  Company,  an  Iowa  corpoiatioi 

having  its  principal  place  of  business  in  Burlington,  Iowa,  party  of  the  fin 
part,  and _ of  Burlington,  Iowa,  party  of  the  second  par 

WITNESSETH  : 

Whereas,  the  second  party  is  desirious  of  purchasing  certain  of  the  Cornmo 
Stock  of  the  Northwestern  Cabinet  Company  for  an  agreed  consideration  of  Oi 
Hundred  and  Fifty  Dollars  ($150.00)  per  share,  and, 

Whereas,  the  first  party  is  willing  to  sell  said  second  party - shan 

of  said  stock  for  said  price,  It  Is  Hereby  Mutually  Agreed  : 

That  the  party  of  the  second  part  will  pay  to  the  party  of  the  first  pa 
Dollars  upon  the  signing  of  this  agreement,  being - P4 

cent  of  the  entire  purchase  price  of  said  stock. 

The  said  second  party  further  agrees  to  pay  the  balance  of  said  stock  on  < 
before  five  years  from  the  date  hereof,  together  with  six  per  cent,  interest  < 
all  unpaid  sums,  which  said  interest  the  second  party  agrees  to  pay  irrespectr 
of  the  earnings  or  dividends  upon  the  stock  purchased. 

All  dividends  declared  upon  the  stock  purchased  to  be  applied  to  the  payrne 
of  the  purchase  price  until  the  same  is  fully  paid  for.  Said  stock  to  be  ai 
remain  in  the  possession  of  the  first  party  until  fully  paid  for.  ! 

It  is  further  agreed  that  should  the  second  party  desire  to  dispose  of  1 
stock  or  interest  therein,  he  shall  first  offer  it  to  the  Directors  of  the  first  pari 
and  they  shall  have  an  opportunity  for  a  period  of  thirty  days  to  purchase  t 
same  for  its  then  hook  value.  Should  the  first  party  fail  to  purchase  said  sto 
within  the  said  thirty  days  then  the  second  party  shall  he  at  liberty  to  dispo' 

of  it  elsewhere. 
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In  any  sale  made  prior  to  the  time  when  said  stock  is  fully  paid  for  there 
hall  be  deducted  the  unpaid  balance  of  the  purchase  price  with  interest  to 


ate  of  sale. 

Witness  our  hands  this 


day  of - -  19 _ 

By - 

President. 


(Interest  paying  dates  January  1st  and  July  1st.) 


Secretary. 


These  agreements,  33  in  number,  were  all  dated  as  of  January  1, 
920,  and  interest  was  computed  upon  unpaid  subscriptions  from  that 
ate.  The  subscriptions  were  not  signed  on  January  1,  1920,  but 
Tre  signed  during  the  first  three  or  four  months  of  the  year.  Stock 
srtificates  were  in  no  case  delivered  to  the  subscribers  until  they 
ad  completed  payments  under  their  agreement.  A  few  of  the  sub¬ 
fibers  paid  the  full  amount  of  their  subscriptions  within  the  cal- 
ldar  year  1920.  In  two  cases  the  subscribers  desired  to  dispose  of 
leir  stock  or  of  their  interest  therein  before  the  end  of  the  year 
)20  and  were  permitted  to  cancel  their  subscriptions  and  receive 
ack  the  amounts  standing  to  their  credit  at  the  time.  Subsequent 
)  1920  two  other  subscribers  desired  to  cancel  their  subscriptions  and 
lere  was  refunded  to  them  the  net  credits  standing  to  their  account, 
wenty-nine  of  the  employees  completed  payments  in  accordance 
ith  the  terms  of  their  contracts  and  received  certificates  for  the 
lares  of  stock  acquired  by  them. 

The  president  of  the  petitioner  considered  the  employees  who 
ibscribed  for  stock  financially  responsible  for  the  amount  of  the 
ipaid  subscriptions.  They  had  all  worked  for  the  petitioner  for 
number  of  years,  and  many  of  them  owned  their  own  homes. 

In  its  income-tax  return  for  1920  the  petitioner  included  in  invested 
pital  $110,250,  representing  the  sale  price  of  the  735  shares  of 
ock  subscribed  for  by  employees.  Of  this  amount  the  respondent 
:cluded  $83,791.79,  but  allowed  the  inclusion  in  invested  capital 
cash  paid  in  by  subscribers  for  their  stock  from  the  dates  of  pay- 
ent  to  the  amount  of  $26,458.21.  The  amount  of  unpaid  stock 
bscriptions  on  December  31,  1920,  was  $72,800  and  was  carried 
1  the  ledger  as  an  asset  on  that  date  under  the  caption  of  “  Unpaid 
:>ck  subscriptions.”  The  deficiency  is  ascribable  in  large  part  to 
e  reduction  in  invested  capital  made  by  the  respondent. 

The  interest  actually  collected  by  the  petitioner  from  the  sub- 
fibers  during  1920  was  $2,406.98,  and  the  amount  accrued  but  un- 
llected  on  unpaid  stock  subscriptions  at  the  close  of  the  year  was 
1 ,573.84,  the  sum  of  which  amounts  the  petitioner  included  in  gross 
forne  in  its  income-tax  return  for  1920. 

Petitioner’s  books  of  account  were  kept  on  the  accrual  basis. 
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OPINION. 

Smith  :  Petitioner  contends  that  it  is  entitled  to  include  in  investe( 
capital  as  of  January  1.  1920,  $110,250,  representing  the  sale  pric. 
of  735  shares  of  its  capital  stock  subscribed  for  by  its  employee 
during  the  early  part  of  the  year.  The  respondent  has  allowed  tb 
inclusion  in  invested  capital  of  only  the  amounts  of  cash  paid  in  tc 
the  employees  under  the  subscription  agreements  from  the  date  o 
such  payments  and  has  disallowed  the  inclusion  of  the  balance.  Tin 
petitioner  insists  that  if  it  is  not  entitled  to  include  the  unpaid  stocl 
subscriptions  it  likewise  should  not  be  required  to  include  in  gros 
income  of  1920  the  interest  which  accrued  upon  such  unpaid  sub 
scriptions. 

The  stock  subscription  agreements  were  all  dated  January  1,  1920 
It  is  in  evidence,  however,  that  they  were  not  signed  on  that  date  anc 
that  many  of  them  were  not  signed  until  on  or  after  March  27,  1920 
It  would  appear  from  the  evidence  that  the  agreements  were  signet 
on  or  about  April  1,  1920. 

Section  326  (a)  of  the  Revenue  Act  of  1918  permits  a  corporatioi 
to  include  in  invested  capital,  among  other  items : 

(1)  Actual  cash  bona  tide  paid  in  for  stock  or  sliaies; 

(2)  Actual  cash  value  of  tangible  property,  other  than  cash,  bona  tide  pai< 

in  for  stock  or  shares,  at  the  time  of  such  payment,  *  *  * 

Section  325  (a)  defines  the  term  “tangible  property  ”  as  mean 
ing  “  stocks,  bonds,  notes,  and  other  evidences  of  indebtedness,  bill 
and  accounts  receivable,  leaseholds,  and  other  property  other  thai 
intangible  property.” 

The  petitioner  contends  that  the  contracts  were  worth  their  fact 
value  at  the  time  they  were  executed  and  that  the  contracts  wen 
“  paid  in  ”  for  the  shares  of  stock  subscribed  for. 

In  La  Belle  Iron  Works  v.  United  States ,  256  U.  S.  377,  it  wa: 
stated : 

In  order  to  adhere  to  this  restricted  meaning  [of  the  word  “  invested  ”]  ant 
avoid  exaggerated  valuations,  the  draftsman  of  the  act  resorted  to  the  tes 
of  including  nothing  but  money,  or  money's  worth,  actually  contributed  or  con 
verted  in  exchange  for  shares  of  the  capital  stock,  or  actually  acquire* 
through  the  business  activities  of  the  corporation  or  partnership  (involving 
again  a  conversion)  and  coming  in  aft  extra,  by  way  of  increase  over  tht 
original  capital  stock.  How  consistently  this  was  carried  out  becomes  evidei* 
as  the  section  is  examined  in  detail.  Cash  paid  in.  and  tangible  property  pak 
in  other  than  cash,  are  confined  to  such  as  were  contributed  for  stock  or  sharer 
in  the  corporation  or  partnership;  and  the  property  is  to  be  taken  at  its  actua 
cash  value  “  at  the  time  of  such  payment  ” — distinctly  negativing  any  allow 
ance  for  appreciation  in  value. 

The  court  further  stated  in  the  same  opinion: 

A  scrutiny  of  the  particular  provisions  of  section  207  [Revenue  Act  of  1917]. 
shows  that  it  was  the  dominant  purpose  of  Congress  to  place  the  peculia 
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burden  of  this  tax  upon  the  income  of  trades  and  businesses  exceeding  what 
*vas  deemed  a  normally  reasonable  return  upon  the  capital  actually  embarked. 

The  observation  of  the  court  in  the  above-entitled  case  had  refer¬ 
ence  to  the  provisions  of  the  Revenue  Act  of  1917,  but  they  are 
qually  applicable  to  the  Revenue  Act  of  1918.  The  question  for 
)ur  determination  is  whether  $150  or  tangible  property  of  an  equal 
alue  was  actually  u  paid  in  ”  to  the  petitioner  for  each  share  of 
lock  subscribed  for  by  the  employee  of  the  petitioner  at  the  date 
>f  the  signing  of  the  subscription  agreement  in  such  a  way  as  to  be 
embarked  ”  in  the  business  enterprise. 

In  Central  Consumers  Wine  &  Liquor  Co.,  1  B.  T.  A.  1190,  we  held 
hat  a  stock  subscription  of  itself  can  not  be  regarded  as  property 
>aid  in  for  shares  of  capital  stock  under  the  invested  capital  provi- 
ions  of  the  Revenue  Act  of  1918;  that  consequently  a  corporation 
my  not  include  in  invested  capital  the  amount  of  unpaid  subscrip- 
Lon*  to  its  capital  stock.  We  have  also  held  that  only  payments  on 
lock  subscriptions  may  be  included  in  invested  capital  from  the  date 
f  such  payments.  Barker- Jennings  Hardware  Co.,  4  B.  T.  A.  20; 
f eadows  &  Co.,  5  B.  T.  A.  241;  Mossberg  Pressed  Steel  C or p oration, 
B.  T.  A.  1161;  Baker-Vamter  Co.,  7  B.  T.  A.  594.  We  have  also 
eld  that  the  requirement  that  the  subscriber  should  pay  interest 
pon  deferred  payments  of  the  subscription  price  did  not  warrant 
ie  inclusion  of  the  unpaid  stock  subscriptions  in  invested  capital. 
'arker- Jennings  Hardware  Co.,  supra ;  Baker-Vawter  Co.,  supra. 

An  inspection  of  the  subscription  agreement  shows  that  each  em- 
toyee  signing  the  same  was  required  to  pay  into  the  corporation  $150 
ish  for  each  share  subscribed  for.  The  respondent  has  permitted 
ie  inclusion  in  invested  capital  of  the  amounts  of  cash  paid  in  under 
iose  subscription  agreements  from  the  dates  of  payment.  How  can 
be  contended  that  anything  more  should  be  included  in  invested 
pital  ?  A  subscriber  for  the  capital  stock  of  a  corporation  is  often 
>und  by  his  subscription  to  make  the  payments  agreed  to  be  made, 
ut  are  the  amounts  to  be  included  in  invested  capital  in  advance  of 
e  payments  ?  If  so,  the  invested  capital  may  be  built  up  to  a  large 
tent  by  the  subscriptions  of  stockholders  and  the  stockholder  him- 
lf  have  the  use  of  the  money.  We  think  that  a  proper  interpreta- 
>n  of  the  statute  requires  that  there  be  included  in  the  invested 
pital  only  the  amounts  paid  in  under  stock  subscription  agreements. 
This  case  is  sharply  to  be  differentiated  from  a  case  where  promis- 
ry  notes  are  paid  in  by  a  subscriber  for  stock  and  received  by  the 
rporation  in  payment  for  the  stock.  In  Hewit  Rubier  Co.,  1 
T.  A.  424,  we  held  that  promissory  notes  of  a  responsible  and 
ivent  maker  actually  and  in  good  faith  paid  in  for  stock  of  a 
rporation  was  includable  in  invested  capital.  To  the  same  effect 
J  B°wers  v.  Max  Kaufmann  &  Co.,  18  Fed  (2d)  69.  In  the  instant 
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proceeding  the  evidence  is  not  satisfactory  that  the  contracts,  which 
were  bilateral  contracts  between  the  employees  and  the  petitioner, 
were  paid  in  to  the  petitioner  for  the  shares  of  stock.  If  the  con¬ 
tracts  are  claimed  to  be  property  other  than  cash  paid  in  for  the 
shares  of  stock,  it  does  not  appear  that  the  provisions  of  the  Iowa 
statutes  relating  to  the  issuance  of  stock  for  property  other  than 
cash  were  complied  with.  The  Code  of  Iowa  (1924)  provides  in 
part  as  follows: 

8412.  Par  Value  Required.  No  corporation  organized  under  the  laws  of  this 
state,  except  building  and  loan  associations,  shall  issue  any  certificate  of  a 
share  of  capital  stock,  or  any  substitute  therefor,  until  the  corporation  ha- 
received  the  par  value  thereof.  [Session  1913,  §  1641-b ;  40  Ex.  Gen.  Assembly 
House  File  202,  §  3.] 

8413.  Payment  in  Property  Other  Than  Cash.  If  it  is  proposed  to  pay  foi 
said  stock  in  property  or  in  any  other  thing  than  money,  the  corporation  pro 
posing  the  same  must,  before  issuing  capital  stock  in  any  form,  apply  to  the 
executive  council  of  the  state  for  leave  so  to  do.  Such  application  shall  stati 
the  amount  of  capital  stock  proposed  to  be  issued  for  a  consideration  other  tliai 
money,  and  set  forth  specifically  the  property  or  other  thing  to  be  received  hr 
payment  for  such  stock.  [S.,  13,  §  1641— b;  40  Ex.  G.  A.,  H.  F.  202,  §  4.] 

8414.  Executive  Council  to  Fix  Amount.  The  executive  council  shall  make 
investigation,  under  such  rules  as  it  may  prescribe,  and  ascertain  the  real  value 
of  the  property  or  other  thing  which  the  corporation  is  to  receive  for  the  stock 
It  shall  enter  its  finding,  fixing  the  value  at  which  the  corporation  may  receive 
the  same  in  payment  for  capital  stock ;  and  no  corporation  shall  issue  capita 
stock  for  the  said  property  or  thing  in  a  greater  amount  than  the  value  se 
fixed.  [S.,  ’13,  §  1641-b ;  40  Ex.  G.  A.,  H.  F.  202,  §  5.] 

*  *  *  *  *  *  * 

8416.  Certificate  of  Issuance  of  Stock.  It  shall  be  the  duty  of  every  corpora 
tion  to  file  a  certificate  under  oath  with  the  secretary  of  state,  within  ter 
days  after  the  issuance  of  any  capital  stock,  stating  the  date  of  issue,  the  amouni 
issued,  the  sum  received  therefor,  if  payment  be  made  in  money,  or  the  property 
or  thing  taken,  if  such  be  the  method  of  payment.  [S.,  T3,  §  164 1-c*.] 

8417.  Cancellation  of  Stock — Reimbursement.  The  capital  stock  of  any  cor 

poration  issued  in  violation  of  the  terms  and  provisions  of  the  five  preceding 
sections  shall  be  void,  and  in  a  suit  brought  by  the  attorney  general  on  behal 
of  the  state  in  any  court  having  jurisdiction,  a  decree  of  cancellation  shall  b( 
entered;  *  *  *  [S.,  ’13,  §  1641-d.] 

The  subscription  contract  specifically  provides  that  the  stock 
should  “be  and  remain  in  the  possession  of  the  first  party  until  full) 
paid  for.”  The  fact  that  dividends  were  paid  upon  the  stock  sub 
scribed  for  and  that  the  subscribers  were  notified  of  stockholders 
meetings  subsequent  to  the  date  of  their  subscriptions  is  not,  in  oui 
opinion,  sufficient  to  show  that  the  stock  was  issued  for  the  contracts 

The  petitioner  claims  that  it  is  entitled  to  include  in  investee 
capital  the  subscription  contracts  in  question,  under  the  provisions  oi 
article  833  of  Regulations  45.  which  provides; 
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Tangible  property  padd  in:  evidences  of  indebtedness. — Enforcible  notes  or 
other  evidences  of  indebtedness,  either  interest-bearing  or  noninterest  bearing, 
of  the  subscriber  received  by  a  corporation  upon  a  subscription  for  stock  may  be 
considered  as  tangible  property  in  computing  its  invested  capital  to  the  extent 
of  the  actual  cash  value  of  such  notes  or  other  evidences  of  indebtedness  at  the 
time  when  paid  in,  but  only  (a)  if  such  notes  or  evidences  of  indebtedness  could 
under  the  laws  of  the  jurisdiction  in  which  the  corporation  was  organized 
legally  be  received  in  payment  for  stock,  and  (b)  if  they  were  actually  received 
by  the  corporation  as  absolute,  and  not  as  conditional,  payment  in  whole  or  in 
part  of  the  stock  subscription. 

The  evidence  does  not  show,  however,  that  the  contracts  were  re¬ 
ceived  by  the  petitioner  “  as  absolute,  and  not  as  conditional,  payment 
n  whole  or  in  part  of  the  stock  subscription.”  Upon  the  evidence 
pf  record  the  exclusion  from  invested  capital  of  unpaid  subscriptions 
o  capital  stock  is  sustained. 

Petitioner  makes  the  alternative  contention  that,  if  it  is  not  to  be 
dlowed  to  include  in  invested  capital  the  unpaid  subscriptions  to 
ts  capital  stock,  it  should  not  be  required  to  return  as  income  the 
nterest  which  accrued  upon  such  unpaid  subscriptions.  This  does 
lot  follow,  however.  Invested  capital  must  be  computed  in  accord- 
ince  with  the  statute.  The  fact  that  an  instrument  upon  which 
nterest  is  received  by  the  taxpayer  may  not  be  included  in  invested 
■apital  is  no  ground  for  holding  that  the  interest  itself  is  not  taxable 
is  income.  For  instance,  if  a  corporation  had  developed  a  patent 
vithout  cost  to  itself  subsequent  to  March  1,  1913,  and  sold  the  patent 
inder  a  contract  on  which  it  was  to  receive  interest  and  did  receive 
nterest,  the  value  of  the  contract  would  not  be  includable  in  invested 
apital,  provided,  of  course,  the  corporation  was  organized  prior  to 
he  date  the  patent  was  secured.  Is  it  any  valid  argument  that, 
>ecause  the  value  of  the  contract  may  not  be  included  in  invested 
apital,  the  interest  received  upon  the  contract  should  not  be  included 
n  gross  income?  Section  213(a)  of  the  Revenue  Act  of  1918  defines 
T°ss  income  as  including  “  gains,  profits,  and  income  derived  from 
*  *  interest,  *  *  The  petitioner  derived  income  from 

nterest  in  1920  on  stock  subscription  agreements.  The  interest  was 
vailable  to  the  petitioner  for  any  purpose,  the  same  as  income  from 
ny  other  source.  We  think  that  the  amount  of  interest  accrued  upon 
he  subscription  agreements  was  properly  included  in  the  gross  in- 
ome  of  the  petitioner.  We  have  held  to  the  same  effect  in  Baker- 

awter  Co .,  supra.  That  decision  is  controlling  here. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent. 

Lansdon  and  Arundell  dissent. 
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Par-a-Tex  Oil  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13896.  Promulgated  September  25,  1928. 

1.  The  value  of  shares  of  stock  received  in  part  payment  for  the 
sale  of  property  in  1920  determined. 

2.  The  Commissioner’s  affirmative  claim  that  he  erred  in  his 
determination  that  petitioner  was  taxable  as  a  trust  and  that 
he  should  have  taxed  him  as  a  corporation,  is  not  sustained  by 
the  evidence. 

Frank  J.  Att>us ,  Esq .,  and  Homer  K.  Jones,  Esq.,  for  the  petitioner. 

F.  R.  Shearer,  Esq.,  and  E.  L.  Corbin,  Esq.,  for  the  respondent. 

In  this  proceeding  the  petitioner  seeks  a  redetermination  of  a  de¬ 
ficiency  in  income  and  profits  tax  for  the  calendar  year  1920  in  the 
amount  of  $48,002.92,  proposed  against  it  by  the  respondent  in  a 
deficiency  notice  mailed  under  date  of  February  9,  1926.  The  peti¬ 
tion  in  this  proceeding  was  filed  April  22,  1926.  Information  having 
been  received  by  the  respondent  that  the  petitioner  was  in  process  of 
liquidation,  a  jeopardy  assessment  of  the  proposed  deficiency  was 
made  in  accordance  with  section  279  of  the  Revenue  Act  of  1926, 
on  April  22,  1926. 

The  deficiency  in  question  resulted  from  increasing  the  profit  on 
the  sale  of  assets  by  increasing  from  $9,000  to  $90,000,  the  market 
value  of  900  shares  of  stock  of  the  Western  Producing  &  Drilling  Co. 
received  as  part  payment.  The  original  petition  alleges  two  errors, 
but  taken  together  it  is  apparent  that  they  comprise  only  one  issue, 
namely,  whether  the  respondent  erred  in  his  determination  of  the 
market  value  of  the  shares  of  stock  of  the  Western  Producing  & 
Drilling  Co.  At  the  hearing  of  this  proceeding  the  original  peti¬ 
tion  was  amended  to  assign  as  an  additional  error  that  regardless 
of  the  value  of  the  stock  when  received  in  1920  the  stock  was  deter 
mined  to  be  worthless  as  of  December  31,  1920,  and  should  be 
allowed  as  a  loss  in  1920.  At  the  hearing  respondent  was  permitted 
to  amend  his  answer  to  claim  an  increased  deficiency  based  upon 
allegations  that  the  petitioner  was  an  association  taxable  as  a  cor¬ 
poration  under  the  Revenue  Act  of  1918  rather  than  as  a  trust  under 
section  219  of  the  Revenue  Act  of  1918. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  dissolved  Arkansas  common  law  trust  which 
had  its  principal  office  at  Paragould.  It  was  organized  Septem¬ 
ber  29,  1919.  Prior  thereto  certain  oil  acreage  in  Texas  had  been 
owned  by  approximately  25  individuals.  These  individuals  organ¬ 
ized  the  petitioner  for  the  purpose  of  operating  said  acreage.  They 
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talked  over  the  form  of  the  organization  and  then  sent  an  attorney, 
together  with  two  of  their  own  number,  to  Texas  to  investigate  the 
form  of  organization  used  by  similar  companies  in  Texas.  It  was 
found  that  the  most  of  the  Texas  companies  used  what  was  called  a 
common  law  trust,  the  organization  of  which  was  authorized  by  the 
State  of  Texas.  A  meeting  of  the  individuals  interested  was  held 
and  B.  M.  Kitchens  and  S.  P.  McHamey  were  elected  trustees. 
Thereupon,  said  owners  executed  deeds  for  the  oil  acreage  to  the 
trustees  and  concurrently  therewith  the  two  trustees  executed  a 
written  common  law  trust  declaration  similar  to  the  form  commonly 
in  use  in  Texas. 

The  capitalization  of  the  petitioner  was  $110,000,  of  which  written 
?ertificates  of  beneficial  interest  in  the  amount  of  $65,000  were  issued 
to  the  prior  owners  of  the  oil  acreage.  Certificates  for  the  remaining 
$45,000  were  issued  and  sold  to  the  public  for  cash.  Petitioner  had 
ibout  350  stockholders,  of  whom  about  75  lived  in  or  near  Paragould, 
Crk.,  and  the  remainder  were  scattered  over  southeastern  Missouri 
md  northwestern  Arkansas. 

After  its  organization  and  in  the  early  part  of  1920,  the  petitioner 
vas  engaged  in  the  oil  business.  In  addition  to  selling  its  stock  above 
eferred  to  it  drilled  three  wells  on  the  oil  acreage  which  it  had 
icquired.  In  February,  1920,  it  brought  in  its  first  well,  which  was 
m  especially  good  one,  and  the  company  immediately  began  the 
frilling  of  two  additional  wells.  At  that  time  the  company  received 
i  number  of  offers  for  the  sale  of  their  oil  leases.  The  two  wells  sub- 
:equently  drilled  proved  to  be  failures  and  the  trustees  of  the  peti- 
ioner  about  June,  1920,  attempted  to  dispose  of  their  property 
hrough  brokers  in  Wichita  Falls,  Tex.  One  G.  E.  Kadane  became 
nterested  in  the  property  and  in  June,  1920,  came  to  Paragould  to 
omplete  negotiations  for  its  purchase.  The  negotiations  culminated 
n  the  execution  of  a  contract  of  sale  dated  June  18,  1920,  by  which 
he  oil  acreage  above  referred  to  was  sold  and  assigned  for  the  price 
»f  $24,000  in  cash,  900  shares  of  stock  of  the  Western  Producing  & 
drilling  Co.,  a  Delaware  corporation  with  authority  to  do  business 
n  Texas,  and  notes  of  the  par  and  actual  value  of  $96,000.  The  con- 
ract  provided  a  period  of  approximately  30  days  for  closing  and 
?as  finally  closed  on  July  15,  1920,  by  the  delivery  of  the  deed  to  the 
•roperty  and  the  payment  of  the  consideration  named. 

At  the  time  of  the  negotiations  looking  to  the  sale  of  the  property 
Cadane  claimed  that  he  had  authority  to  act  for  a  party  by  the  name 
f  W.  B.  Munson  in  the  execution  of  the  purchase.  Certain  holders 
f  beneficial  interest  of  the  petitioner  objected  to  receiving  stock  of 
be  Western  Producing  &  Drilling  Co.  as  part  payment  of  the  pur- 
base  price.  In  order  to  overcome  the  objections  of  these  part  owners 
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in  the  property  Kaclane  proposed  to  and  did  insert  in  the  contract  ol 
sale  a  paragraph  reading  as  follows: 

It  is  further  contracted  and  agreed  that  tirst  parties  have  the  option  at 
the  expiration  of  six  months  from  date  hereof  to  call  upon  second  parties 
to  redeem  all  or  any  part  of  said  shares  of  stock  of  said  Western  Producing 
&  Drilling  Company  at  the  above  stated  value  thereof;  and  upon  the  exercise 
of  this  option  by  written  request  made  by  first  parties  or  either  of  them  at 
the  end  of  such  period  or  within  three  months  thereafter,  second  parties  con¬ 
tract  to  redeem  said  shares  of  stock  at  the  above  stated  value  to  the  extent 
the  same  may  be  offered  for  redemption.  So  long  as  said  stock  or  any  part 
thereof  may  be  held  by  first  parties  or  their  assigns,  but  not  exceeding  the 
period  of  one  year  from  this  date,  second  parties  undertake  and  guarantee  that 
said  stock  shall  pay  quarterly  dividends  of  not  less  than  two  per  centum  per 
month  on  the  stated  value  of  said  stock.  Second  parties  further  contract  and 
agree  to  reissue  said  stock  at  any  time  in  su-fii  shares  and  fractional  parts  of 
shares  and  in  the  names  of  such  individuals  as  may  be  designated  by  first 
parties. 

The  contracts  of  sale  purported  to  be  with  G.  E.  Kadane  and 
W.  B.  Munson  as  parties  of  the  second  part.  Kadane  signed  Mun¬ 
son's  name  thereto.  Munson,  having  learned  that  Kadane  was 
exceeding  his  authority  in  making  any  guaranty  with  respect  to 
dividends  to  be  paid  on  the  stock  of  the  Western  Producing  & 
Drilling  Co.,  and  with  respect  to  the  redemption  of  that  stock,  tele¬ 
graphed  on  June  30,  1920,  to  B.  M.  Kitchens,  trustee,  Par-A-Tex  Oil 
Co.,  Paragould,  Ark.,  as  follows: 

# 

Kadane  only  authorized  to  purchase  Paratex  and  Burk  Sheffield  property 
[an  adjoining  property]  for  use  and  benefit  Western  Producing  &  Drilling  O. 
and  not  authorized  to  b’nd  me  personally  by  contract  or  other  obligation 
Western  Producing  &  Drilling  Co.  responsible  and  able  to  carry  out  contract 
made  in  their  behalf. 

At  the  time  of  closing  the  contract  on  July  15,  the  petitioner’s 
representative,  B.  M.  Kitchens,  did  not  see  Munson  personally  but 
was  informed  by  Kadane  to  the  effect  that  Munson  was  out  of  it 
and  that  if  petitioner  intended  to  hold  Munson  to  the  above  quoted 
portion  of  the  contract  the  trade  was  off.  The  trustees  of  the  peti¬ 
tioner  believed,  hovTever,  that  the  cash  consideration  and  the  notes 
constituted  a  fair  price  for  the  property  even  though  the  stock 
might  prove  to  have  no  value,  and  therefore  went  ahead  and  closed 
the  deal.  The  deed  to  the  property  wras  made  directly  to  Munson 
and  Kadane,  vTho  later  transferred  it  to  the  Western  Producing  &. 
Drilling  Co.,  which  about  three  weeks  later  transferred  it  to  the 
American  Refining  Co.,  which  company  had  guaranteed  the  $96,000 
notes  of  the  Western  Producing  &  Drilling  Co. 

The  Western  Producing  &  Drilling  Co.  had  been  organized  early 
in  1920  with  a  capital  stock  of  $2,000,000  to  take  over  the  assets  of 
(he  Western  Drilling  Co.  Its  assets  at  the  time  the  petitioner  re- 
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ceived  900  shares  of  its  stock  included  six  or  seven  drill  rigs,  a  lot 
of  wild  cat  acreage,  and  one  small  well  in  the  town  of  Burk-Burnett. 
About  July  15,  1920,  Kitchens,  acting  for  the  petitioner,  made  efforts 
to  dispose  of  the  900  shares  of  stock  acquired  in  the  deal  but  was 
unable  to  find  a  purchaser.  Persons  conversant  with  the  affairs  of 
the  Western  Producing  &  Drilling  Co.  stated  that  they  would  not 
give  $10  a  share  for  the  stock.  In  the  latter  part  of  December, 
1920,  Kitchens  made  further  efforts  to  dispose  of  the  900  shares  of 
the  stock  owned  by  the  petitioner  but  could  find  no  buyer  at  any 
price. 

In  October,  1920,  the  petitioner  wrote  to  Munson  requesting  him 
to  make  good  the  guaranty  stated  in  the  sale  contract  that  dividends 
should  be  paid  upon  the  stock  of  the  Western  Producing  &  Drilling 
Co.  at  the  rate  of  2  per  cent  per  month  and  Munson  replied  that  at 
the  time  the  contract  was  carried  into  effect  it  was  well  understood 
by  the  trustees  that  Munson  was  not  bound  by  the  terms  of  the  con¬ 
tract  with  respect  to  the  payment  of  dividends  on  the  stock  and  the 
redemption  of  the  stock.  No  dividends  were  ever  paid  upon  the 
stock.  It  had  been  ascertained  by  the  trustees  of  the  petitioner  at 
the  date  of  the  execution  of  the  contract  fhat  Kadane’s  financial 
responsibility  was  practically  nil.  Within  six  months  from  the  date 
of  sale  the  trustees  of  the  petitioner  demanded  of  Kadane  and  Mun¬ 
son  that  they  redeem  the  stock  of  the  Western  Producing  &  Drilling 
Co.  at  the  agreed  price  of  $90,000.  This  they  refused  to  do. 

In  January,  1921,  petitioner  through  its  trustees  brought  suit 
against  Kadane  and  Munson  in  the  District  Court  of  the  United 
States  for  the  Wichita  Falls  Division  of  the  Northern  District  of 
Texas  to  enforce  their  liability  under  the  contract  of  sale.  This  suit 
was  finally  compromised  in  1921  by  Munson  paying  to  the  petitioner 
the  sum  of  $30,000.  Under  the  settlement  Kadane,  Munson  and  the 
Western  Producing  &  Drilling  Co.  were  absolved  from  further  lia¬ 
bility  under  the  contract  and  the  900  shares  of  the  Western  Producing 
&  Drilling  Co.  were  turned  over  to  Kadane  and  Munson.  The  peti¬ 
tioner  accounted  for  the  income  from  this  source  in  its  return  for 
the  year  1921. 

The  petitioner  filed  an  income-tax  return  for  1920  as  a  corporation 
on  Form  1120.  Subsequently  it  filed  an  amended  return  as  a  fidu¬ 
ciary  on  Form  1041,  the  date  of  filing  not  being  in  evidence  but 
the  date  upon  which  it  was  executed  was  September  8,  1921.  The 
respondent  held  that  the  petitioner  was  taxable  as  a  trust  under 
section  219  of  the  Kevenue  Act  of  1918  for  the  calendar  year  1920, 
which  ruling  had  not  been  reversed  at  the  time  the  petitioner  distrib¬ 
uted  its  assets.  No  question  was  ever  raised  as  to  the  petitioner  being 
a  trust  entitled  to  be  taxed  under  section  219  prior  to  the  hearing  of 
this  proceeding. 
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OPINION. 

Smith:  Although  the  petition  in  this  proceeding  was  not  tiled 
with  the  Board  within  GO  days  from  the  date  of  the  mailing  of  the 
deficiency  notice,  the  Board  has  jurisdiction  under  section  283(g) 
of  the  Revenue  Act  of  1926. 

The  deficiency  determined  by  the  respondent  against  the  petitioner 
for  the  calendar  year  1920  results  solely  from  increasing  the  fair 
market  value  of  900  shares  of  the  Western  Producing  &  Drilling  Co. 
received  in  part  payment  for  the  sale  of  property  from  $9,000  to 
$90,000.  It  is  the  contention  of  the  respondent  that  the  shares  of 
stock  received  had  a  value  of  $90,000  and  that  the  evidence  does  not 
prove  the  contrary.  We  think,  however,  that  the  evidence  does  prove 
ihe  contrary.  At  the  time  that  the  contract  of  sale  was  carried  out  the 
trustees  of  the  petitioner  had  been  advised  by  Munson  that  he  would 
not  be  bound  by  the  agreement  to  pay  dividends  upon  the  900  shares 
of  stock  of  the  Western  Producing  &  Drilling  Co.  and  to  redeem  it 
at  its  par  value,  and  it  was  known  that  Kadane  was  not  financially 
responsible.  The  evidence  all  goes  to  show  that  the  realizable  value 
of  the  stock  at  the  date  of  its  receipt  by  the  petitioner  was  not  in 
excess  of  $10  per  share,  the  amount  at  which  it  was  returned  by  the 
petitioner  in  making  its  income  and  profits-tax  return  for  1920. 
This  issue  must,  therefore,  be  decided  in  favor  of  the  petitioner. 

The  respondent  contends  that  the  petitioner  should  be  held  to  be 
liable  to  income  tax  as  an  association  for  the  year  1920  and  that  it 

oi  i  ed  in  taxing  it  as  a  trust  under  section  219  of  the  Revenue  Act  of 
1918. 

I  lie  burden  of  proving  that  the  petitioner  i,s  taxable  as  an  associa¬ 
tion  rather  than  as  a  trust  rests  upon  the  respondent.  We  have 
not  be  foie  us  the  declaration  of  trust  or  much  evidence  as  to  how  it 
conducted  its  operations.  Section  704  (a)  of  the  Revenue  Act  of 
1928  provides : 

If  a  taxpayer  filed  a  return  as  a  trust  for  any  taxable  year  prior  to  the 
taxable  year  1925  such  taxpayer  shall  be  taxable  as  a  trust  for  such  year 
and  not  as  a  corporation,  if  such  taxpayer  was  considered  to  be  taxable  as  a 
iiu^t  and  not  as  a  corporation  either  (1)  under  the  regulations  in  force  at  the 
time  the  return  was  made  or  at  the  time  of  the  termination  of  its  existence. 
<u-  under  any  ruling  of  the  Commissioner  or  any  duly  authorized  officer 
of  ,he  Bureau  of  Internal  Revenue  applicable  to  any  of  such  years,  and  interpre¬ 
tative  of  any  provision  of  the  Revenue  Act  of  1918,  1921,  or  1924,  which  had 
not  been  reversed  or  revoked  prior  to  the  time  the  return  was  made,  or  under 
any  such  ruling  made  after  the  return  was  filed  which  had  not  been  reversed 
or  revoked  prior  to  the  time  of  the  termination  of  the  taxpayer’s  existence. 

I  he  respondent  contends  that  this  provision  of  law  is  not  ap- 
pli<  able  to  the  petitioner,  since  the  original  return  filed  was  on 
lorm  1120;  that  the  petitioner  can  not  claim  that  it  “filed  a  return 
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is  a  trust  ”  for  the  taxable  year  1920;  that  the  Board  ha,s  repeatedly 
ield  that  a  taxpayer’s  original  return  is  the  statutory  return  and  that 
here  is  no  authority  for  the  making  or  accepting  of  an  amended 
•eturn.  National  Refining  Co.  of  Ohio ,  1  B.  T.  A.  236;  Mabel  Ele¬ 
vator  Co .,  2  B.  T.  A.  517 ;  E.  L.  Harris ,  5  B.  T.  A.  1926.  We  think, 
lowever,  that  the  language  of  section  704  (a)  is  broad  enough  to 
'over  the  case  of  this  petitioner.  The  respondent  accepted  the  second 
•eturn  in  substitution  for  the  first  return  and  has  determined  tax 
liability  of  the  petitioner  upon  the  theory  that  it  was  a  trust. 

Judgment  of  no  deficiency  will  be  entered 
for  the  petitioner . 


Model  Dairy,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  19332.  Promulgated  September  25,  1928. 

In  January,  1922,  petitioner  authorized  additional  salaries  for 
its  officers  and  employees  for  the  years  1920  and  1921  and  paid 
such  additional  compensation  in  the  years  1922  and  1923.  Held . 
that  in  the  absence  of  proof  that  the  combined  regular  and  addi¬ 
tional  salaries  paid  in  1922  and  1923  were  no  more  than  reasonable 
compensation  for  personal  services  rendered,  the  payments  so  made- 
are  not  deductible  from  petitioner’s  income  in  the  respective  years 
as  ordinary  and  necessary  operating  expenses. 

Benjamin  H.  Flesher ,  Esq.,  for  the  petitioner. 

Arthur  H.  Murray ,  Esq.,  for  the  respondent. 

The  respondent  has  asserted  deficiencies  in  income  and  profits  tax 
'or  the  years  1920,  1921,  1922,  and  1923,  in  the  respective  amounts 
>f  $3,640.84,  $5,394.92,  $196.55,  and  $745.95.  The  only  issue  is 
vhether  certain  amounts  alleged  to  have  been  incurred  or  paid  as 
alaries  of  officers  in  the  taxable  years  are  deductible  from  gross 
ncome  in  the  respective  years  as  ordinary  and  necessary  business 
xpenses. 

FINDINGS  OF  FACT. 

At  the  hearing  the  following  stipulation  was  filed  by  the  parties 
md  is  hereby  accepted  and  adopted  as  our  findings  of  fact : 

1.  Petitioner  was  organized  under  the  laws  of  the  State  of  Minne- 
ota  for  the  purpose  of  engaging  in  the  business  of  manufacturing 
ce  cream,  butter,  and  cheese,  and  in  the  sale  of  milk  and  cream,  and 
ommenced  business  in  the  early  part  of  the  year  1919  in  the  City 
>f  Mankato,  Minn. 

2.  That  the  business  of  petitioner  priot  to  incorporation  was  ear¬ 
ned  on  by  two  competing  partnerships  composed  of  five  members. 
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and  that  upon  the  incorporation  of  petitioner  all  of  the  members 
of  such  partnerships  became  the  officers  of  petitioner  and  were 
actively  engaged  in  the  conduct  of  its  business. 

3.  The  salaries  drawn  by  the  officers  and  stockholders  during  the 
years  1920  to  1923  are  as  follows: 


1920 

1921 

1922 

1923 

Robert  Rasmussen . . . . 

$3, 342.  75 
2, 900.  25 
2,411.25 
2,411.25 

1,  886.  25 
1,  927.  50 

$3,  600.  00 
500.00 
2,  525.  00 
2,  400.  00 
2,  525. 00 
2, 100.  00 

$4,  500. 00 

$4,  500.00 

Einer  B.  Nelson . . . . 

Edwin  Hed . . . .  ___ . 

3,  600.00 
2,  700.  00 
3,600.00 
2,  260. 00 

3,  600.00 

2,  700. 00 

3,  600.00 
2,280.00 

K.  Hauge.. . . . .  _ _ _ 

Chas.  J.  Nelson _ _ _ _ _ 

H.  J.  Currier _ 

Total _ _ _ 

14,  879.  25 

13,  650.  00 

16,  660.  00 

16,  680. 00 

4.  That  at  a  meeting  of  the  board  of  directors,  held  on  March  9. 

1920,  the  following  resolution  was  approved : 

*  *  *  The  matter  of  wages  was  thoroughly  gone  over.  It  was  decided 

for  the  present  to  keep  the  payroll  down  to  a  living  wage  and  leave  all  the 
funds  possible  in  the  treasury  as  a  work  ng  capital  to  he  drawn  out  as  a 
salary  when  the  Company's  finances  would  warrant  such  a  move.  This  was 
due  to  the  fact  the  Corporation  needed  all  the  funds  it  could  spare  in  remodel¬ 
ling  and  equipping  the  new  plant  at  118-120  E.  Cherry  St. 

5.  That  at  a  meeting  of  the  board  of  directors,  held  on  March  8. 

1921,  the  following  resolution  was  approved: 

*  *  *  Motion  made  and  carried  that  the  salary  for  the  active  stock¬ 

holders  be  moderate  as  heretofore.  Under  the  present  money  situation  it  was 
deemed  advisable  not  to  pay  the  back  salary  for  1920,  but  leave  it  as  work  ng 
capital  until  annual  meeting  in  1922.  *  *  * 

6.  That  at  a  meeting  of  the  board  of  directors,  held  on  March  14. 

1922,  the  following  resolution  was  approved : 

*  *  *  On  motion  made  and  carried  it  was  decided  to  pay  the  1920  back 

salary  on  the  following  schedule : 


Robert  Rasmussen _  100% 

Einer  B.  Nelson _  80% 

Edwin  lied _  00% 

Chas.  J.  Nelson _  00% 

K.  Hauge -  00% 

H.  J.  Currier _  00% 


figuring  same  on  1921  drawing  account.  Motion  made  and  carried  that  the 
same  percentage  be  used  to  figure  the  back  pay  for  1921,  this  to  be  paid  in 
1923,  provided  funds  could  be  obtained  without  crippling  the  business.  *  *  • 

7.  During  the  first  year  of  operations  the  company  kept  a  record 
of  its  disbursements  and  sales,  but  had  not  installed  a  journal  or 
general  ledger,  but  the  necessity  for  a  system  of  accounts  was  seen 
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and  in  January,  1920,  one  H.  J.  Currier,  the  present  treasurer,  was 
employed  to  open  up  a  set  of  books,  act  as  the  bookkeeper,  and  pre¬ 
pare  its  corporate  tax  returns.  In  view  of  the  fact  that  the  records 
of  the  company  were  in  such  bad  shape  at  the  time  Currier  became 
associated  with  the  petitioner,  and  because  of  the  ever  increasing 
rolume  of  business,  he  found  it  impossible  to  install  a  set  of  books 
and  analyze  the  transactions  entered  into  prior  to  his  employment. 
Toward  the  end  of  1921,  public  accountants  were  then  employed,  who 
installed  an  accounting  system  and  wrote  up  the  books  to  December 
31,  1921,  and  for  the  month  of  January,  1922. 

8.  The  said  H.  J.  Currier  prepared  petitioner’s  income  and  excess- 
orofits-tax  return  for  the  taxable  year  1920  from  the  incomplete 
records  at  hand. 

9.  For  the  taxable  year  1921  the  said  public  accountants  prepared 
entative  and  final  returns  for  petitioner,  and  also  prepared  an 
imended  return  for  the  taxable  year  1920  based  upon  the  books  as 
vritten  up  by  said  public  accountants. 

10.  That  pursuant  to  the  resolution  of  the  board  of  directors,  dated 
Jarch  14,  1922,  the  following  additional  salaries  were  voted  for  the 
rear  1920 : 

lobert  Rasmussen _ $3,  600 

Mwin  Heel _  1,  620 

j.  J.  Nelson _  1,  620 

L  Hauge -  1,  440 

11.  The  foregoing  amounts  were  paid  to  the  respective  parties 
pecified  in  the  preceding  paragraph  during  the  year  1922,  and  were 
lot  paid  in  accordance  with  their  stockholdings. 

12.  In  the  amended  return  for  1920  the  said  public  accountants 
ct  up  the  said  additional  salaries  specified  in  paragraph  10  hereof 
is  an  accrual  liability  of  the  year  1920. 

13.  That  pursuant  to  the  resolution  of  the  board  of  directors,  dated 
larch  14,  1922,  the  following  additional  salaries  were  voted  for  the 

axable  vear  1921 : 

«/ 

tobert  Rasmussen _ $3,  000 

Mwin  H ed _  y  620 

1  J.  Nelson _  1,  620 

Hauge -  1,  440 

14.  The  foregoing  amounts  were  paid  to  the  respective  parties 
pecified  m  the  preceding  paragraph  during  the  year  1923,  and 
'  ere  not  paid  in  accordance  with  their  stockholdings. 

lo.  In  the  final  return  for  1921  the  said  public  accountants  set 
p  the  said  additional  salaries  specified  in  paragraph  13  hereof 
s  an  accrued  liability  of  the  year  1921. 

13836—28 - 6 


H.  J.  Currier - - $1,260 

E.  B.  Nelson _  2,  400 

Total - 11,940 


H.  J.  Currier - - $1,260 

E.  B.  Nelson _  2,  400 

Total -  11,940 
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16.  The  deficiency  taxes  in  controversy  are  income  and  excess- 
profits  taxes  for  the  taxable  years  1920,  1921,  1922  and  1923,  as 
follows : 


3920  _ 

1921  __ 

1922  __ 


$3,  640.  84 
5,  394.  92 
196.  55 


1923 


745.  95 


Total _  9,  978.  26 

17.  In  determining  the  deficiency  taxes  set  forth  in  his  deficiency 
letter  dated  July  15,  1926,  respondent  refused  to  allow  as  a  deduction 
in  the  years  1920  and  1921  the  said  additional  salaries  of  $11,940, 
referred  to  in  paragraphs  10  and  13  hereof,  on  the  ground  that 
said  additional  salaries  were  not  authorized  or  set  aside  subject  to 
demand  of  its  officers  in  the  years  1920  and  1921. 

18.  In  determining  the  deficiency  tax  set  forth  in  his  deficiency 
letter  dated  July  15,  1926,  respondent  refused  to  allow  as  a  deduction 
in  the  years  1922  and  1923  the  said  additional  salaries  referred  to  in 
paragraphs  10  and  13  hereof,  on  the  ground  that  said  salaries  were 
authorized  “  for  the  years  1920  and  1921  and  were  not  accrued  on 
the  books  of  petitioner  as  a  liability  of  the  years  1922  and  1923.” 

19.  From  the  foregoing  determination  of  respondent  petitioner 
appeals,  claiming  that  the  additional  compensation  referred  to  in 
paragraphs  10  and  13  hereof  is  either  a  deduction  for  the  years 
1920  and  1921,  the  years  in  which  such  amounts  were  accrued  by 
said  public  accountants  on  petitioner’s  returns,  or  a  deduction  in 
1922  and  1923,  the  years  in  which  said  amounts  were  paid. 


opinion. 

Lansdon  :  In  its  brief  the  petitioner  concedes  that  the  additional 
compensations  of  officers  and  stockholders  in  the  amounts  of  $11,940, 
paid  in  1922  and  1923  respectively,  are  not  proper  deductions  from 
gross  income  for  the  respective  years  1920  and  1921.  It  remains, 
therefore,  only  for  us  to  determine  whether  such  payments  may  be 
deducted  from  the  gross  income  of  the  petitioner  as  ordinary  and 
necessary  business  expenses  in  1922  and  1923,  respectively. 

Since  the  petitioner  abandons  its  contentions  as  to  the  years  1920 
and  1921,  the  Revenue  Act  of  1921  is  applicable  to  the  situation  here. 
It  provides  in  section  234  as  follows: 

(a)  That  in  computing  the  net  income  of  a  corporation  subject  to  the  tax 
imposed  by  section  230  there  shall  be  allowed  as  deductions: 

(1)  All  the  ordinary  and  necessary  expenses  paid  or  incurred  during  the 
taxable  year  in  carrying  on  any  trade  or  business,  including  a  reasonable  allow¬ 
ance  for  salaries  or  other  compensation  for  personal  services  actually  rendered, 
and  including  rentals  or  other  payments  required  to  be  made  as  a  condition  to 
the  continued  use  or  possession  of  property  to  which  the  corporation  has  not 
taken  or  is  not  taking  title,  or  in  which  it  has  no  equity. 
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An  examination  of  the  statutory  provisions  upon  which  the  peti¬ 
tioner  relies  indicates  that  for  Federal  tax  purposes  deductions  from 
income  on  account  of  the  salaries  of  officers  must  be  jiaid  or  incurred 
in  the  taxable  year,  and  must  be  reasonable  compensation  for  personal 
sei  vices  actually  rendered.  The  proof  that  the  amounts  in  question 
were  authorized  by  proper  corporate  action  in  1922  and  paid  in  1922 
and  1923  is  conclusive  and  therefore  this  phase  of  the  controversy 
requires  no  discussion. 

There  remains  then  only  the  question  of  reasonableness.  Counsel 
for  the  petitioner  argues  that  the  Commissioner  has  not  raised  this 
question  cither  as  an  administrative  officer  or  as  the  respondent  in 
this  proceeding.  This  may  be  true  but  it  is  also  true  that  the 
respondent,  neither  in  his  answer  nor  in  open  court,  has  admitted 
the  reasonableness  of  the  salaries  claimed  as  deductions  in  the  years 
1922  and  1923.  He  has  asserted  the  deficiencies  here  in  question  and 
the  parties  are  in  agreement  that  the  basis  for  such  deficiencies  is  the 
disallowance  of  the  amounts  alleged  to  have  been  paid  as  additional 
salaries  to  the  officers  of  the  petitioner  in  each  of  the  taxable  years. 
It  appears,  therefore,  that  petitioner  must  accept  the  burden  of  prov¬ 
ing  that  the  additional  salaries  in  question  were  no  more  than  reason- 
ible  compensation  for  the  personal  services  rendered  to  the  petitioner 
by  the  recipients  thereof. 

The  record  of  this  proceeding  does  not  show  the  petitioner’s 
invested  capital,  its  annual  business  turnover  in  the  years  involved, 
its  gross  or  net  earnings  for  such  years,  or  the  nature  and  extent  of 
die  personal  services  rendered  by  its  officers  and  stockholders.  The 
stipulation  does  indicate,  however,  that  the  regular  salaries  for  the 
rears  1922  and  1923  were  as  follows : 


1922 

1923 

Robert  Rasmussen  __ 

Sdwin  Hed  __  _  .  . . . . 

$4,500 
3,  600 
2, 700 
3, 600 

$4, 500 
3,  600 
2,700 
3,  600 

L  Hauge .  . 

hades  J.  Nelson. _  _  * - * - 

2,260 

2,280 

If  to  the  above  amounts  are  added  the  amounts  of  additional  com¬ 
pensation  authorized  for  1920  and  1921  and  paid  in  1922  and  1923,  the 
°tal  salaries  claimed  as  deductions  for  such  years  as  ordinary  'and 
lecessary  business  expenses  are  as  follows : 


1922 

1923 

Robert  Rasmussen 

^  Hauge .  . . . . 

$8,  100 
5,220 
4, 140 
5,  220 
3,  520 

$8, 100 
5,  220 
4,  140 
5,220 
3,540 

hades  J.  Nelson _ 
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We  are  not  impressed  by  the  petitioner’s  argument  that  the  ques-j 
tion  of  reasonableness  is  not  involved  in  this  proceeding  because  it 
was  not  the  ground  upon  which  the  Commissioner  disallowed  the 
additional  salaries  for  1922  and  1923  and  because  it  was  not  pleaded 
in  the  respondent’s  answer  to  the  petition  herein.  In  our  opinion, 
regardless  of  the  pleadings,  the  law  makes  this  question  an  issue  here. 
In  every  instance  in  which  we  have  allowed  additional  salaries  for 
a  given  taxable  year  on  account  of  services  rendered  in  previous 
years,  we  have  held  that  the  combined  regular  and  additional  salaries 
for  such  year  were  no  more  than  reasonable  compensation  for  services 
rendered.  C.  H.  Simonds  Co .,  1  B.  T.  A  105;  V ancle Kamps  Holland 
Dutch  Bakers ,  2  B.  T.  A.  1247 ;  Lihue  Plantation  Co.  Ltd .,  2  B.  T.  A. 
740.  We  have  also  disallowed  such  additional  compensation  where 
reasonableness  has  not  been  shown.  IF.  K .  Henderson  I  con  WoiLs  d- 
Supply  Co .,  6  B.  T.  A.  92.  Upon  the  record  here  we  are  unable  to 
determine  that  the  total  deductions  claimed  on  account  of  salarie> 
for  the  years  1922  and  1923  were  reasonable  compensation  for  the 
services  rendered. 

Decision  will  ~be  entered  for  the  respondent. 


J.  E.  Bobertson,  Petitioner,  v.  Commissioner  of  Internal 

Bevenue,  Bespondent. 

Docket  No.  17227.  Promulgated  September  26,  1928. 

1.  The  affirmative  allegation  of  the  Commissioner  that  the  peti¬ 
tioner  realized  gain  in  1920  on  the  sale  of  certain  stock  acquired  in 
1911,  is  not  sustained  by  the  evidence. 

2.  Claim  for  loss  on  sale  of  cotton,  conceded  by  respondent, 
allowed. 

3.  Claims  for  losses  on  forfeited  leaseholds  held  not  sustained  by 
the  evidence. 

J.  E.  Robertson  pro  se. 

Bi'uce  A.  Low ,  Esq .,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  taxes  for  the  year  1920,  in  the  amount  of  $1,408.45. 

The  petitioner  alleges  that  the  Commissioner  erred  in  disallowing 
a  deduction  of  $15,287,  claimed  to  represent  losses  sustained  by  him  in 
certain  transactions  hereinafter  referred  to  in  detail. 

FINDINGS  OF  FACT. 

In  the  year  1920,  petitioner  forfeited  various  leasehold  interests 
which  lie  had  theretofore  acquired  by  his  failure  to  pay  the  annual 
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rental  thereon.  These  leasehold  interests  and  their  cost  were  as 
follows : 


Comanche  County  leasehold,  %  interest  in  50-acre  tract _  $167 

lack  County  leasehold _  480 

Brown  County  leasehold,  160-acre  tract _ _ _  960 

Parker  County  leasehold,  y2  interest  in  160-acre  tract _  300 


Total - 1,907 


Petitioner  claims  the  aggregate  cost  of  these  leaseholds  as  one 
item  of  his  loss.  The  dates  on  which  these  leaseholds  were  acquired 
io  not  appear  in  the  record. 

In  1911  petitioner  and  his  brother,  H.  E.  Robertson,  bought  the 
issets  of  a  business  which  had  been  conducted  by  their  father,  and 
;ransf erred  them  to  a  corporation,  which  they  had  formed,  for  its 
capital  stock.  Petitioner’s  investment  was  between  $10,000  and 
511,000,  and  was  represented  by  51  per  cent  of  the  total  capital  stock, 
[n  1920  petitioner  sold  his  stock  in  the  corporation  to  his  brother 
tor  approximately  $20,000.  Among  the  assets  of  the  corporation  at 
he  time  of  sale  were  274  bales  of  cotton,  which  had  cost  $51,657.72 
md  against  which  advances  to  a  considerable  extent  had  been  made 
)y  a  third  party.  As  a  part  of  the  transaction  it  was  agreed  that 
petitioner  should  retain  a  51  per  cent  interest  in  the  cotton  account. 
Subsequently,  in  1920,  the  account  was  liquidated,  226  bales  being 
>old  for  $23,796.57,  and  48  bales,  which  had  been  partially  damaged 
IV  fire,  for  $7,009.21.  The  advances  which  had  been  made  against 
he  cotton  exceeded  the  amount  realized  from  its  sale,  and  peti- 
ioner,  in  the  form  of  cash  and  secured  notes,  repaid  the  third  party 
vho  had  made  the  advances  the  sum  of  $13,980.48.  These  repayments 
le  now  claims  represent  his  loss  in  the  cotton  transaction. 

In  his  income-tax  return  for  the  year  1920,  petitioner  did  not  in 
my  way  refer  to  the  sale  of  his  stock  in  the  corporation  to  his 
brother. 

At  the  hearing  of  this  appeal  counsel  for  respondent  moved  tc 
imend  his  answer  so  as  to  include  in  petitioner’s  taxable  income  for 
:he  year  1920  the  difference  between  the  cost  of  petitioner’s  stock 
n  1911  and  the  amount  realized  therefor  on  its  sale  in  1920,  namely, 
510,000.  The  record  contains  no  evidence  of  the  March  1,  1913,  value 
)f  the  stock.  At  the  same  time  he  also  conceded  that  the  petitioner 
lad  proved  the  loss  on  cotton  as  claimed,  to  the  extent  of  the  differ¬ 
ence  between  its  cost  and  selling  price,  namely,  $10,634.49. 


OPINION. 


Love  :  The  item  of  gain  or  loss  involved  in  the  sale  of  petitioner’s 
lock  in  the  corportion  in  1920  formed  no  part  of  the  controversy  in 
his  case  until  that  transaction  was  incidentally  developed  at  the 
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hearing.  It  then  developed  that  in  1911  petitioner  had  paid  about; 
$10,000  for  51  per  cent  of  assets  which  were  transferred  to  a  corpora¬ 
tion,  for  stock  in  the  corporation.  In  1920,  he  sold  that  stock  for 
$20,000.  Counsel  for  Commissioner  then  moved  for  increase  of  defi¬ 
ciency.  By  doing  so  he  assumed  the  burden  of  proof.  That  stock 
was  purchased  prior  to  March  1,  1913,  and  in  the  event  its  selling 
price  was  no  greater  than  its  March  1,  1913,  value,  there  was  no  gain 
There  was  no  evidence  offered  as  to  its  March  1,  1913,  value,  hence 
we  can  not  determine  whether  or  not  any  gain  was  realized  on  it? 
sale  in  1920.  The  motion  of  the  Commissioner  for  an  increase  of  the 
deficiency  is  denied. 

Counsel  for  the  Commissioner  at  the  hearing  conceded  the  proof 
of  loss  sustained  by  petitioner  on  the  sale  of  cotton  in  the  amount  of 
$10,634.49,  and  hence  we  hold  that  he  is  entitled  to  a  deduction  of 
that  amount  as  a  loss.  There  was  no  proof  of  the  date  of  acqui¬ 
sition  of  the  leases  on  which  petitioner  claimed  a  loss,  whether  prior 
to  or  subsequent  to  March  1,  1913.  If  acquired  prior  to  March  1. 
1913,  and  their  market  value  was  less  on  that  date  than  cost,  the 
loss,  if  any,  was  that  value,  since  nothing  was  received  for  them. 
The  burden  of  proof  on  this  issue  being  on  petitioner,  we  hold  that 
he  failed  to  make  out  his  case  on  that  issue  and  sustain  the  action  of 
the  Commissioner. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Ride  60. 


« 

American  Arch  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  9564.  Promulgated  September  26,  192S. 

Valentine  B.  Havens ,  Esq.,  J.  Mertens ,  Jr.,  Esq.,  and  Elrrwnt  B. 
Hazard,  Esq.,  for  the  petitioner. 

Shelby  S.  Faulkner,  Esq.,  for  the  respondent. 

MEMORANDUM  OPINION. 

Murdock  :  The  Commissioner  determined  a  deficiency  of  $169,- 
222.11  for  the  fiscal  year  ended  February  28,  1917. 

A  corporation  known  as  the  American  Arch  Co.  was  incorporated 
under  the  laws  of  Delaware  in  November,  1914,  with  an  authorized 
capital  stock  of  $1,000,000.  On  February  26,  1917,  the  Secretary  of 
State  of  the  State  of  Delaware  executed  a  certificate  of  dissolution 
pertaining  to  the  above  named  corporation.  On  March  1,  191  a 
new  corporation  of  the  same  name  was  incorporated  under  the  laws 
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)f  Delaware.  Thereupon  the  new  corporation  issued  $3,000,000  par 
v'alue  of  its  capital  stock  and  agreed  to  assume  all  of  the  debts  and 
obligations  of  the  dissolved  corporation  as  of  February  28,  1917,  in 
consideration  of  which  all  of  the  assets  of  the  dissolved  corporation 
is  of  February  28,  1917,  were  transferred  to  the  new  corporation. 

Later  various  returns  were  filed  with  the  collector  of  internal  reve¬ 
ille  for  the  second  district  of  New  York  in  the  name  of  “American 
Arch  Company,  30  Church  Street,  New  York”  for  the  fiscal  year 
ended  February  28,  1917.  On  each  was  a  statement  that  the  paid  up 
•apital  stock  of  the  corporation  was  $1,000,000.  Each  was  signed  by 
he  Grand  Parish  as  president  and  either  by  Samuel  G.  Allen  as  treas- 
irer  or  by  some  one  whose  signature  is  illegible  as  assistant  secretary. 

The  Commissioner  of  Internal  Revenue  at  various  times  received 
tnd  signed  three  papers,  each  entitled  “Income  and  Profits  Tax 
Yaiver.”  One  was  signed  “American  Arch  Company  ”  by  Le  Grand 
parish,  President,  and  two  were  signed  “American  Arch  Company  ” 
jy  George  A.  Price,  Treasurer.  Each  bore  a  seal  “American  Arch 
Company  Corporate  Seal  1917  Delaware.”  Each  purported  to  extend 
he  time  within  which  the  Commissioner  of  Internal  Revenue  could  do 
;ome  act  in  connection  with  taxes  due  under  returns  made  by  or  on 
)ehalf  of  American  Arch  Co.,  New  York,  N.  Y.,  for  the  year  1917. 

The  American  Arch  Co.,  which  was  incorporated  under  the  laws  of 
Delaware  in  1914,  had  a  seal  which  was  like  the  seal  affixed  to  the 
hree  papers  above  mentioned  except  that  the  figures  “1914”  ap- 
)eared  on  it  instead  of  the  figures  “  1917.” 

On  October  3,  1925,  the  Commissioner  of  Internal  Revenue  mailed 
i  deficiency  notice  to  the  American  Arch  Co.,  30  Church  Street.  New 
fork,  N.  Y.,  which  was,  in  part,  as  follows : 

An  audit  of  your  income  and  profits  tax  return  for  the  fiscal  year  ended  Feb- 
uary  28,  1917,  has  resulted  in  the  determination  of  a  deficiency  in  tax  of 
169,122.11  as  set  forth  in  Bureau  letter  dated  June  16,  1925. 

No  Bureau  letter  dated  June  16,  1925,  was  offered  in  evidence. 

On  December  1,  1925,  a  petition  was  filed  with  the  United  States 
ioard  of  Tax  Appeals  appealing  from  the  determination  of  the 
leficiency  set  forth  in  the  above  mentioned  notice.  The  petition  is 
^titled  “Appeal  of  the  American  Arch  Company  of  New  York, 
N.  Y.”  It  alleges,  inter  alia ,  as  follows : 

The  taxpayer  was  during  the  fiscal  year  ended  February  28,  1917  a  Delaware 
corporation  with  its  principal  office  in  the  City,  County  and  State  of  New  York. 

The  verification  of  this  petition  was  signed  and  sworn  to  by  George 
V.  Price  as  “  Treasurer  of  the  American  Arch  Company,  the  tax- 
'ayer  named  in  the  foregoing  petition.”  Later  an  amended  petition 
vas  tiled  with  the  permission  of  the  Board.  It  was  entitled  “Ameri- 
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can  Arch  Company,  (New  York,  N.  Y.)  Petitioner,*'  purported  to 
appeal  from  the  deficiency  notice  of  October  3,  1925,  and  contained  an 
allegation  similar  to  the  one  quoted  above.  The  verification  of  this 
petition  was  signed  and  sworn  to  by  George  A.  Price  under  a  state¬ 
ment,  in  part,  as  follows: 

George  A.  Price,  being  duly  sworn,  deposes  and  says  that  he  is  the  Treasurer 
of  the  American  Arch  Company,  a  corporation  organized  in  Delaware  in  1917. 

In  January,  1920,  George  A.  Price  became  treasurer  and  in  Febru¬ 
ary,  1925,  he  became  secretary  of  the  American  Arch  Co.  of  Delaware 
incorporated  in  1917,  and  also  of  a  New  York  corporation  of  the 
same  or  similar  name,  which  was  the  operating  company.  Prior 
thereto,  from  the  dates  on  which  these  two  companies  were  incor¬ 
porated,  he  had  been  assistant  secretary  of  each.  He  was  never  an 
officer  of  the  American  Arch  Co.  which  was  incorporated  in  1914,  nor 
did  his  name  appear  on  any  of  the  returns  filed  by  or  on  behalf  of 
that  corporation  for  the  fiscal  year  ended  February  28,  1917.  Le 
Grand  Parish  was  president  of  the  Delaware  corporation  incor¬ 
porated  in  1914,  and  he  was  likewise  president  of  the  Delaware  cor¬ 
poration  incorporated  in  1917.  Similarly  other  men  were  officers  in 
both  of  these  corporations. 

Various  issues  are  raised  by  the  pleadings  in  this  case,  one  of 
which  is  that  the  time  within  which  the  Commissioner  might  assess 
or  collect  the  deficiency  asserted  had  expired  prior  to  the  mailing  of 
the  deficiency  notice.  A  hearing  was  held  limited  to  this  issue,  at 
which  time  the  petitioner  attempted  to  show  that  the  so-called  waivers 
or  consents  in  writing  were  consents  of  a  Delaware  corporation  organ¬ 
ized  in  1917,  whereas  the  deficiency  was  asserted  against  a  different 
Delaware  corporation  organized  in  1914,  but  of  the  same  name.  At 
the  conclusion  of  this  hearing  the  Commissioner  of  Internal  Revenue 
filed  a  brief  in  which  he  called  attention  to  the  fact  that  the  peti¬ 
tions  in  this  case  were  the  petitions  of  the  1917  corporation  and  did 
not  purport  to  be  and  were  not  petitions  of  the  1914  corporation, 
against  which  the  deficiency  had  been  asserted,  and  therefore  argued 
that  the  appeal  should  be  dismissed  for  lack  of  jurisdiction.  The 
Board  thereupon  called  the  petitioner’s  attention  to  this  contention 
of  the  respondent  and  set  a  day  for  the  presentation  of  any  addi¬ 
tional  evidence  which  the  parties  might  care  to  present  bearing  on 
any  issue  raised  by  the  pleadings,  on  the  question  of  the  jurisdiction 
of  the  Board,  or  on  the  question  of  whether  or  not  the  petitioner  is 
a  proper  party  to  petition  for  a  redetermination  of  the  deficiency 
in  question  and  for  the  presentation  of  all  matters  pertaining  to  all 
of  the  aforementioned  issues.  Thereafter,  at  a  hearing  before  the 
Board,  one  of  counsel  for  the  petitioner  stated  that  he  had  no  fur¬ 
ther  evidence  to  submit  for  the  petitioner,  except  a  certified  copy  of 
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a  letter  from  the  Treasury  Department  which  was  then  admitted 
in  evidence,  whereupon  counsel  for  the  respondent  indicated  that 
lie  had  no  further  evidence.  The  case  was  thereupon  submitted  on 
ihe  record  theretofore  made. 

The  Commissioner  has  determined  a  deficiency  for  a  fiscal  year 
ended  February  28,  1917,  a  period  prior  to  the  incorporation  of  the 
corporation  whose  petition  is  before  us.  The  liability  for  tax,  if 
any,  is  the  liability  of  a  corporation  which  ceased  to  exist  before 
(he  petitioner  came  into  being.  The  petitioner  is  not  the  taxpayer 
and  therefore  is  not  a  proper  party  to  this  proceeding.  We  have  no 
jurisdiction  to  decide  any  matter  pertaining  to  its  tax  liability. 
Bisso  Ferny  Co.,  8  B.  T.  A.  1104;  Bond,  Inc.,  12  B.  T.  A.  339;  and 
Weis  d‘  Lesh  Manufacturing  Co.,  13  B.  T.  A.  144.  Cf.  also  Gray  v. 
National  Steamship  Co.,  115  U.  S.  116. 

Reviewed  by  the  Board. 

Order  of  dismissal  will  be  entered  accord¬ 
ingly. 


Southport  Mill,  Ltd.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  1676.  Promulgated  September  26,  1928. 

E.  Barrett  Prettyman,  Esq.,  for  the  petitioner. 

M.  N.  Fisher,  Esq.,  for  the  respondent. 

Murdock:  The  petitioner  in  this  case  took  an  appeal  from  the 
original  decision  of  this  Board  to  the  Circuit  Court  of  Appeals  for 
the  Fifth  Circuit  which  court  affirmed  our  decision  wherein  we 
excluded  certain  amounts  from  the  petitioner’s  invested  capital.  The 
two  final  paragraphs  of  the  opinion  of  the  court  were  as  follows : 

Petitioner  contends  that  the  accrued  interest  provided  in  the  agreement 
would  equal  the  amount  of  the  deficiency  for  which  it  was  held  liable,  and 
therefore  that  the  decision  under  review  was  erroneous.  Whether  the  amounts 
should  be  treated  as  invested  or  borrowed  capital  was  the  question  at  issue. 
Petitioner  did  not  proceed  before  the  Board  of  Tax  Appeals  upon  the  theory 
that  it  was  entitled  to  deduct  interest  from  income. 

The  decision  under  review  is  affirmed  without  prejudice  to  petitioner  to  make 
application  to  the  Board  of  Tax  Appeals  for  an  allowance  for  interest  on 
borrowed  capital. 

Thereafter  the  petitioner  made  application  to  the  Board  for  an 
allowance  for  interest  on  borrowed  capital  and  it  is  with  this  applica¬ 
tion  that  we  are  now  concerned. 

When  the  Circuit  Court  of  Appeals  stated  that  the  decision  under 
review  was  “  affirmed  without  prejudice  to  petitioner  to  make  appli- 
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cation  to  the  Board  of  Tax  Appeals  for  an  allowance  for  interest  oi 
borrowed  capital,'  it  issued  no  mandate  but  simply  stated  ii 
unmistakable  language  that  the  court  would  have  no  objection  if  tlx 
petitioner  applied  to  the  Board  for  an  allowance  for  interest.  W< 
can  not  see  in  the  language  used  any  direction  that  we  should  d( 
anything  save  consider  the  matter  of  the  application  and  use  our  bes 
judgment  on  all  matters  pertaining  thereto  as  we  would  had  m 
appeal  been  taken  from  our  decision. 

After  careful  consideration  the  Board  indicated  by  rules,  decisions 
and  various  orders  that  it  thought  the  interests  of  all  concerned  woulc 
be  best  served  if  the  Board  limited  its  decisions  to  questions  raise* 
by  the  pleadings.  After  four  years,  during  which  many  thousands 
of  cases  have  been  heard  and  disposed  of,  adherence  to  this  metho< 
lias  been  fully  justified.  During  all  of  this  time  we  have  tried  tc 
confine  ourselves  to  the  decision  of  the  issues  raised  by  the  parties  ir 
their  pleadings  and,  except  where  absolutely  necessary,  to  decide  nr 
other  issue  lest  thereby  we  prejudice  the  rights  of  one  or  the  other  ol 
the  parties  before  us. 

The  question  of  a  deduction  for  interest  was  never  raised  or  at¬ 
tempted  to  be  raised  in  the  pleadings  in  this  case  either  by  amend¬ 
ment  or  otherwise.  The  case  was  tried  and  decided  without  giving 
any  consideration  to  such  a  question.  To  date  no  attempt  has  been 
made  to  amend  the  pleadings  to  raise  such  an  issue.  Indeed,  our 
practice  has  been  to  deny  requests  to  amend  or  to  offer  additional 
evidence  after  final  decision,  since  otherwise  we  would  be  over¬ 
whelmed  by  demands  for  new  hearings  as  often  as  either  party 
thought  of  a  new  point.  Though  it  was  held  that  certain  items  on 
the  petitioner’s  books  were  not  invested  capital,  it  does  not  neces¬ 
sarily  follow  as  a  corollary  and  we  can  not  hold  that  the  petitioner 
is  entitled  to  a  deduction  for  interest  which  it  now  claims  accrued 
on  those  items. 

I  uthermore,  neither  the  evidence  in  the  case  nor  the  facts  found 
by  the  Board  or  recited  or  commented  on  by  the  court  establish  the 
right  of  the  petitioner  to  the  deduction  claimed.  The  issue  relating 
to  invested  capital  was  not  affected  by  the  method  of  keeping  books 
or  of  reporting  income  used  by  the  petitioner.  Prior  to  our  decision 
no  evidence  was  offered  for  the  purpose  of  proving  what  either  of 
these  methods  was  and  we  did  not  find  as  a  fact  what  either  method 
was.  Proof  of  these  methods  is  essential  to  a  decision  of  the  interest- 
deduction  question. 

If  there  is  a  liability  to  pay  interest  by  one  keeping  its  books  and 
reporting  its  income  on  an  accrual  basis,  a  deduction  is  proper  in 
(lie  year  when  the  interest  accrues.  In  the  present  case  the  petitioner 
paid  nothing  to  its  stockholders  for  the  use  of  any  amount  which 
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hey  left  with  it.  So  far  as  we  know,  it  never  admitted  any  liability 
o  pay  interest  on  such  amounts  and  never  entered  any  such  liability 
>n  its  books.  Its  reason  for  this  was,  apparently,  that  it  never 
>elieved  that  it  was  liable  to  pay  interest  on  any  of  the  amounts 
eft  with  it  by  its  stockholders.  In  regard  to  $100,000  received  from 
leohagan,  we  do  not  know  what  the  original  agreement  was.  The 
greement  relating  to  $197,500,  supposed  to  have  been  left  by  certain 
tockholders,  provided  for  the  payment  of  6  per  cent  on  deferred 
lividends,  but  this  provision  was  never  carried  out.  If  during  the 
axable  years  the  petitioner  had  no  liability  to  pay  anything  for  the 
lse  of  the  money,  it  would  not  be  eititled  to  any  deduction  for 
iccrued  interest.  Under  all  of  the  facts  and  circumstances  in  this 
•ase  we  do  not  know  that  during  all  or  a  part  of  the  taxable  years 
here  was  a  liability  on  the  part  of  the  petitioner  to  pay  interest  on 
he  amounts  left  with  it  by  its  stockholders. 

As  indicated  in  our  original  opinion,  we  are  not  satisfied  that  the 
>etitioner  really  had  the  $197,500  which  was  supposed  to  have  been 
eft  with  it  by  certain  stockholders.  There  is  an  indication  in  the 
■ecord  that  these  stockholders  really  received  the  dividend  in  cash 
ind  merely  loaned  to  the  corporation  their  credit  in  the  amount  of 
he  dividend  by  allowing  the  corporation  to  carry  corresponding 
imounts  in  accounts  receivable  from  them.  If  they  did  not  actually 
eave  the  money  with  the  corporation  the  latter  certainly  failed  to 
how  that  it  owed  interest  to  the  stockholders. 

Reviewed  by  the  board. 

Order  will  be  entered  denying  the  application. 


).  S.  Stapley  Co.,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  7685.  Promulgated  September  26,  1928. 

Action  of  the  petitioner  held  to  have  been  sufficient  to  effect 
substantial  compliance  with  the  statute  with  respect  to  charging 
off  certain  worthless  accounts. 

R .  M.  O'Hara,  Esq.,  and  William  Ristig ,  Esq.,  for  the  petitioner. 
Paul  L.  Peyton ,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  in  income  and  profits 
Axes  for  the  fiscal  year  ended  September  30,  1920,  in  the  amount  of 
^7,683.60.  The  original  petition  assigned  the  following  errors : 
(1)  That  the  Commissioner  erred  in  disallowing  as  deductions  worth¬ 
less  notes  and  accounts  charged  off;  (2)  reductions  in  inventories: 
(3)  freight  on  merchandise  deducted  to  bring  inventory  to  a  basis 
)i  cost  or  market,  whichever  is  lower.  The  latter  two  assignments 
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of  error  were  withdrawn  and  the  petition  amended  to  assign  as  an 
additional  error  the  failure  to  include  in  purchases  for  the  year  cer¬ 
tain  goods,  the  invoices  of  which  w^ere  dated  prior  to  the  close  of 
the  fiscal  year,  and  the  petitioner  further  claimed  that  the  inventories 
of  September  30,  1919,  and  September  30,  1920,  w^ere  improperly 
priced  because  of  the  failure  to  take  into  consideration  the  5  per  cent 
trade  discount  allowed  the  petitioner  on  purchases  of  merchandise 
during  the  fiscal  years  1919  and  1920. 

At  the  hearing  the  respondent  amended  his  answer  so  as  to  allege 
that  the  amount  theretofore  allowed  as  a  deduction  on  account  of 
bad  debts  was  erroneous,  for  the  reason  that  the  debts  w^ere  not 
ascertained  to  be  worthless  during  the  year  and  charged  off  the 
books. 

During  the  hearing,  the  respondent  conceded  that  open  accounts 
totaling  $7,904.90,  which  is  $2,260.78  in  excess  of  the  debts  previously 
allowed  by  the  respondent  as  worthless  and  charged  off.  wTere  ascer¬ 
tained  to  be  worthless  by  the  petitioner  during  the  taxable  year,  but 
does  not  concede  that  the  said  accounts  w^ere  properly  charged  off 
the  books  as  being  worthless. 

It  was  stipulated  that  the  petitioner’s  income  should  be  reduced 
to  the  extent  of  $7,770.29  by  reason  of  the  erroneous  inclusion  of 
trade  discounts  in  the  opening  and  closing  inventories. 

FINDINGS  OF  FACT. 

Petitioner  is  an  Arizona  corporation  having  its  principal  office  in 
t lie  City  of  Mesa.  It  was  engaged  in  the  sale  of  general  hardware 
and  farm  implements  at  wholesale  and  retail  with  a  main  store  at 
Mesa  and  branch  stores  at  Glendale,  Phoenix,  and  Chandler,  Ariz. 

At  the  close  of  the  year  ended  September  30,  1920,  there  was  I 
charged  to  profit  and  loss  on  the  books  of  the  petitioner,  through 
the  medium  of  “Trading  Account,”  the  sum  of  $15,871.02,  which  was 
composed  of  the  following  items:  open  accounts,  $7,904.90,  trade 
acceptances,  $4,314.50;  and  notes  receivable,  $3,651.62.  The  journal 
entry  with  respect  to  the  open  accounts  was  as  follows: 


Trading  Account.. - $7,  904.  90 

To  Bad  and  Doubtful  Accounts — 

Mesa - ___  $5,937.30 

Phoenix _  ] .  032.  42 

Glendale _ ^ _  773.  50 

Chandler _  101.  G2 


Similar  entries  were  made  with  respect  to  the  notes  and  trade 
acceptances.  The  assets  on  account  of  wrhieh  the  foregoing  charges 
were  made  to  profit  and  loss  were  not  diminished  at  this  time  by 
any  amount  claimed  as  bad  debts. 
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The  petitioner  maintained  a  loose-leaf  accounts-receivable  ledger 
n  which  the  individual  accounts  were  kept.  Each  month  a  tran- 
;cript  was  made  showing  the  debit  balances  of  the  accounts  in  this 
edger  and  on  these  transcripts  an  officer  of  the  corporation  noted 
vhat  accounts  should  be  charged  off  as  bad.  When  this  was  done, 
he  loose-leaf  ledger  sheets  bearing  the  accounts  determined  bad  were 
aken  out  of  the  accounts-receivable  ledger  and  placed  in  a  bacl-debt 
edger. 

In  preparing  the  balance  sheet  which  accompanied  the  return,  the 
iccounts  receivable  were  taken  from  the  accounts-receivable  control 
iccount  and  listed  as  assets  and  in  constructing  the  liability  side  of 
he  balance  sheet  these  credit  balances  in  the  accounts-receivable 
:ontrol  account  were  set  up  as  a  reserve  for  bad  debts.  Whatever 
Elections  were  made  in  the  subsequent  year  upon  the  accounts  here 
•laimed  as  bad,  were  included  in  income  for  such  subsequent  year. 

The  open  accounts  in  the  amount  of  $7,904.90  were  ascertained  to 
)e  worthless  during  the  taxable  year.  Upon  an  audit  of  petitioner’s 
eturn,  in  connection  with  a  revenue  agent’s  report,  respondent 
dlowed  $5,642.12  of  this  amount. 

The  trade  acceptances  in  the  amount  of  $4,314.50  had  been  dis¬ 
counted  at  a  bank  and  had  been  charged  back  to  the  petitioner, 
rhese  trade  acceptances  were  renewals  of  original  trade  acceptances, 
he  originals  running  for  periods  ranging  from  3  months  to  6  months. 

The  petitioner  in  making  its  inventories  did  not  include  therein 
certain  goods  which  had  been  ordered.  These  goods  were  entered 
n  the  purchase  book  after  the  close  of  1920.  The  invoices,  however, 
were  dated  prior  to  the  close  of  the  fiscal  year.  These  invoices  were 
lot  included  in  purchases  for  the  fiscal  year  1920  in  determining  the 
^ost  of  goods  sold. 

The  particular  goods  in  the  inventory  which  were  in  the  gross  sales 
for  the  fiscal  year  1920  could  not  be  identified. 

OPINION. 

Littleton  :  With  respect  to  the  debts  represented  by  open  accounts 
n  the  amount  of  $7,904.90,  it  was  stipulated  at  the  hearing  that 
:hese  accounts  were  ascertained  to  be  worthless  during  the  taxable 
^ear.  This  leaves  for  consideration  with  respect  to  this  item  only 
"he  question  as  to  whether  they  were  charged  off  within  the  meaning 
)f  the  statute  so  as  to  entitle  the  petitioner  to  the  deduction  on 
iccount  thereof.  While  we  have  held  that  the  statue  is  clear  and 
unambiguous  as  requiring  that  the  accounts  must  be  charged  off,  we 
iiave  not  required,  nor  do  we  think  the  statute  contemplates,  any 
particular  method  of  accomplishing  this  purpose.  In  other  words, 
we  have  recognized  that  accounting  and  bookkeeping  systems  are  far 
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from  being  standardized  and  that  the  “  charge-off  ”  may  be  effected  in 
a  variety  of  ways  and  yet  be  sufficient  for  substantial  compliance 
with  the  statute  which  is  all  we  consider  necessary.  As  we  said  in 
Mason  Machine  11  orks  Co .,  o  B.  T.  A.  745,  It  is  not  the  physical  act 
done  within  the  year  to  which  Congress  has  referred,  but  to  the 
setting  up  of  evidence  of  the  ascertainment  of  worthlessness  sub¬ 
stantially  as  of  the  date  of  such  ascertainment  and  in  confirmation 
thereof.’' 

When  viewed  in  the  foregoing  manner,  we  find  that  the  petitioner 
substantially  complied  wTith  the  statute  in  writing  off  these  accounts. 
After  it  had  been  ascertained  that  certain  accounts  were  worthless, 
an  entry  was  made  charging  “  Trading  Account  ”  (Profit  and  Loss) 
and  crediting  an  account  denominated  “  Bad  and  Doubtful  Ac¬ 
counts.”  This  latter  account  was  segregated  for  each  of  the  stores 
operated  by  the  petitioner  on  the  basis  of  the  worthless  accounts  ap¬ 
plicable  to  each  store.  In  explanation  of  why  the  credit  was  made 
in  this  way  rather  than  to  the  accounts  themselves,  which  would  have 
eliminated  them  from  its  books,  petitioner’s  secretary-treasurer 
testified  as  follows: 

Q.  Mr.  Stapley,  the  stipulation  just  read  into  the  record  shows  that  no  entry 
was  made  on  the  individual  accounts  receivable  at  the  time  these  bad  debts  were 
charged  off.  What  happened  to  the  individual  accounts? 

A.  They  were  placed  in  the  bad  debt  ledger;  taken  from  the  record  ledger 
and  placed  in  a  bad  debt  ledger. 

Q.  Were  they  kept  in  that  bad  debt  ledger  indefinitely? 

A.  No,  not  indefinitely ;  we  kept  them  there  until  such  time  as  they  are 
absolutely  determined  hopeless,  and  then  we  filed  them  away. 

Q.  And  they  are  thereupon  no  longer  a  part  of  the  records? 

A.  No,  sir. 

Q.  What  was  your  reason  for  not  doing  this  with  the  individual  accounts 
receivable  and  for  not  actually  charging  these  bad  debts  off  on  the  accounts 
receivable  control  account,  why  did  you  charge  them  to  a  bad  debt  ledger  and 
keep  them  before  you? 

A.  We  always  kept  them  before  us  in  the  hope  of  collection ;  just  because  we 
charge  them  off,  we  do  not  entirely  give  up  the  idea  of  trying  to  enforce 
collection. 

The  same  witness  further  stated  that : 

My  intention  was  and  what  I  thought  was  being  done  was  that  they  were 
being  charged  off ;  not  a  reserve,  but  charged  off. 

Whatever  amounts  were  collected  on  these  accounts  in  subsequent 
years  were  reported  as  income. 

I\  hen  we  consider  the  above  facts,  together  with  the  frank  and 
unequivocal  character  of  the  witness’s  testimony,  we  can  not  escape 
the  conclusion  that  what  the  petitioner  sought  to  accomplish  was  a 
u  charging  of!  of  these  accounts.  The  first  objection  raised  by  the 
respondent  to  such  a  conclusion  is  the  fact  that  in  preparing  the 
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)alance  sheet  which  was  submitted  with  its  return,  the  accounts  were 
shown  as  assets  with  an  item  on  the  liability  side  in  the  same  amount 
lenominated  “  Reserve  for  Bad  Debts.”  That  is,  what  the  respond¬ 
ent  says  is  that  the  effect  of  the  “  charge-off  ”  was  to  charge  “  Profit 
md  Loss  ”  and  credit  “  Reserve  for  Bad  Debts  ”  and  thus  not  only 
lave  the  assets  on  the  balance  sheet,  but  also  leave  the  surplus  unim¬ 
paired.  But  we  do  not  understand  this  to  be  the  effect  of  the  entries. 
iVe  find  no  evidence,  either  in  the  testimony  or  in  the  books  which 
vere  submitted  in  evidence  showing  the  existence  of  a  rese*rve  account 
>n  the  petitioner’s  books.  While  the  record  shows  that  the  accounts 
is  such  remained  on  the  books  after  the  making  of  the  “  charge-off  ” 
;ntry,  it  appears  that  they  were  so  kept  merely  for  the  purpose  of 
naintaining  a  follow-up  memorandum  of  each  account.  The  ac- 
lounts  which  both  parties  to  this  proceeding  have  stipulated  were 
vorthless,  were  so  designated  by  individual  accounts  placed  in  a  bad 
lebt  ledger,  and  segregated  for  the  four  stores  where  the  accounts 
vere  incurred.  In  this  manner,  accounts  which  were  worthless  and 
vhich  are  here  shown  to  have  been  charged  to  profit  and  loss  were 
diminated  from  among  the  good  accounts.  In  this  sense,  accounts 
vhich  were  worthless  within  the  meaning  of  the  statute  could  be 
’olio wed  up,  and  only  for  this  purpose  does  it  appear  that  they 
•emained  on  the  petitioner’s  books.  Apparently,  then,  when  peti- 
ioner  came  to  prepare  a  balance  sheet  as  at  September  30,  1920,  to 
iccompany  its  income-tax  return,  it  reflected  the  existence  of  these 
iccounts  on  its  books  by  showing  the  accounts  in  total  on  the  asset 
;ide  and  a  reserve  in  the  amount  of  the  worthless  debts  on  the  lia- 
)ility  side.  From  all  the  facts  in  the  record,  we  do  not  interpret  this 
is  meaning  that  the  reserve  shown  on  this  balance  sheet  was  con¬ 
sidered  as  a  part  of  surplus,  but  rather  that  it  was  in  the  nature  of 
i  valuation  reserve  which  had  the  effect  of  offsetting  the  worthless 
iccounts  shown  on  the  asset  side. 

In  consideration  of  the  foregoing,  the  Board  is  of  the  opinion 
hat  the  acts  done  by  the  petitioner  constituted  a  substantial  com¬ 
pliance  with  the  statute  with  respect  to  charging  off  the  open  accounts 
n  the  amount  of  $7,904.90,  and,  accordingly,  a  deduction  of  this 
imount  (which  is  $2,262.78  in  excess  of  that  previously  allowed) 
-hould  be  allowed  as  a  deduction  from  gross  income. 

With  respect  to  the  trade  acceptance,  the  evidence  introduced  is 
nsufficient  to  show  that  they  were  ascertained  to  be  worthless  during 
he  taxable  year.  The  evidence  consisted  merely  of  a  statement  show- 
ng  that  the  trade  acceptances  had  been  charged  back  to  the  petitioner 
py  the  bank.  This  does  not  prove  worthlessness. 

The  claim  of  the  petitioner  for  a  deduction  on  account  of  notes 
eceivable  in  the  amount  of  $3,641.62,  included  in  the  total  amount 
)f  $15,871.72  representing  so-called  bad  debts,  was  withdrawn  by  the 


562 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(557 


petitioner  and  no  evidence  was  introduced  in  respect  thereto.  Th 
action  of  the  respondent  in  disallowing  the  deduction  is,  therefore 
sustained. 

This  leaves  for  consideration  the  question  as  to  whether  the  peti 
tioner  is  entitled  to  have  its  purchases  increased  over  that  allowed 
bv  the  respondent  for  goods  not  entered  in  the  purchases  accoun 
until  after  the  close  of  the  taxable  year,  but  invoices  of  which  wen 
dated  prior  to  the  close  of  the  year. 

The  itenis  included  in  these  invoices  could  not  be  identified.  I 

could  not  be  determined  definitelv  whether  thev  were  included  ii 

•/  «/ 

sales  made  during  the  year  or  whether  they  were  included  in  inven 
tories.  The  witness  for  the  petitioner  testified  as  to  the  genera 
custom  of  the  petitioner  and  that  if  that  custom  had  been  follows 
with  respect  to  these  particular  goods,  the  goods  would  undoubted h 
have  been  received  before  the  close  of  the  fiscal  year  1920  and  woulc 
have  either  been  included  in  the  sales  or  inventories  at  the  close  of  tlx 
year.  The  testimony  at  most  gives  rise  only  to  a  presumption  and  ii 
our  opinion  is  not  sufficient  to  establish  the  claim  made.  There  is  n( 
preponderance  of  evidence  to  show  that  the  action  of  the  respondent  ii 
this  regard  was  incorrect. 

Reviewed  bv  the  Board. 

«/ 

Judgment  will  be  entered  under  Rule  SO 


Executors  of  the  Estate  of  George  E.  Barker,  Petitioner,  v 

Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  8728.  Promulgated  September  26,  1928. 

1.  Amounts  received  by  decedent  in  the  nature  of  a  cash  bond 
as  security  for  the  performance  of  a  99-year  lease  do  not  constitute 
taxable  income  when  received. 

2.  The  deficiencies  for  the  years  1919  and  1920  are  not  invalidated 
by  respondent’s  failure  to  comply  with  section  1309  of  the  Revenue 
Act  of  1921. 

C.  J .  Baird ,  Esq.,  for  the  petitioners. 

L.  A.  Luce ,  Esq.,  for  the  respondent. 

Respondent  has  determined  deficiencies  in  income  tax  as  to  George 
E.  Barker  for  the  }Tears  1919,  1920,  and  1921  in  the  respective 
amounts  of  $5,221.92,  $811.21,  and  $2,341.83.  Only  parts  of  the  defi¬ 
ciencies  are  in  controversy.  The  errors  assigned  by  petitioners  are: 
(1)  That  the  respondent  did  not  make  a  legal  determination  of  the 
deficiencies  for  the  years  1919  and  1920,  in  that  the  provisions  of 
section  1309  of  the  Revenue  Act  of  1921  were  not  comjilied  with; 
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2)  that  the  respondent  erroneously  included  as  income  an  amount 
eceived  as  security  for  the  performance  of  a  99-year  lease;  and  (3) 
lat  the  respondent  erred  by  disallowing  deductions  of  20  per  cent 
f  the  cost  of  certain  alterations  made  for  the  benefit  of  a  tenant 
nder  a  5-year  lease. 

At  the  hearing  petitioners  expressly  abandoned  the  last  assign- 
lent  of  error. 

George  E.  Barker  died  on  November  27,  1927,  after  the  date  of 
le  filing  of  the  appeal  and  prior  to  the  date  of  hearing. 

FINDINGS  OF  FACT. 

George  E.  Barker,  prior  to  his  death  on  November  27,  1927,  re¬ 
ded  in  Omaha,  Nebr.  On  December  30,  1919,  George  E.  Barker 
ased  to  Joseph  L.  Wolf  and  Samuel  N.  Wolf  certain  property 
lown  as  the  Karbach  Block,  situated  in  Omaha,  Nebr.,  for  a  term 
-  99  years,  beginning  January  1,  1920,  and  ending  December  31, 
)18.  Annual  rental  in  the  amount  of  $22,500  was  payable  quarterly, 
id  provision  was  made  in  the  lease  for  the  deposit  of  $50,000  as 
curity  for  the  performance  by  the  lessees.  Payment  of  said  amount 
as  made,  $25,000  at  the  commencement  of  the  lease,  and  $5,000  per 
'ar  for  each  of  the  succeeding  five  years.  The  material  provisions 
1  the  lease  follow  : 

5.  Lessees  agree  to  pay  or  cause  to  be  paid  and  fully  discharged,  before  the 
me  become  delinquent,  all  taxes,  assessments,  charges,  duties,  payments,  rates 
d  liens,  of  every  nature,  name  or  kind  whatsoever  *  *  * 

7.  It  is  understood  that  lessor  shall  pay  and  discharge  all  liens  now  on  said 
mised  premises,  including  the  existing,  mortgage,  as  the  same  becomes  due  and 
yable. 

S.  Lessees  agree,  at  all  times  to  keep  the  buildings  now  on  said  demised 
3mises  and  those  which  may  hereafter  be  erected  insured  against  loss  by 
e  in  an  amount  not  less  than  $100,000.00  or,  if  $100,000.00  fire  insurance  is 
t  obtainable,  in  an  amount  not  less  than  the  full  insurable  value  of  all 
ildings  and  against  loss  by  tornado  in  an  amount  not  less  than  $25,000.00  and 
maintain  compensation,  elevator  and  public  liability  insurance  in  an  amount 
t  less  than  $10,000.00  and  $20,000.00  limits  in  company  or  companies  accept- 
le  to  lessor,  and  to  deliver  all  policies  without  delay  to  lessor.  All  policies 
dl  be  written  to  cover  the  interests  of  lessor  as  the  principal  insured,  and, 
en  the  interest  of  lessor  is  mortgaged,  shall  have  a  proper  mortgage  clause, 
case  lessees  fail  to  provide  such  insurance  lessor  may  take  the  steps  and 
ranee  the  money  required  to  do  so  and  lessees  agree  to  pay  same  to  lessor 
or  before  the  next  rent  day. 

0.  In  every  case  of  destruction,  complete  or  partial,  without  fault  of  lessees, 
buildings  now  on  said  premises  or  hereafter  to  be  erected,  lessees  shall  not  be 
iged  to  expend  more  for  reconstruction  or  rebuilding  than  the  moneys 
hzed  from  insurance ;  but,  in  no  case,  shall  destruction,  complete  or  partial, 
damage  terminate  or  suspend  this  lease  or  vary  any  of  the  obligations  of 
^ees  herein  assumed, 
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15.  Every  assignment  or  attempted  assignment  of  lessees’  interest  or  a 
part  thereof,  by  operation  of  law  (meaning  by  judgment,  decree,  execute 
attachment,  bankruptcy,  voluntary  assignment  for  the  benefit  of  creditors 
other  process  of  law  excepting  foreclosure  of  permitted  mortgages)  and  eve 
assignment  of  part  or  parts  of  lessees  interest,  by  gift  or  contract,  shall 
null  and  void  and,  at  the  option  of  lessor,  terminate  all  interests  of  lesse 
unless  said  assignment  is  consented  to  by  lessor  in  writing. 

18.  When  an  assignment  is  made  as  herein  permitted  and  only  in  such  ca 
lessees  shall  be  released  from  further  liability  hereunder,  but  lessor  shall  r: 
be  obliged,  in  any  case,  to  return  money  or  release  security  or  securities  of  a 
kind. 

20.  If  said  demised  premises  or  any  part  thereof  is  hereafter  condemn 
under  the  law  of  eminent  domain,  all  the  awards,  to  whomever  made,  up 
$500,000.00,  shall  be  paid  to  and  belong  to  lessor.  In  case  less  than  all 
said  premises  is  taken  under  the  law  of  eminent  domain,  the  rental  installmei 
which  lessees  shall  pay  lessor  thereafter  for  the  part  not  taken  shall  be  su 
proportion  of  the  rental  installments  herein  fixed  as  will  be  determined  by 
least  two  members  of  a  board  of  three  arbitrators,  of  whom  one  is  to  be  chos 
by  lessor,  one  by  lessees  and  the  third  by  said  twoi  members.  If  all  of  t 
demised  premises  are  taken  under  the  law  of  eminent  domain,  this  lease  sh 
be  terminated  and  lessees  shall  be  entitled  to  a  return  of  such  balance,  if  ai 
of  the  security,  $50,000.00  hereinafter  described,  as  they  shall  then  be  entitl 
to. 

24.  All  losses,  costs  and  expenses  of  every  nature  and  kind,  in  court  or  el 
where,  whether  the  suits  or  claims  are  well  founded  or  not,  including  attornej 
fees,  which  lessor  shall  incur  in  enforcing,  maintaining,  preserving  or  defend! 
lessor’s  rights  under  this  contract  or  which  may  arise  or  grow  out  of  or 
account  of  or  in  connection  with  this  contract,  in  any  manner,  lessees  agree  1 
pay  to  lessor,  in  each  case,  with  interest  at  the  rate  of  7 c/o  per  annum  fn 
date  of  payment  by  lessor  on  the  next  quarterly  rent  day  after  lessor  will  ha 
incurred  the  same  or  sooner,  the  intention  being  that  lessees  shall  hold  a 
keep  lessor  harmless  from  all  damages,  losses,  costs  and  expenses  whatsoever. 

25.  All  buildings  and  improvements  which  will  be  made  or  erected  on  sn 
premises  shall  remain  on  and  be  surrendered  to  lessor  with  said  premises 
the  termination  of  this  lease  by  lapse  of  time  or  otherwise,  and  lessees  agr 
at  the  termination  of  this  lease  by  lapse  of  time  or  otherwise  to  surrender  s; 
premises  and  all  buildings,  appurtenances  and  improvements  thereon  in  as  go 
condition  as  the  same  now  are,  ordinary  wear  and  tear  and  changes  hen 
permitted  excepted,  and  the  title  free  and  clear  of  all  liens  and  clouds.  P 
vided,  however,  during  the  first  half  of  the  last  year  of  said  term  of  90  yeu 
but  only  in  case  this  lease  will  not  have  been  terminated  before  that  time,  it 
request  be  made  by  lessees  of  lessor  in  writing  and  ten  days  notice  thereof 
given,  three  disinterested  appraisers  shall  be  chosen,  one  by  lessor,  one 
lessees  and  the  third  by  these  two  appraisers  and  said  three  appraisers  by 
vote  of  at  least  two  of  the  three  shall  determine  the  then  fair  market  value 
all  the  buildings  and  improvements  then  on  said  premises  and  also  the  tb 
fair  market  value  of  said  premises  exclusive  of  all  buildings  and  improveniei 
and,  thereupon,  before  the  teimination  of  said  period  of  99  years  or  with 
thirty  days  after  the  findings  of  said  appraisers  will  have  been  delivered 
writing  to  lessor,  lessor  shall  have  the  option  cither  (a)  to  finally  terminate  • 
interests  of  lessees  hereunder  by  returning  whatever  balance,  if  any,  of  sn 
security  $50,000.00  lessees  will  then  be  entitled  to  and  paying  lessees  said  t 
praised  value  of  the  buildings  and  improvements  less  $200,000.00  or  (b)  less 
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lay  offer  to  convey  to  lessees  by  special  warranty  deed,  warranting  only  against 
lcumbiances  of  lessor,  the  said  premises  with  buildings  and  improvements 
lereon  (or  what  remains  of  said  premises  after  condemnation)  for  such  ap- 
raised  value  exclusive  of  buildings  and  improvements  plus  $200,000.00  but 
“ducting  whatever  balance,  if  any,  of  said  security  $50,000.00  lessees  will  then 
3  entitled  to.  If  lessor  fails  to  so  purchase  the  buildings  and  improvements, 
len  within  ten  days  after  the  offer  at  (b)  is  made  by  lessor,  or  before  the  end 
•  said  term  of  99  years,  lessees  must  accept  said  offer  and  complete  the  pur- 
Lase  or,  if  lessees  fail,  neglect  or  refuse  to  do  so,  all  lessees  interests  in  said 
■emises  shall  thereby  terminate.  Nothing  herein  contained  shall  be  construed 
;  an  expansion  of  said  term  of  99  years. 

27.  Each  and  every  failure,  neglect  or  refusal  of  lessees  to  comply  fully  and 
omptly  with  the  obligations  herein  assumed  by  lessees  shall  give  lessor  the 
ght,  at  his  option,  to  terminate  all  interests  of  lessees.  In  case  lessor  exer- 

ses  his  option  to  declare  a  forfeiture,  lessor  must  give  lessees  notice  thereof  in 
riting. 

<->1.  In  addition  to  all  the  payments  herein  provided  for,  and  as  security  for 
e  performance  by  and  compliance  by  lessees  of  and  with  each  and  all  of  the 
ligations  assumed  by  lessees  herein  and  to  make  good  to  lessor  any  loss 
lich  lessor  may  sustain  by  reason  of  the  building  now  on  said  premises  in 
y  manner  except  by  ordinary  wear  and  tear,  becoming  or  by  reason  of  ’the 
ilding  or  buildings  hereafter  to  be  erected  being  or,  in  any  manner  except  by 
linary  wear  and  tear,  becoming  of  a  value  less  than  $200,000.00,  lessees  agree 
pay  to  lessor  Fifty  thousand  and  no/100  dollars  ($50,000.00)  as  follows: 
renty-five  thousand  and  no/100  dollars  ($25,000.00)  at  the  time  of  the  exe- 
tion  hereof  and  twelve-hundred  and  fifty  and  no/100  dollars  ($1,250.00)  on 
uuary  1,  1920,  and  twelve  hundred  fifty  and  no/100  dollars  ($1,250.00)  on 
3  first  day  of  each  and  every  April,  July,  October  and  January  thereafter 
til  the  remaining  twenty-five  thousand  and  no/10O  dollars  ($25,000.00)  with 
erest  on  unpaid  balances  from  January  1,  1920  at  the  rate  of  5%  per  annum 
3  fully  paid.  Said  security  $50,000.00  shall  remain  in  possession  of  lessor 
ring  said  entire  term  of  ninety-nine  (99)  years  and  lessor  shall  not  be 
irged  with  any  interest  thereon ;  if  at  any  time  the  buildings  on  said  demised 
‘inises,  by  additions  to  the  present  building  or  by  new  buildings,  will  be  made 
value  greater  by  $50,000.00  than  the  amount  which  it  would  cost  then  to 
ct  the  present  building  new,  the  balance,  if  any,  of  said  security  $50,000.00 
w  ich  lessees  are  then  entitled  to  shall  be  returned  to  lessees,  but  in  that 

e  the  rental  for  the  remainder  of  the  term  shall  be  increased  by  $2,500  00 
year. 

°*  So  long  and  only  so  lonS  as  lessees  will  have  complied  faithfully  and 
mptly  with  each  and  all  of  the  obligations  of  lessees  hereunder  and  until 
member  31,  1929,  but  no  longer,  lessees  shall  have  and  they  are  hereby  given 
option  or  privilege  of  purchasing  all  said  demised  premises  together  with 
buildings  and  appurtenances  thereunto  belonging  for  five  hundred-thousand 
no/100  dollars  ($500,000.00)  payable  one  half  in  cash  and  one  half  by 
pon  notes  of  lessees  secured  by  first  mortgage  on  said  premises,  said  notes 
>e  payable  five  years  after  their  date  and  bearing  interest  from  their  date 
c  rate  of  5%  per  annum,  interest  payable  semi-annually,  and  said  mortgage 
>e  on  Douglas  County,  Nebraska,  form  with  clause  that  mortgagors  must 
,  axes  on  debt  as  well  as  on  the  premises  and  proper  insurance  clauses 
ln.  Cfse  lessees  80  Purchase  under  said  option,  lessees  shall  be  credited 
whatever  balance,  if  any,  of  said  security  ($50,000.00)  lessees  may  be 
o  and  lessor  shall  make  conveyance  by  deed  warranting  against  only 
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these  incumbrances  wh  cli  lessor  agrees  herein  to  pay  and  those  incumbrance: 
which  may  have  been  placed  thereon  by,  through  or  under  lessor. 

Prior  to  the  examination  which  gave  rise  to  the  deficiencies  hereii 
involved  an  examination  was  conducted  of  decedent’s  income-ta: 
return  for  the  years  1917.  1918,  1919,  and  1920.  No  notice  in  writing 
was  given  to  him  that  a  second  examination  was  to  be  made.  A 
department  letter  dated  September  17,  1924,  directed  to  George  E 
Barker,  states : 

Years  examined:  Re-examination  1919-20 

Original  1921 

OPINION. 


Lansdon:  Petitioners  allege  that  the  deficiencies  determined  fo 
1919  and  1920  are  invalid  inasmuch  as  they  were  asserted  by  tin 
respondent  in  violation  of  the  provisions  of  section  1309  of  th 
Kevenue  Act  of  1921,  which  provides: 

That  no  taxpayer  shall  be  subjected  to  unnecessary  examinations  or  investi 
gations,  and  only  one  inspection  of  a  taxpayer’s  books  of  account  shall  be  mad 
for  each  taxable  year  unless  the  taxpayer  requests  otherwise  or  unless  tii 
Commissioner,  after  investigation,  notifies  the  taxpayer  in  writing  that  an  add 
tional  inspection  is  necessary. 


That  section  of  the  statute  merely  provides  for  relief  from  unneces 
sary  examination  of  a  taxpayer’s  books  and  does  not  mean  that  an; 
deficiency  resulting  from  a  reexamination  in  violation  of  section  130 
shall  be  void.  There  is  no  evidence  that  deceased  objected  to  th 
reexamination  of  his  books.  He  might  have  refused  to  permit  th 
investigation  without  notice  in  writing,  but  not  having  done  so  th 
protection  afforded  by  the  statute  will  be  deemed  to  have  been  waive* 


J.  S.  McDonnell ,  6  B.  T.  A.  685. 

The  important  issue  presented  for  determination  is  whether  certai 
cash  payments  received  by  deceased  from  the  lessees  under  a  99-yea 
lease  constituted  taxable  income  when  received.  The  respondent  coi 
tends  that  the  amounts  were  paid  as  a  bonus  for  the  lease.  Pet) 
tioners  contend  that  the  payments  were  in  the  nature  of  a  cash  bon 
as  security  for  performance  of  the  lease. 

We  must  look  to  the  provisions  of  the  lease  in  determining  th 
nature  of  the  payments.  Paragraph  31  provides  that  in  additio 
to  all  other  payments  there  should  be  paid  "  as  security  lor  po 
formance  by  the  lessees  the  sum  of  $50,000,  payable  $25,000  uPj 
execution  of  the  lease  and  $1,250  on  the  first  day  of  each  January 
April,  July,  and  October  thereafter  until  the  remaining  $25,000  hal 
been  paid.  The  $50,000  security  was  to  remain  in  possession  of  th 
lessor  during  the  entire  term  of  99  years  without  any  chaige  f( 
interest. 
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At  the  end  of  the  99-year  term  it  is  provided  in  paragraph  25  that 
:hree  appraisers  shall  be  appointed  to  determine  the  fair  market 
ralue  of  all  the  buildings  and  improvements  and  the  fair  market 
palue  of  the  land,  and  that  lessor  shall  have  the  option  either  (1)  to 
terminate  the  lessees’  interest  by  returning  whatever  balance  of  the 
£50,000  security  lessees  will  then  be  entitled  to  receive  and  paying 
.essees  the  appraised  value  of  the  buildings  in  excess  of  $200,000,  or 
(2)  to  convey  to  lessees  the  premises  at  the  appraised  value  of  the 
and  plus  $200,000,  but  deducting  whatever  balance  of  the  $50,000 
security  lessees  will  then  be  entitled  to  have  returned. 

The  $50,000  was  paid  as  security  for  the  performance  of  all  lessees’ 
)bligations  under  the  lease.  The  lease  provides  that  upon  failure  of 
essees  to  pay  rent,  taxes,  insurance  premiums,  or  to  discharge  any 
iens  against  the  property  lessor  shall  make  the  payment  and  deduct 
he  amount  from  the  $50,000.  If  lessees  make  an  assignment  of  the 
ease  the  lessor  shall  not  be  obliged  to  return  or  release  money  or 
security  of  any  kind.  If  at  any  time  the  buildings  depreciate  to 
l  value  below  $200,000  the  lessor  can  reimburse  himself  from  the 
>50,000  security  fund. 

Upon  the  happening  of  certain  events  the  $50,000  securit}^  wTill  be 
•eturned  to  lessees.  Lessees  are  given  the  option  to  purchase  until 
Oecember  31,  1929,  at  a  price  of  $500,000.  If  they  so  elect  to  pur- 
:hase  under  the  option,  they  shall  be  credited  with  the  balance  due 
hem  of  the  $50,000  security.  If  the  premises  should  be  condemned 
inder  the  law  of  eminent  domain  the  lessees  shall  receive  back  the 
mlance  of  the  $50,000  security.  If  at  any  time  the  buildings,  bv 
idditions  or  new7  structures,  wall  be  made  of  a  value  greater  by 
550,000  than  the  amount  vdiich  it  wrould  cost  to  erect  the  present 
milding  new,  the  balance  of  the  $50,000  security  shall  be  returned 
o  the  lessees.  But  in  that  case  the  rental  for  the  remainder  of  the 
erm  shall  be  increased  by  $2,500  per  year.  In  exchange  for  the  cash 
ecurity  which  is  thus  returned  lessor  has  buildings  or  additions  of 
qual  or  greater  value,  which  will  result  immediately  in  income  to 
dm.  Miller  v.  Gearin  (C.  C.  A.),  258  Fed.  225;  Cry  an  v.  War  dell. 
!63  Fed.  248. 

The  amounts  paid  as  security  Avere  not  held  in  escrow,  or  as  a  trust 
und.  When  received  by  deceased  they  were  a  part  of  his  general 
-ssets  and  could  be  used  by  him  without  restriction.  He  was  bound, 
lowever,  to  account  to  the  lessees  for  the  $50,000  and  to  return  the 
mount  under  the  conditions  stated  above.  The  payments  Avere  not 
neome  to  deceased  when  receded  any  more  than  borrowed  money 
3  income  when  received. 

If  lessees  failed  to  pay  rent,  the  portion  of  the  security  taken  to 
nake  the  payment  would  at  that  time  be  income.  If  the  lessees  make 
n  assignment  of  the  lease,  the  $50,000  is  income  when  forfeited.  If 
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the  buildings  depreciated  below  a  value  of  $200,000  for  any  reason 
the  $50,000  would  go  to  replace  the  capital.  If  the  lessees  elect  to 
purchase  before  1929,  this  $50,000  shall  be  applied  on  the  purchase 
price  and  will  then  be  included  in  computing  income. 

IVe  are  of  the  opinion  that  this  money  was  paid  to  deceased  as 
security  in  the  nature  of  a  cash  bond,  and  that  the  respondent  erred 
in  including  it  as  income  in  the  years  received. 

Reviewed  by  the  Board. 

Decision  will  be  entered  under  Rule  50. 


Republic  Insurance  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  19093.  Promulgated  September  26,  1928. 

A  written  consent,  signed  by  the  chairman  of  the  board  of 
directors  of  the  petitioner,  to  a  later  determination,  assessment 
and  collection  of  such  income  and  profits  tax  as  may  be  determined 
to  be  due,  operated,  under  the  evidence  in  this  case,  to  suspend  the 
running  of  the  statutes  of  limitation,  notwithstanding  the  board  of 
directors  of  the  corporation  did  not  specifically  authorize  the  exe¬ 
cution  of  such  consent. 

R.  IP.  Mayo ,  Esq.,  for  the  petitioner. 

Harold  Allen ,  Esq.,  for  the  respondent. 

The  Commissioner  determined  deficiencies  in  income  and  profits 
tax  of  $11,885.97  for  the  year  1920,  and  of  $11,340.28  for  the  year 
1921.  The  hearing  was  confined  to  petitioner’s  plea  that  the  statute 
of  limitations  had  barred  the  assessment  and  collection  of  the  alleged 
deficiency  in  tax. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Texas  corporation  with  a  place  of  business  and 
principal  office  at  Highland  Park,  Dallas  County,  Tex. 

It  filed  its  income-tax  returns  for  the  year  1920  on  April  14,  1921, 
and  for  the  year  1921,  on  March  14,  1922.  .  T* 

Geo.  W.  Jalonick,  73  years  of  age,  was  engaged  in  various  business 
activities  in  Dallas.  He  was  chairman  of  the  board  of  directors  of 
petitioner;  held  the  same  position  in  the  Gulf  Insurance  Co.  and  in 
the  Harvester  Life  Insurance  Co.  of  Dallas.  He  was  also  president 
of  the  Oakland  Cemetery  Association  and  financial  agent  of  the  First 
Unitarian  Church  of  Dallas. 

Under  date  of  January  18,  1926,  waiver  forms  were  signed  in  the 
name  of  petitioner  by  Geo.  W.  Jalonick,  chairman  of  its  board  of 
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directors,  and  its  corporate  seal  affixed  thereto,  and  they  were  also 
signed  by  the  Commissioner  of  Internal  Revenue.  These  forms  of 
waiver  purported  to  extend  to  December  31,  1926,  the  time  pre¬ 
scribed  by  the  revenue  acts  for  making  any  assessment  of  income 
or  profits  tax  for  each  of  the  two  years  in  question.  They  were 
identical  with  each  other  except  that  one  named  the  year  1920  and 
the  other  the  year  1921,  and  they  read  as  follows: 

January  18,  1926. 

In  pursuance  of  the  provisions  of  existing  Internal  Revenue  Laws  Republic 
Insurance  Co.,  a  taxpayer  of  Dallas,  Texas,  and  the  Commissioner  of  Internal 
Revenue  hereby  waive  the  time  prescribed  by  law  for  making  any  assessment 
of  the  amount  of  income,  excess  profits,  or  war  profits  taxes  due  under  any 
return  made  by  or  on  behalf  of  said  taxpayer  for  the  year  1920  under  existing 
revenue  acts,  or  under  prior  revenue  acts. 

This  waiver  of  the  time  for  making  any  assessment  as  aforesaid  shall  remain 
in  effect  until  December  31.  1926,  and  shall  then  expire  except  that  if  a  notice 
of  a  deficiency  in  tax  is  sent  to  said  taxpayer  by  registered  mail  before  said 
date  and  (1)  no  appeal  is  filed  therefrom  with  the  United  States  Board  of 
Tax  Appeals  then  said  date  shall  be  extended  sixty  days,  or  (2)  if  an  appeal 
is  filed  with  said  Board  then  said  date  shall  be  extended  by  the  number  of  days 
between  the  date  of  mailing  of  said  notice  of  deficiency  and  the  date  of  final 
decision  by  said  Board. 

Republic  Insurance  Co. 

Taxpayer. 

By  (Signed)  Geo.  W.  Jalonick, 

Chairman. 

D.  H.  Blair, 

Commissioner. 

(Corporate  seal) 

If  this  waiver  is  executed  on  behalf  of  a  corporation,  it  must  be  s'gned 
by  such  officer  or  officers  of  the  corporation  as  are  empowered  under  the  laws 
of  the  State  in  which  the  corporation  is  located  to  sign  for  the  corporation,  in 
addition  to  which,  the  seal,  if  any,  of  the  corporation  must  be  affixed. 

Under  date  of  March  4,  1926,  the  Commissioner  sent  to  petitioner  a 
notice  that  an  audit  of  its  returns  for  1920  and  1921  disclosed  a 
deficiency  of  $38,977.06,  and  that  30  days’  time  was  granted  in  which 
to  present  a  protest.  A  written  protest  was  made  in  the  name  of 
petitioner,  and  signed,  “I.  Jalonick,  President,”  under  date  of  March 
26,  1926. 

On  June  30,  1926,  the  Commissioner  mailed  to  petitioner  a  notice 
of  determination  of  a  deficiency  for  both  years  totaling  $23,232.25.  A 
petition  was  duly  filed  with  this  Board,  in  which  petitioner  alleged 
that  the  proposed  assessment  is  barred  by  the  limitation  provisions  of 
the  revenue  acts. 

The  period  of  time  prescribed  by  the  revenue  acts  within  which 
assessments  may  be  made,  expired  as  to  the  year  1920  on  April  14, 
1926;  and  as  to  the  year  1921,  on  March  14,  1926. 
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At  the  date  when  the  consents  were  signed  the  by-laws  of  the  com¬ 
pany  then  in  force  were  as  hereinafter  set  out,  having  been  adopted 
January  26,  1922,  as  show  by  the  minutes  of  the  board  of  directors. , 
The  material  part  of  the  minutes  of  the  meeting  of  the  board  of  direc¬ 
tors  at  which  the  by-laws  were  amended  are  as  follows: 

President  Jalonick  addressed  the  directory,  stating  in  substance,  that  the 
growth  of  the  Republic  had  greatly  increased  the  responsibilities  and  work  of  the 
executive  officers.  In  the  interest  of  higher  efficiency  in  the  Underwriting  De¬ 
partment  as  well  as  the  Department  of  Loans  and  Investments,  he  thought  it  the 
part  of  wisdom  to  encourage  the  younger  officers  of  the  company  to  greater 
effort  by  promotions. 

To  that  end,  the  President  recommended  that  the  directory,  by  an  amendment 
to  the  by-laws,  create  the  office  of  Chairman  of  Board  of  Directors,  the  duties  of 
which  he  would  undertake  to  discharge.  President  Jalonick  added  that  it  was 
his  intention  to  continue  actively  in  the  service  of  the  Republic  as  heretofore. 

Upon  motion  of  Mr.  Coke,  seconded  by  Mr.  Flippen,  the  following  amend¬ 
ments  to  the  by-laws  were  then  submitted  and  unanimously  adopted  by  the 
directory. 

Article  III. 

Section  1.  The  officers  of  the  company  shall  consist  of  Chairman  of  the  Board 
of  Directors,  President,  two  or  more  vice-presidents,  one  or  more  secretaries, 
and  such  other  officers  as  the  directory  may  consider  necessary  for  the  conduct 
of  the  business  of  the  company. 

Section  2.  The  Chairman  of  the  Board  of  Directors  shall  have  charge  of  the 
loans  and  investment  of  the  company. 

Section  3.  The  President  shall  have  charge  of  the  Underwriting  of  the 
Company. 

Section  4.  The  Chairman  of  the  Board  of  Directors  and  the  President,  acting 
together,  shall  exercise  general  supervision  and  control  of  the  company.  Both 
officers  shall  have  authority  to  execute  deeds,  assignments,  releases  and  other 
instruments  in  connection  with  the  conduct  of  the  business  of  the  company. 

Section  5.  Salaries  of  the  Chairman  of  the  Board  of  Directors  and  President 
shall  be  equal  in  amount,  the  compensation  to  be  fixed  by  the  Board  of  Directors. 

Nominations  for  officers  being  declared  in  order  by  the  president,  upon  motion 
of  Mr.  Adoue,  seconded  by  Mr.  Joy,  the  following  were  elected  for  the  ensuing 
year : 

George  W.  Jalonick _ Chairman  Board  of  Directors. 

I.  Jalonick _ President. 

J.  B.  Adoue _ Vice-President. 

A.  F.  Pillet _ Vice-President. 

T.  R.  Mansfield _ Secretary. 

■W.  P.  Anderson _ Secretary. 

F.  C.  Jalonick _ _ Secretary. 

J.  G.  Vaughan _ Assistant  Secretary. 

I.  C.  Hagerman _ Assistant  Secretary. 

From  and  after  the  date  of  said  meeting  of  the  board  of  directors 
and  at  least  to  and  including  the  date  the  waiver  forms  were  signed. 
George  W.  Jalonick,  as  chairman  of  the  board  of  directors,  and  I. 
Jalonick,  as  president  of  the  corporation,  have  respectively  exercised 
the  duties  specified  in  the  above  minutes  and  by-law;  and  during  said 
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period  there  was  no  change  in  the  express  authority  contained  in  said 
aiinutes  and  by-law.  While  George  W.  Jalonick  was  in  charge 
mainly  of  the  loans  and  investments,  he  also  advised  as  to  the  under¬ 
writing  policy  of  petitioner.  In  connection  with  his  duties  he  regu- 
ariy  signed  a  great  many  papers,  principally  connected  with  loans, 
is  well  as  releases  and  assignments,  and  he  frequently  signed  other 
nstruments  connected  with  the  underwriting  branch  of  the  business. 
He  also  signed  a  great  many  checks.  Geo.  W.  Jalonick,  chairman 
>f  board  of  directors,  and  I.  Jalonick  each  received  a  salary  from 
)etitioner  of  $12,000  per  annum. 

« 

OPINION. 

Littleton  :  It  is  claimed  by  petitioner  that  assessment  and  collec- 
ion  of  any  additional  tax  are  barred  by  the  statute  of  limitations  for 
he  reason  that  the  two  written  consents  are  invalid. 

It  is  argued  that  the  consents  in  question  are  invalid  because  the 
Erectors  did  not  specifically  authorize  the  execution  thereof  and 
hat  the  respondent  was  charged  with  notice  of  the  want  of  authority 
n  Geo.  W.  Jalonick  to  make  the  agreement  implied  in  the  consents. 
In  the  performance  of  his  duties  with  the  petitioner,  Geo.  W. 
alomck  signed  a  great  many  papers,  “principally  loans,  papers 
onnected  with  loans,  releases,  assignments,  and  frequently  other  in- 
(ruments  connected  with  the  underwriting  end  of  the  business.”  He 
Iso  signed  “  a  great  many  checks.” 

The  inference  to  be  drawn  from  the  testimony  of  Geo.  W.  Jalonick 
j,  clearly,  that  he  signed  checks,  releases,  etc.,  and  did  many  things 
i  the  way  of  business  for  petitioner  not  jointly  with  the  president, 
ot  both  signing  the  same  instruments  or  papers,  but  he  alone  doing 
fis.  The  interpretation  which  the  corporation  and  its  officers  put 
pon  the  section  of  the  by-laws  that  “both  officers  shall  have 
uthority  to  execute  deeds,  assignments,  releases  and  other  instru- 
lents  in  connection  with  the  conduct  of  the  business  of  the  com- 
any,”  evidently  was  that  the  chairman  of  the  board  and  the  presi- 
ent  each  possessed  the  authority  to  “  execute  deeds,  assignments, 
leases  and  other  instruments  in  connection  with  the  conduct  of  the 
usiness  of  the  company.” 

Jalonick  signed  the  consents  and  affixed  the  seal  of  the  company 
lereto  in  due  course  of  business  and  the  interpretation  he  put  upon 
is  authority  to  do  so  was  consistent  with  the  authority  he  had  gen- 
ally  exercised  and  the  acts  of  a  similar  nature  which  he  was  in  the 
ibit  of  performing  alone  for  the  corporation.  See  American  Fea- 
Te  Film  Co .,  11  B.  T.  A.  1271,  in  which  the  Board  stated : 

*  *  *  The  general  rules  applicable  to  the  determination  of  the  validity 
contracts  are  not  applicable  in  the  determination  of  the  validity  of  the 
nsent  to  a  later  determination,  assessment,  and  collection  of  additional  tax 
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under  the  various  revenue  acts.  We  think  Congress  used  the  word  '*  consent 
advisedlj’.  To  consent  implies  the  idea  of  acquiescence  to  a  matter  of  con¬ 
duct,  the  assent  to  the  performance  of  an  act  or  duty  in  other  than  the  usual 
or  customary  manner,  or  at  a  time  other  than  that  prescribed,  and  we  think 
a  consent  to  a  later  determination  and  assessment  of  tax  of  a  corporation  | 
signed  by  an  officer  of  the  corporation  in  the  regular  course  of  business, 
although  without  specific  authorization  by  the  board  of  directors,  is  valid  and 
effectual  to  suspend  the  operation  of  the  statute  of  limitation  for  such  period 
as  may  be  specified  therein.  It  is  well  known  that  in  the  general  conduct  of 
affairs  of  corporations  it  is  customary  for  the  corporate  officers  to  perform 
many  acts  that  partake  of  agreements  or  consents,  as  may  be  for  the  best 
interest  of  the  corporation,  and  it  would  be  unreasonable  to  suppose  that  every 
act  of  regularly  constituted  officers  of  a  corporation  must  have  specific  approval 
by  vote  of  the  Board  of  directors.  A  consent  to  a  determination  and  assess¬ 
ment  of  whatever  tax  may  be  due  by  the  corporation  beyond  the  period  speci¬ 
fied  in  the  statute  is  nothing  more  than  approval  by  the  officer  or  officers  of 
a  corporation  of  a  policy  to  be  pursued  in  the  conduct  of  affairs  of  a  corpora¬ 
tion  in  respect  of  such  matters  or  the  concurrence  or  acquiescence  by  such 
officer  on  behalf  of  the  corporation  to  the  performance  by  the  Commissioner 
at  a  later  date  of  an  act  which  the  statute  prescribes  shall  otherwise  be  per¬ 
formed  by  him  within  a  specified  time.  There  is  no  element  of  bargain  in  the 
execution  of  a  consent  for  a  later  determination  and  assessment  of  a  tax 
imposed  by  Congress. 

See  also  AVirt  Franklin ,  7  B.  T.  A.  636. 

While  the  by-laws  expressly  provide  that  “  Both  officers  shall  have 
authority  to  execute  deeds,  assignments,  releases  and  other  instru¬ 
ments  in  connection  with  the  conduct  of  the  business  of  the  com¬ 
pany,”  there  is  no  evidence  in  the  record  indicating  that  either  the 
president  or  the  chairman  of  the  board  of  directors  construed  such 
by-law  to  mean  that  “  both  ”  the  president  and  chairman  must  sign 
or  execute  all  “  deeds,  assignments,  releases  and  other  instruments  in 
connection  with  the  conduct  of  the  business  of  the  company,”  as 
now  argued  in  behalf  of  petitioner.  Xo  one  testified  that  such  was 
the  practice  or  custom,  or  that  any  such  paper  was  ever  so  signed. 
The  object  of  the  by-laws  in  conferring  authority  on  “  both  ”  the 
president  and  chairman  of  the  board  of  directors  was  evidently,  as 
may  be  inferred  from  the  statement  of  the  president  in  recommend¬ 
ing  that  the  office  of  chairman  of  the  board  of  directors  be  created, 
that  either  might  exercise  the  authority  which  was  conferred  on 
“  both.”  It  was  to  relieve  the  president  of  some  of  the  work,  not  to 
require  him  to  join  the  chairman,  or  the  chairman  to  join  him,  in 
the  execution  of  all  such  instruments.  Each  drew  the  same  salary 
Both  possessed  the  same  authority,  which  either  might  exercise. 
Such,  we  think,  is  clearly  indicated  by  the  evidence. 

We  are  of  the  opinion  that  the  deficiencies  are  not  barred,  and  the 
plea  of  the  statute  of  limitations  is  accordingly  denied. 
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The  proceeding  will  be  restored  to  the  calendar  for  hearing  on 
the  merits  in  due  course. 

Reviewed  by  the  Board. 

Order  will  be  entered  accordingly . 

Love,  dissenting:  I  do  not  agree  with  the  decision  or  the  opinion 
in  this  case. 

The  only  issue  involved  in  this  proceeding  is  whether  or  not  the 
assessment  and  collection  of  the  deficiency  in  tax  asserted  by  the 
Commissioner  is  barred  by  the  statute  of  limitations. 

It  is  conceded  that,  in  the  absence  of  an  agreement  to  extend  the 
time  in  which  such  assessment  and  collection  could  legally  be  made, 
that  limitation  has  interposed  a  bar.  The  Commissioner  asserts  that 
such  an  agreement,  executed  by  himself  and  the  taxpayer,  was  made, 
and  the  Commissioner  relies  on  such  agreement.  The  petitioner 
pleads  the  statute  of  limitations  and  urges  that  it  never  executed  nor 
authorized  the  execution  of  such  agreement.  The  real  question  at 
issue,  therefore,  is  whether  or  not  the  document  in  evidence  and  relied 
on  by  the  respondent  as  an  agreement  by  and  between  himself  and 
the  petitioner  and  admittedly  signed  by  Geo.  W.  Jalonick,  who  was 
chairman  of  the  petitioner’s  board  of  directors,  is  an  act  of  the  cor¬ 
poration  such  as  will  bind  it  in  the  absence  of  any  act  of  ratification. 

In  view  of  the  fact  that  some  people  entertain  a  prejudice  against 
a  plea  of  limitation  (and  before  proceeding  further  I  wish  to  make 
it  plain  that  I  do  not  mean  to  intimate  that  any  Member  of  the  Board 
entertains  any  such  prejudice),  I  wish  to  point  out  that  in  dealing 
with  income-tax  matter  Congress  realized  and  recognized  the  fact 
that  to  leave  the  collection  of  such  tax  without  a  limitation  statute, 
with  the  returns  subject  to  be  reopened  and  the  tax  liability  redeter¬ 
mined  for  an  indefinite  time,  would  thrust  business  operations  into 
2haos  and  work  an  intolerable  hardship  on  the  taxpayer.  Congress 
macted  the  statute  of  limitation  as  a  bar  to  such  procedure.  It  is  a 
lefense  that  is  just  as  moral  and  legitimate  a  plea  as  a  claim  for 
lepreciation  on  physical  assets.  Each  and  botli  claims  are  founded 
m  statutory  rights  granted  the  taxpayer,  and  without  a  statute 
granting  such  right  neither  could  be  successfully  claimed. 

The  plea  of  limitation  is  a  purely  legal  defense,  and  no  equity 
rules  or  presumptions  may  be  invoked.  It  must  stand  or  fall  under 
;he  “  cold  steel  ”  of  the  law.  I  assume  that  it  is;  conceded  that  the 
governing  head  of  a  corporation  is  its  board  of  directors,  and  that 
10  contractual  document  is  binding  on  the  corporation  unless  au- 
:horized  by  the  board  of  directors.  I  also  assume  that  it  is  conceded 
diat  no  officer  of  a  corporation  or  other  person,  by  his  action,  can 
find  a  corporation  without  being  duly  authorized  to  so  act  by  the 
loard  of  directors.  It  may  be  argued  that  the  board  of  directors 
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may  act  in  such  a  way  as  to  lead  reasonably  prudent  persons  to 
assume  authority  granted  to  certain  officers  or  individuals,  and  that 
under  such  circumstances  the  board  of  directors  will  not  be  permitted 
to  deny  such  authority. 

That  situation  involves  the  doctrine  of  estoppel,  and  estoppel  must 
be  especially  pleaded,  as  such,  and  the  necessary  elements  of  the  plea 
sustained  by  affirmative  evidence.  The  courts,  under  those  circum¬ 
stances,  do  not  hold  that  the  act  of  the  person  involved  was  author¬ 
ized,  but  simply  hold  that  the  board  of  directors  knowingly  acted  in 
such  a  way  as  to  mislead  the  complaining  party  to  his  injury  and 
sustain  the  plea  of  estoppel. 

Under  general  corporation  law  the  chairman  of  the  board  of  direc¬ 
tors,  as  such,  has  authority  to  do  nothing  except  to  preside  over  meet¬ 
ings  of  the  directors  and  sign  the  minutes  of  such  meetings.  Some 
courts  have  held  that  when  a  document  is  signed  by  the  president 
of  a  corporation  and  has  the  corporate  seal  affixed  and  has  been  made 
public  or  delivered,  in  the  absence  of  a  timely  repudiation  of  his 
authority  on  the  part  of  the  directors,  it  will  be  conclusively  pre¬ 
sumed  that  the  president  has  been  duly  authorized  thereunto.  I 
know  of  no  case  where  a  court  has  authorized  such  a  presumption  in 
regard  to  any  officer  other  than  the  president. 

In  the  instant  case  the  document  in  question  was  not  signed  by 
the  president  of  the  corporation.  It  was  signed  by  “  Geo.  W.  Jalo- 
nick,  Chairman.” 

Without  quibbling  over  the  technical  feature  that  the  document 
fails  to  disclose  what  Geo.  W.  Jalonick  was  chairman  of,  I  may 
again  point  out  that  as  chairman  of  the  board  of  directors  he  had 
no  authority,  either  actual  or  presumptive,  to  execute,  on  the  part 
of  the  corporation,  the  document  involved. 

The  Commissioner,  when  he  received  that  document,  was  charged 
with  notice  that  it  had  not  been  signed  by  the  officer  who  according 
to  custom  as  well  as  law  is  usually  given  authority  to  sign  such  docu¬ 
ments  and  was  put  upon  inquiry  to  ascertain  whether  or  not  Geo. 
W.  Jalonick  had  been  so  authorized.  Had  the  Commissioner  pursued 
such  inquiry,  he  would  have  discovered  in  the  minutes  of  the  cor¬ 
poration  the  amendments  to  the  by-laws  adopted  January  26,  1922. 
four  years  prior  to  the  date  of  the  so-called  agreement,  section  4  of 
which  bv-laws  reads  as  follows: 

V 

The  chairman  of  the  hoard  of  directors  and  the  president,  acting  together 
shall  exercise  general  supervision  and  control  of  the  company.  Both  officers 
shall  have  authority  to  execute  deeds,  assignments,  releases  and  other  instru 
ments  in  connection  with  the  conduct  of  the  business  of  the  company. 

Bv  that  section  of  the  by-laws,  it  is  specifically  and  expressly 
enacted  that  the  chairman  and  the  president,  acting  together,  shall 
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*xercise  the  management  and  control  of  the  business  of  the  corpora¬ 
tion.  Where  joint  authority  is  so  granted  and  in  the  absence  of  a 
pecific  provision  that  each  may  act  alone,  it  is  fundamental  that 
>oth  must  act  together,  and  that  the  action  of  either,  alone,  is  not 
)inding.  But  in  the  prevailing  opinion  it  is  argued  that  the  sentence 
n  the  by-laws  which  says  that  “  Both  officers  shall  have  authority 
o  execute  deeds,  assignments,  releases  and  other  instruments  in  con- 
lection  with  the  conduct  of  the  business  of  the  company,”  means 
hat  each  should  have  authority  to  sign  such  instruments  in  connec- 
ion  with  the  conduct  of  the  business  of  the  company. 

It  may  sometimes  occur  in  informal  conversation  that  the  term 
’  both  ”  will  be  used  where  “  each  ”  is  meant,  but  I  can  not  believe 
hat  such  loose  language  would  be  used  by  a  group  of  business  men 
n  a  document  as  formal  as  by-laws  of  a  corporation  are  supposed 
o  be. 

It  is  further  urged  that  there  was  no  evidence  that  “  each  ”  was 
lot  meant  where  the  word  “  both  ”  was  used. 

The  document  was  placed  in  evidence  and  the  language  of  that 
locument,  as  I  construe  the  English  of  it,  on  its  face  clearly  negatives 
he  idea  that  “  each  ”  was  meant  where  “  both  ”  is  used,  which  made 
or  petitioner  a  prima  facie  case  on  that  point  and  shifted  the  burden 
>f  proof  to  the  respondent  to  prove  the  contrary.  Geo.  W.  Jalonick 
?as  on  the  stand  as  a  witness  and  he  was  not  interrogated  in  regard 
o  that  matter.  Estoppel  was  not  pleaded  in  this  case  and  there  is 
so  element  of  estoppel  in  the  evidence. 

Believing  as  I  do,  that  tax  cases,  like  all  other  cases,  should  be 
lecided  according  to  the  laws  applicable  thereto;  and  believing  as 
do  that  the  law  applicable  to  the  case  at  bar  demands  a  decision  in 
avor  of  petitioner  on  its  plea  of  limitation,  I  feel  it  my  duty  to 
lissent  from  the  prevailing  opinion  and  to  record  my  reasons  for 
uch  dissent. 


Vashington  Loan  &  Trust  Co.,  Executor,  Estate  of  Louise  B. 
Hensey,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 
Respondent. 

Docket  No.  14787.  Promulgated  September  26,  1928. 

A  fiduciary  who  files  a  return  for  the  estate  of  a  decedent  is 
not  entitled  to  the  earned-income  credit  provided  by  section  209, 
Revenue  Act  of  1924,  with  respect  to  income  not  in  excess  of  $5,000. 

B.  H.  Warner ,  Jr.,  Esq.,  for  the  petitioner. 

J.  E.  Greaney ,  Esq.,  for  the  respondent. 

Littleton  :  The  Commissioner  determined  a  deficiency  in  income 
ax  for  1924  in  the  amount  of  $20,  which  deficiency  arose  as  a  result 
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of  the  disallowance  of  a  credit  for  earned  income.  The  question 
whether,  where  a  fiduciary  is  required  to  file  a  return  for  the  esta 
of  a  decedent,  the  income  of  such  estate  not  in  excess  of  $5,000  sha 
be  considered  as  earned  income  and  thus  entitle  the  petitioner  to  tl 
benefit  of  section  209,  Revenue  Act  of  1924,  which  provides  ; 
follows : 

Sec.  209,  (a)  For  the  purposes  of  this  section — 

(1)  The  term  “earned  income”  means  wages,  salaries,  professional  fees,  ai 
other  amounts  received  as  compensation  for  personal  services  actually  rendere 
but  does  not  include  that  part  of  the  compensation  derived  by  the  taxpayer  f. 
personal  services  rendered  by  him  to  a  corporation  which  represents  a  distrib 
tion  of  earnings  or  profits  rather  than  a  reasonable  allowance  as  compensate 
for  the  personal  services  actually  rendered.  In  the  case  of  a  taxpayer  enga?r 
in  a  trade  or  business  in  which  both  personal  services  and  capital  are  materi 
income  producing  factors,  a  reasonable  allowance  as  compensation  for  the  pe 
sonal  services  actually  rendered  by  the  taxpayer,  not  in  excess  of  20  per  centu 
of  his  share  of  the  net  profits  of  such  trade  or  business,  shall  be  considered  : 
earned  income. 

(2)  The  term  “earned  income  deductions”  means  such  deductions  as  a 
allowed  by  section  214  for  the  purpose  of  computing  net  income,  and  a 
properly  allocable  to  or  chargeable  against  earned  income. 

(3)  The  term  “earned  net  income”  means  the  excess  of  the  amount  of  tl 
earned  income  over  the  sum  of  the  earned  income  deductions.  If  the  ta 
payer’s  net  income  is  not  more  than  $5,000,  his  entire  net  income  shall  be  co 
sidered  to  be  earned  net  income,  and  if  his  net  income  is  more  than  $5,000,  h 
earned  net  income  shall  not  be  considered  to  be  less  than  $5,000.  In  no  ca: 
shall  the  earned  net  income  be  considered  to  be  more  than  $10,000. 

(b)  In  the  case  of  an  individual  the  tax  shall,  in  addition  to  the  credits  pr 
vided  in  section  222,  be  credited  with  25  per  centum  of  the  amount  of  t; 
which  would  be  payable  if  his  earned  net  income  constituted  his  entire  n 
income ;  but  in  no  case  shall  the  credit  allowed  under  this  subdivision  excet 
25  per  centum  of  his  tax  under  section  210. 

(c)  In  the  case  of  the  members  of  a  partnership  the  proper  part  of  eac 
share  of  the  net  income  which  consists  of  earned  income  shall  be  determine 
under  rules  and  regulations  to  he  prescribed  by  the  Commissioner  with  tl 
approval  of  the  Secretary  and  shall  be  separately  shown  in  the  return  of  tl 
partnership  and  shall  be  taxed  to  the  member  as  provided  in  section  218. 

A  reading  of  section  209.  which  is  an  entirely  new  statutory  pr< 
vision  in  the  1924  Act,  together  with  the  hearings  and  committt 
reports  in  connection  therewith,  shows  an  intent  on  the  part  c 
Congress  to  allow  this  special  credit  on  account  of  income  whic 
comes  to  an  individual  as  compensation  for  labor  done  rather  than  o 
account  of  gain  derived  from  capital.  It  is  likewise  equally  apparei 
from  the  Congressional  history  of  this  provision  that  difficulty  w; 
experienced  by  Congress  in  framing  a  definition  of  “  earned  income 
which  would  benefit  the  entire  class  which  Congress  desired  shoul 
be  benefited  and  at  the  same  time  be  capable  of  administration.  I 
particular,  it  was  pointed  out  to  Congress  that  almost  any  definitio 
of  *  earned  income  would  exclude  from  its  benefits  the  farme 
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ad  small  business  man  who  derive  their  income  not  from  labor  or 
ipital  alone,  but  from  a  combination  of  the  two  in  such  a  manner 
lat  a  segregation  would  often  be  impossible.  Finally,  as  stated  in 
le  Report  of  the  Ways  and  Means  Committee  (Report  No.  179,  68th 
ongress) ,  “  the  committee  adopted  a  definition  which  will  give 
lief  to  practically  all  of  the  earned  income  and  which  at  the  same 
me  will  be  simple  of  administration.’5  This  report  further  stated : 

The  provision  in  the  definition  that  at  least  $5,000  of  the  taxpayer’s  income 
lall  in  all  cases  be  considered  earned  income,  although  seemingly  arbitrary, 
substantially  in  accord  with  the  facts  and  amply  provides  for  the  small 
xpayer,  such  as  the  farmer  and  the  merchant,  whose  income  is  derived  in 
irt  from  personal  services  and  in  part  from  capital.  This  definition  of 
irned  income  approaches  exact  justice  as  nearly  as  it  is  possible  to  do  with- 
it  making  the  law  unworkable  and  impossible  of  administration. 

Obviously,  under  this  section,  the  earned  income  credit  may  be 
lowed,  within  the  $5,000  limit,  on  account  of  income  which  is  not 
irned,  as  therein  defined,  but  the  reasons  for  extending  these  pro- 
sions  to  the  class  therein  mentioned  are  likewise  obvious  and  ap- 
irent.  The  earned-income  credit  was  to  be  allowed  primarily  on 
‘count  of  income  received  as  compensation  for  labor  done  by  an 
dividual ,  but  for  reasons,  deemed  sufficient  to  Congress,  income  not 
i  excess  of  $5,000  received  by  an  individual  was  to  be  considered  as 
irned  regardless  of  its  source. 

The  question,  then,  is  whether  this  provision,  which  amounts  to  a 
inclusive  presumption  as  to  income  not  in  excess  of  $5,000,  applies 
so  to  the  return  filed  by  a  fiduciary  for  the  estate  of  a  decedent, 
o  secure  the  benefit  of  this  section  for  the  estate  for  which  it  filed 
return  as  fiduciary,  the  petitioner  relies  upon  section  225(b), 
evenue  Act  of  1924,  which  reads  as  follows : 

225.  (b)  Under  such  regulations  as  the  Commissioner  with  the  approval  of 
e  Secretary  may  prescribe  a  return  made  by  one  of  two  or  more  joint 
luciaries  and  filed  in  the  office  of  the  collector  of  the  district  where  such 
luciary  resides  shall  be  sufficient  compliance  with  the  above  requirement, 
ich  fiduciary  shall  make  oath  (1)  that  he  has  sufficient  knowledge  of 
e  affairs  of  the  individual,  estate  or  trust  for  which  the  return  is  made,  to 
able  him  to  make  the  return,  and  (2)  that  the  return  is,  to  the  best  of  his 
lowledge  and  belief,  true  and  correct.  Any  -fiduciary  required  to  make  a 
turn  under  this  Act  shall  be  subject  to  all  the  provisions  of  this  Aot  which 
| ply  to  individuals.  (Italic  ours.) 

In  effect,  what  the  petitioner  says  is  that  since  by  section  209  an 

dividual  is  entitled  to  the  earned-income  credit  on  account  of 
come  not  in  excess  of  $5,000,  regardless  of  the  source  from  which 

arises,  and  since  section  225(b)  provides  that  “Any  fiduciary  re¬ 
ared  to  make  a  return  under  this  Act  shall  be  subject  to  all  the  pro- 
sions  of  this  Act  which  apply  to  individuals,”  the  estate  of  an 
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individual  is  entitled  to  the  earned-income  credit  on  income  not  in. 
excess  of  $5,000. 

After  a  careful  consideration  of  the  entire  Act,  the  Board  is  of 
the  opinion  that  the  petitioner’s  position  is  not  well  taken.  We  can 
not  agree  that,  because  section  225(b)  states  that  a  fiduciary  shall  be 
“  subject  to  ”  all  the  provisions  which  are  applicable  to  individuals.  I 
this  means  that  every  return  filed  by  a  fiduciary  shall  be  on  the  same  1 
basis  as  that  of  an  individual.  In  other  words,  we  do  not  interpret  , 
the  phrase  “  subject  to,”  as  used  in  the  section  in  question,  as  mean¬ 
ing  that  the  gross  income,  deductions  and  credits  of  an  estate  are 
the  same  as  those  of  an  individual.  That  section  225(b)  was  not : 
intended  as  a  blanket  provision  which  would  place  estates  on  the 
same  basis  as  individuals  is  apparent  from  the  fact  that  Congress 
found  it  necessary  to  enact  section  219,  which  states  specifically  what 
constitutes  the  income  of  estates  and  trusts,  what  deductions  are  1 
allowable,  and  the  credits  to  which  they  are  entitled.  Of  course  in 
many  instances  the  provisions  applicable  to  estates  and  trusts  are  i 
the  same  as  those  applicable  to  individuals,  but  wherever  this  is  true  | 
specific  mention  is  made  thereof,  thus  carrying  the  strong  implication 
that  such  statement  was  necessary  since  we  can  not  impute  to  Con-  1 
gress  the  enactment  of  provisions  which  are  otherwise  provided  for.  ' 
To  carry  the  petitioner’s  contention  to  its  logical  conclusion,  much  of 
section  219  would  not  only  be  unnecessary  but  also  in  direct  conflict 
with  many  of  the  provisions  with  respect  to  individuals. 

Further,  we  regard  it  as  significant  that  section  208  immediately] 
preceding  section  209  states  specifically  that  it  is  applicable  to  any  i 
taxpayer  (other  than  a  corporation)  and  makes  specific  reference  : 
to  estates  and  trusts.  Section  208  is  in  a  measure,  like  section  209. 
a  relief  provision  in  that  it  provides  for  lower  taxes  under  certain 
conditions.  It  would  therefore  seem  reasonable  to  assume  that 
since  Congress  found  it  necessary,  in  section  208,  to  use  language 
which  would  certainly  bring  estates  within  its  provisions,  it  would 
have  pursued  a  similar  course  in  section  209,  instead  of  mentioning 
only  individuals,  had  it  intended  that  a  class  of  taxpayers  other 
than  individuals  should  have  the  benefit  of  this  section.  Further, 
we  find  in  section  206,  which  deals  with  “  net  losses  ”  that  Congress 
provided  at  the  end  of  such  section  that  “  The  benefit  of  this  section 
shall  be  allowed  *  *  *  to  an  estate  or  trust.”  Under  the  peti¬ 

tioner’s  theory  no  such  provision  would  have  been  necessary  as 
the  estate  or  trust  would,  by  section  225,  receive  the  benefit  because 
it  was  subject  to  the  same  provision  as  an  individual.  Other  in¬ 
stances  could  be  given,  but  these  are  considered  sufficient  to  nega¬ 
tive  the  proposition  that  section  225  was  in  any  sense  a  blanket  pro¬ 
vision  which  would  place  estates  on  the  same  basis  as  an  individual 
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and  thus  give  to  estates  all  the  benefits  and  privileges  which  are 
specifically  given  to  individuals. 

Further,  we  can  not  agree  that  the  phrase  “subject  to”  is  to  be 
interpreted  in  the  sense  that  it  confers  a  benefit  upon  a  taxpayer  or 
creates  a  substantive  right  for  him;  in  other  words,  we  do  not 
understand  this  phrase  to  be  equivalent  to  the  phrase  “  entitled  to,” 
which  would  be  the  meaning  necessary  to  sustain  the  petitioner’s 
contention.  When  we  consider  the  connection  in  which  the  sentence 
on  which  the  petitioner  relies  is  used  together  with  the  legal  sig¬ 
nificance  usually  attaching  to  the  phrase  “subject  to,”  the  reasonable 
and  logical  conclusion  would  seem  to  be  that  as  a  result  thereof  a 
fiduciary  becomes  responsible  for  the  duties  and  burdens  and  the 
discharge  of  the  liabilities  which  accrue  to  an  individual  in  the 
filing  of  a  return,  but  that  no  rights  or  benefits  are  thereby  created. 

In  view  of  the  foregoing  the  Board  is  of  the  opinion  that  a  fiduciary 
filing  a  return  for  the  estate  of  an  individual  is  not  entitled  to  the 
earned-income  credit  provided  by  section  209,  Revenue  Act  of  1924, 
with  respect  to  income  not  in  excess  of  $5,000. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent. 


Samuel  Burns,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  8673.  Promulgated  September  26,  1928. 

Under  the  terms  of  a  partnership  agreement,  the  petitioner 
loaned  certain  percentages  of  his  net  distributive  earnings  to  the 
partnership.  By  endorsement  and  for  value,  he  transferred  the 
evidences  of  such  loans  to  his  wife.  Thereafter  the  partnership 
paid  the  interest  on  such  loans  directly  to  the  wife  of  the^  petitioner. 

Held,  that  such  interest  payments  were  not  income  to  the  petitioner 
in  the  taxable  year. 

Edgar  M.  Morsman ,  Jr. ,  Esq.,  for  the  petitioner. 

Benton  Baker ,  Esq.,  for  the  respondent. 

The  respondent  has  asserted  deficiencies  in  income  taxes  for  the 
years  1920  and  1921  in  the  respective  amounts  of  $042.38  and  $320.67. 
The  only  issue  is  whether  interest  payments  on  certain  notes  given  to 
the  petitioner  as  evidences  of  money  advanced  by  him  to  a  partner¬ 
ship  of  which  he  was  a  member  were  income  to  the  petitioner  or  to 
his  wife,  to  whom  such  notes  were  transferred  by  endorsement  and 
delivery. 

13836—28 - 8 
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FINDINGS  OF  FACT. 

Petitioner  is  an  individual  and  is  a  resident  of  Omaha,  Nebr.  In 
the  taxable  years  he  was  a  member  of  the  partnership  of  Burns, 
Brinker  &  Co.,  a  firm  engaged  in  the  investment  and  brokerage 
business  in  Omaha. 

The  partnership  agreement  of  Burns,  Brinker  &  Co.  contained  the 
following  provision : 

Article  8.  The  partners  hereby  agree  that  of  their  earnings  they  will  loan  to 
the  copartnership  the  following  per  cent  of  their  undivided  earnings  or  profits : 

(a)  When  the  earnings  of  the  business  are  between  $15,000  and  $30,000,  as 
follows : 

S.  L.  Burns,  20  per  cent ; 

L.  Brinker,  10  per  cent; 

A.  C.  Potter,  5  per  cent ; 

(b)  When  the  net  earnings  of  the  business  are  $30,000  and  over  the  following 
per  cent  of  the  partners  undivided  earnings  and  profits  must  be  loaned  to  the 
copartnership,  as  follows : 

S.  Burns,  30  per  cent ; 

L.  Brinker,  15  per  cent ; 

A.  C.  Potter,  12  per  cent. 

This  rule  shall  be  in  effect  until  there  shall  be  loaned  to  the  company  by 
S.  Burns,  $50,000;  L.  Brinker,  $30,000;  A.  C.  Potter,  $20,000. 

It  is  further  agreed  that  these  notes  will  be  due  and  payable  only  on  dissolu¬ 
tion  of  the  copartnership  and  after  all  indebtedness  of  the  partnership  has  been 
paid,  or  upon  unanimous  consent  of  the  partners. 

Said  partners  notes  to  draw  eight  per  cent  interest,  payable  semi-annually. 

In  case  of  agreed  withdrawal  of  a  partner,  the  note  will  be  due  and  payable 
after  six  months,  provided,  however  the  copartnership  is  solvent. 

In  conformity  with  the  provision  set  forth  above  the  petitioner 
loaned  the  partnership  the  amounts  of  $9,000  on  December  31,  1919, 
$3,000  on  January  13,  1920,  $3,500  on  January  31,  1921,  and  $8,000 
in  April,  1921.  Such  loans  were  evidenced  by  receipts  given  to  Burns 
which  in  form  were  substantially  identical  with  the  following: 

Omaha,  Jan .  2,  1920. 

Burns,  Brinker  &  Co. 

Omaha,  Ncbr. 

Received  of  Samuel  Burns:  Twelve  Thousand  ($12,000.00)  Dollars  to  draw 
interest  at  8%  per  annum,  payable  quarterly,  not  subject  to  withdrawal,  except 
as  provided  under  the  terms  of  partnership  agreement. 

Burns,  Brinker  &  Co. 

By  E.  M.  Olsen. 

Non-Negotiable  Receipt. 

*  *  *  *  *  *  * 

[Endorsed  as  follows:! 

For  value  received  assigned  to  Marguerite  P.  Burns. 


Samuel  Burns. 
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The  receipts  received  by  Burns  as  evidence  of  money  advanced 
to  the  partnership  in  conformity  with  article  8  of  the  partnership 
agreement  were  immediately  endorsed  by  him  in  the  form  set  forth 
above  and  placed  in  an  envelope  marked  with  the  name  of  the  wife, 
and  deposited  and  kept  in  a  safety  deposit  box  to  which  both  Burns 
and  his  wife  had  access. 

During  the  years  1920  and  1921  interest  payments  were  made  by 
the  partnership  on  account  of  the  money  advanced  by  Burns  in  the 
amounts  of  $1,138.69  and  $1,694.78,  and  all  such  payments  were  made 
directly  to  Mrs.  Burns  either  through  credits  on  her  account  with 
the  partnership  or  by  the  checks  of  the  partnership. 

In  his  income-tax  returns  for  the  taxable  years  Burns  did  not 
include  in  his  gross  income  the  amounts  of  interest  paid  by  the 
partnership  on  account  of  the  receipts  or  notes  evidencing  his 
advances.  Upon  audit  of  such  returns  the  Commissioner  added  the 
amounts  of  $1,138.69  and  $1,694.78  to  the  gross  income  reported  by 
Burns  for  the  respective  years  and  determined  the  deficiencies  here 
in  controversy. 

Marguerite  P,  Burns,  the  wife  of  the  petitioner,  was  possessed  of 
substantial  individual  property,  much  of  which  was  borrowed  by  the 
petitioner  and  used  by  him  in  his  business  operations.  In  the  taxable 
years  petitioner’s  debt  to  his  wife  was  approximately  $60,000. 

OPINION. 

Lansdon:  In  this  controversy  the  respondent  contends  that  interest 
on  the  notes  in  question  was  income  to  the  petitioner  and  that  the 
payment  of  such  interest  to  the  wife,  Marguerite  P.  Burns,  was  no 
more  than  periodically  recurring  gifts  of  income  by  the  recipient 
thereof.  He  bases  this  conclusion  on  two  alternative  contentions : 
(1)  That  by  the  terms  of  the  partnership  agreement  no  partner  could 
dispose  of  any  part  of  his  interest  in  the  partnership  without  the  con¬ 
sent  of  the  remaining  partners  and  upon  the  fact  that  the  receipt 
evidencing  the  amounts  left  in  the  business  of  the  partnership  ex¬ 
pressly  states  that  it  is  a  nonnegotiable  receipt,  and  (2)  that  the 
principal  amounts  left  in  the  business  by  the  petitioner  were  in  fact 
additional  contributions  of  capital. 

In  support  of  his  position  the  respondent  cites  not  only  that 
part  of  the  partnership  agreement  which  provides  that  certain 
percentages  of  the  distributive  net  earnings  shall  be  loaned  to  the 
firm  by  the  distributees  but  also  article  13  of  the  agreement,  which 
is  as  follows : 

During  the  existence  of  the  copartnership,  no  partner  shall  in  any  wise  or  to 
any  extent  assign,  transfer  or  encumber  any  of  his  interest  whatever  in  the 
copartnership  or  in  the  copartnership  property,  without  the  consent  in  writing 
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of  the  other  partners,  and  no  person  or  concern  whatever  can  acquire  any 
rights  in  or  any  lion  upon  any  interest  without  such  consent. 

It  is  obvious  that  if  the  principal  amounts  in  question  were  loans 
to  the  partnership,  article  13  of  the  agreement  has  no  bearing  on  the 
issue  here,  since  the  evidence  of  loans  made  to  the  partnership  are 
not  interests  therein,  but  are  obligations  or  liabilities  thereof  and  the 
property  of  the  partners  to  which  they  are  given.  We  think  it  is  also 
equally  clear  that  the  statement  thereon  that  the  evidence  of  the  loan 
is  a  nonnegotiable  receipt  has  no  bearing  on  the  merits  of  this  con¬ 
troversy.  The  petitioner  transferred  such  evidences  of  the  loan  to 
his  wife.  Since  the  interest  on  such  transferred  obligations  was  paid 
by  the  partnership  directly  to  the  wife,  it  must  be  presumed  that  the 
other  partners  not  only  knew  of  the  transfer  of  the  paper  alleged  to 
be  nonnegotiable,  but  consented  thereto.  This  being  true,  the  Com¬ 
missioner  as  a  third  party  and  a  stranger  to  the  transaction  may  not 
take  advantage  of  a  provision  that  has  been  waived  by  all  the  parties 
in  interest. 

The  receipts  for  money  left  in  the  business  by  the  petitioner  were 
his  property  and,  the  other  parties  in  interest  consenting,  he  trans¬ 
ferred  them  to  his  wife  in  part  payment  of  the  debt  which  he  owed  to 
her.  The  endorsement  was  regular  and  for  value,  and  the  evidence 
establishes  delivery  to  the  wife  of  the  receipts  or  notes  and  payment 
by  the  partnership  of  the  interest  to  her  as  it  accrued.  In  our  opinion 
the  amounts  in  question  were  not  additional  capital  contributions  but 
were  loans  by  the  petitioner  to  the  partnership.  The  petitioner  trans¬ 
ferred  such  loans  to  his  wdfe,  and  the  interest  thereon  was  not  income 
to  him  in  the  taxable  years. 

Reviewed  by  the  Board. 

Decision  will  be  entered  for  the  petitioner. 


H.  A.  Dunham,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Uoc-ket  No.  9881.  Promulgated  September  27,  1928. 

Where  the  petitioner  fails  to  prove  facts  from  which  we  can 
determine  the  true  deficiency  by  the  installment  sales  method,  the 
respondent’s  determination  of  the  deficiency  by  another  method 
must  stand,  even  though  the  facts  establish  the  right  of  the  peti¬ 
tioner  to  return  income  from  installment  sales  by  the  installment 
sales  method. 

Alfred  S.  Barnard,  Esq.,  for  the  petitioner. 

L.  C.  Mitchell.  Esq.,  for  the  respondent. 


H.  A.  DUNHAM. 
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This  proceeding  results  from  the  determination  by  the  respondent 
}f  deficiencies  in  income  tax  for  1919,  1920,  and  1921,  in  the  amounts 
)f  $2,681.34,  $3,240.10,  and  $2,714.30,  respectively.  The  parties,  by 
written  stipulation,  have  disposed  of  all  issues  and  matters  in  con- 
iroversy  except  the  question  as  to  whether  the  respondent  erred  in 
refusing  to  compute  the  income  from  installment  sales  in  accordance 
with  the  provisions  of  subdivision  (d)  of  section  212  and  of  section 
1208  of  the  Revenue  Act  of  1926. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  citizen  of  the  State  of  North  Carolina,  and, 
it  Asheville,  in  that  State,  is  engaged  in  the  business  of  selling  mush 
:al  instruments,  phonograph  records,  and  sheet  music.  During  the 
years  in  controversy  he  regularly  sold  such  items  of  personal  prop¬ 
erty  for  cash,  on  open  account,  and  on  the  installment  plan. 

Prior  to  and  during  the  years  under  consideration,  the  petitioner, 
in  accordance  with  the  method  of  accounting  regularly  employed  in 
keeping  his  books,  accounted  for  all  sales,  whether  made  for  cash, 
on  open  account,  or  on  the  deferred  payment  plan,  as  income  of  the 
years  in  which  such  sales  were  made.  He  filed  original  income-tax 
returns  for  the  years  in  controversy  in  which  net  income  was  com¬ 
puted  in  accordance  with  the  method  employed  in  keeping  his  books. 
Subsequently,  he  sought  to  file  amended  returns  for  the  years  in  con¬ 
troversy,  in  which  net  income  purported  to  be  computed  in  accord¬ 
ance  with  the  installment  sales  method,  but  these  were  rejected  by  the 
respondent. 

In  connection  with  his  installment  business,  the  petitioner  main¬ 
tained  a  sales  book,  a  customers’  ledger,  and  a  repossession  book. 
The  sales  book  shows,  for  each  sale  on  the  installment  plan,  the  cus¬ 
tomer’s  name,  date  of  sale,  kind  of  instrument  sold,  serial  number  on 
instrument,  and  selling  price.  The  customers’  ledger  contains  an 
individual  account  for  each  purchaser  on  the  installment  plan,  show¬ 
ing  in  the  case  of  each  purchaser  the  purchaser’s  name,  kind  of 
instrument  purchased,  serial  number  of  instrument,  initial  payment, 
amount  allowed  on  trade  in,  selling  price,  terms  of  deferred  pay¬ 
ments,  and  dates  and  amounts  of  deferred  payments  made.  The 
repossession  book  shows  the  unpaid  balance  for  each  purchaser  who 
has  defaulted  and  from  whom  the  property  has  been  repossessed. 

The  following  are  correct  computations  of  net  income  for  the  years 
m  controversy,  if  income  from  installment  sales  is  not  to  be  computed 
in  accordance  with  the  installment  sales  method; 
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1919 

1920 

1921 

to  1 

Gross  sales  and  rentals . 

$169, 980. 81 
11, 288.41 

$195,  634.  45 
11,350.  35 

$194, 707. 1 
17,  390. ! 

Less  refunds  and  repossessions.. . . . . 

Inventory,  January  1 . . . . . 

158, 692. 40 

184,  284. 10 

177,316.; 

31, 046. 13 
101,  087.  53 
3,  343. 19 
1,  726. 06 

48, 158.  67 
112,341.94 
3,  586.  07 
1,  019.  49 

67, 140.6 
89,  538.  ( 
3,  713. 8 
920.6 

Purchases . . . . 

Freight  and  express . . . . . 

Repairs . . . . 

Less  inventory,  December  31 . 

Cost  of  goods  sold . 

Gross  profit . . 

137,  202. 91 
48, 158.  67 

165, 106. 17 
67, 140.  82 

161,313.5 
52, 181. 1 

89,  044.  24 

|  97,  965.  35 

109, 132.4 

69,  648. 16 

86,  318.  75 

68,184.2 

Expenditures 

Garage . .  . 

Insurance. . . . . 

1,  527. 16 
808.  41 

2,  905.  65 
1,  332. 19 

44.60 

15.00 

1,  425.  00 
12,  753.  50 

645.04 
293.  20 
241.  45 
512.  56 
43.  20 

2,  646.  02 

1, 067.  50 

1,  633.  92 

1,  277.  38 
797.  29 
3,514.03 

1,  409.  70 
115. 05 

743. 10 

2,  956.  70 
14,  758.  04 

832.  93 
344.  41 
25.00 
402.  01 
101.01 

885. 10 
1,  514.  49 
1,  258.  65 

575.09 

2, 136. 2 
593.5 
5,  531. 5 
1,051.0 
21.6 

396.4 
3, 080. 0 

16,  266. 9 

904. 5 
256.1 

Advertising . . . . . . 

Interest . . . . 

Trade  papers . . .  . . . . 

Travel  expense . . . . . . 

Rent . . . . . . . . 

Salaries . . . . . 

Telephone,  telegraph  and  postage . 

Labor . . . . . . . . 

Legal . . . . . . . 

Light,  heat  and  water . . . . . . 

Office  supplies  and  expenses . . . . . . 

Bad  debts . . . 

Depreciation  . . . . . . 

685.7 
407.4 
1,567.7 
1,393.6 
1,  769.  i; 

Taxes.. . . . . . . . 

Repairs . . . 

Accrued  expenses  paid  in  January,  1922 . 

719. 0< 

Total  expenses . . . 

Gross  profit  less  expenses... . . . 

27, 894.  40 

31,  509.  98 

36,780.7.' 

41,  753.  76 
3,  510.  61 

54,  808.  77 
3,  346. 19 

31,  403. 5.' 
5, 854. 76 

Interest  on  installment  contracts . 

Net  income  from  business  . . . 

Other  income 

Rents.. . . . 

45,  264.  37 

58, 154. 96 

37,  25S.  31 

340.00 

280.00 

862.  82 

1,258.14 

12.  or 

38. 15 

Interest  from  other  sources . . . . . . . 

Income  from  weighing  machines . . . . . . 

32.04 

Profit  on  sale  of  bonds . 

90.00 

Profit  on  sale  of  vacant  lot.., . . . . 

700.  75 

Refunds  of  freight,  insurance  and  advertising.. . . . 

587. 8C 

Total  income . . . 

45, 974.  37 

59,  750.  57 

39, 154. 46 

Deductions 

Farm  loss . . . 

Donations. . . . . . . . 

Total  deductions . 

Net  income  subject  to  normal  tax... . 

1, 925. 11 

3,  600.  01 

3,  400.  55 

5, 017. 98 

3, 167.60 
5, 494. 15 

5,  525. 12 

8, 418.  53 

8, 661.75 

40,  449.  25 
176. 10 
51.60 

51,  332.  04 
459.  67 
35.  75 

30, 492. 65 
610.00 
30.88 

Dividends . . . 

Interest  on  United  States  obligations . . ; 

Net  income  subject  to  surtax . . . 

40,  676.  95 

51, 827.  46 

31,133.53 

OPINION. 

Murdock  :  The  petitioner  complains  of  respondent’s  refusal  to 
compute  his  income  from  installment  sales  for  1919,  1920,  and  1921. 
in  accordance  with  the  installment  sales  method  prescribed  by  sub¬ 
division  (d)  of  section  212  of  the  Revenue  Act  of  1926. 

The  petitioner  regularly  sold  personal  property  on  the  installment 
plan  in  1919,  1920,  and  1921,  and  he  is  entitled,  therefore,  to  have  his 
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ncome  from  installment  sales  determined  in  accordance  with  the 
>rovisions  of  section  212(d)  of  the  Revenue  Act  of  1926,  for  those 
>rovisions  of  the  statute  are  made  applicable  by  section  1208  of  the 
ame  Act  in  computing  net  income  of  the  years  in  controversy.  L.  S. 
Weeks  Co .,  6  B.  T.  A.  300;  Blwrrds,  Incorporated,  7  B.  T.  A.  737; 
Warren  Reilly,  7  B.  T.  A.  1327 ;  Redlich-N ewman  Co.,  8  B.  T.  A. 
19;  Mrs.  C.  H.  Robinson,  8  B.  T.  A.  792. 

The  petitioner  filed  original  returns  for  1919,  1920,  and  1921,  ,in 
yhich  net  income  was  computed  in  accordance  with  the  accounting 
nethod  employed  in  keeping  his  books.  Under  that  method  he  ac- 
ounted  for  all  sales,  whether  made  for  cash,  on  open  account,  or  on 
he  deferred  payment  plan,  as  income  of  the  years  in  which  such 
ales  were  made.  Later  he  sought  to  file  amended  returns  for  those 
^ears  in  which  net  income  purported  to  be  computed  in  accordance 
vith  the  installment  sales  method.  From  these  facts  it  is  apparent 
hat  the  petitioner  is  not  entitled  to  the  benefits  of  section  <05  of 
he  Revenue  Act  of  1928,  since  the  change  to  the  installment  basis 
>f  reporting  income  was  not  made  by  an  original  return  filed  prioi 
o  February  26,  1926.  Therefore,  if  the  net  income  is  to  be  com- 
)uted  on  the  installment  basis,  it  must  be  computed  in  strict  accord 
vith  the  provisions  of  section  212(d)  of  the  Revenue  Act  of  1926. 

In  Blunt  s,  Incorporated,  supra,  we  held,  in  construing  the  provi- 
ions  of  section  212  (d)  of  the  Revenue  Act  of  1926,  tnat  a  tax- 
>ayer  who  changes  to  the  installment  basis  of  reporting  income  must 
eturn  as  income  of  the  year  in  which  the  change  is  made,  and  of  all 
ubsequent  years,  a  proper  proportion  of  all  installment  payments 
.dually  received  in  those  years  relating  to  sales  effected  in  years 
)rior  to  the  change  in  method,  notwithstanding  that  the  entiie  profits 
rom  the  sales  to  which  such  payments  relate  were,  under  the  method 
>f  returning  income  then  employed,  returned  and  taxed  as  income  of 
he  years  in  which  such  sales  were  effected.  This  rule  applies  in 
omputing  this  petitioner’s  income  from  installment  sales.  To  com- 
)ute  the  petitioner’s  income  under  this  rule,  we  must  know  what  in- 
itallment  payments  were  received  during  the  taxable  years  in  con- 
roversy,  the  years  in  which  the  sales  to  which  such  payments  i  elate 
vere  made,  and  the  percentage  of  gross  profit  on  installment  sales  of 
*ach  year  in  which  there  were  sales  in  respect  of  which  installment 
payments  were  received  during  the  taxable  years  in  controversy, 
for  instance,  if  the  petitioner  received  during  the  years  in  controversy 
nstallment  payments  relating  to  sales  made  in  1918,  it  would  be 
lecessary,  in  order  to  determine  what  proportion  of  such  payments 
s  income,  to  know  the  percentage  of  gross  profit  on  all  installment 
;ales  made  in  1918;  and  we  must  know  what  that  percentage  is  in 
aspect  of  the  installment  sales  of  any  other  year  as  to  which  there 
nay  have  been  collections  during  the  years  in  controversy.  An 
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examination  of  the  customers’  ledger  kept  by  the  petitioner  disclose 
that  installment  payments  were  received  during  1919,  1920,  and  1921 
which  relate  to  sales  made  in  prior  years.  What  these  payment 
amount  to,  the  years  in  which  the  sales  to  which  such  payment: 
relate  were  made,  and  the  percentages  of  gross  profit  on  the  install 
ment  sales  of  those  years,  are  facts  which  have  not  been  established 
and  without  them  we  are  not  in  a  position  to  determine  the  petitioner’* 
income  from  installment  sales. 

Further,  the  petitioner  testified  that  he  was  constantly  repossessing 
merchandise  from  installment  purchasers  who  had  defaulted  in  then 
payments.  To  determine  the  petitioner’s  net  income  on  the  install 
ment  basis,  it  is  necessary  that  we  should  know  all  of  the  facts  as  tc 
such  repossessions,  such  as  the  fair  market  value  of  the  repossessec 
merchandise  and  the  unrecovered  cost  of  the  repossessed  merchandise 
represented  in  the  unpaid  balance  due  from  the  defaulted  purchaser 
for  upon  these  must  rest  the  determination  as  to  what  deductions  the 
petitioner  is  entitled  to  for  losses  sustained  through  damage  to  re¬ 
possessed  merchandise  and  for  bad  debts.  However,  we  have  no 
facts  upon  which  to  predicate  a  determination  as  to  the  amounts  oi 
such  deductions  which  petitioner  is  properly  entitled  to. 

The  petitioner  has  failed  to  established  facts  upon  which  the 
Board  may  determine  the  correct  income  and  wliat  deficiency,  if  any. 
is  due.  Proof  of  such  facts  as  are  necessary  to  establish  a  right  to 
return  income  from  installment  sales  in  accordance  with  the  install¬ 
ment  sales  method,  does  not  prove  error  in  the  respondent’s  determi¬ 
nation  of  net  income  which  wras  reached  by  another  method.  Of. 
Berkshire  Cotton  Manufacturing  Co .,  5  B.  T.  A.  1231.  Without 
proof  of  the  net  income  on  the  installment  basis,  we  can  not  deter-i 
mine  the  true  deficiency  and  we  are  not  justified  in  disturbing  the 
respondent’s  determination.  Cf.  Y ost-Fumiture  Co .,  5  B.  T.  A.  652. 

All  other  issues  and  matters  in  controversy  have  been  eliminated 
by  the  stipulation  of  the  parties  as  to  proper  computations  of  net 
income  under  the  method  followed  by  the  respondent  in  the  deficiency 
notice.  These  computations  have  been  set  out  in  the  findings  of  fact, 
and  accordingly  we  hold  that  for  1919,  1920,  and  1921  the  net  income 
subject  to  normal  tax  is  $40,499.25,  $51,332.04,  and  $30,492.65, 
respectively,  and  the  net  income  subject  to  surtax  is  $40,676.95,  j 
$51,827.46,  and  $31,133.53,  respectively.  I 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rede  b0. 

Phillips:  There  can  be  no  doubt  that  the  Board  may  require  a 
taxpayer  to  establish  in  the  first  instance  not  only  that  it  is  entitled 
to!  compute  its  income  upon  an  installment  sales  basis  and  that  its 
books  are  kept  in  such  a  manner  that  its  income  can  be  computed  on 
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hat  basis,  but  may  also  require  proof  of  all  the  accounting  factors 
diich  enter  into  the  computation  of  net  income.  Furthermore,  our 
ules  are  susceptible  of  such  an  interpretation.  It  seems  to  me, 
owever,  that  in  imposing  such  a  requirement  we  unnecessarily  bur- 
en  both  the  parties  and  ourselves.  If  it  is  once  established  that 
here  is  the  right  to  make  the  return  on  an  installment  sales  basis 
nd  that  the  records  are  sufficient  to  permit  a  computation  of  income 
n  that  basis,  the  computation  may  ordinarily  be  made  by  counsel  or 
ccountants  for  the  parties  with  much  less  trouble  than  would  be 
equired  to  establish  the  necessary  facts  through  the  formality 
hich  obtains  before  the  Board.  If  the  parties  then  find  that  they 
isagree  upon  any  of  the  factors  entering  into  the  computation,  the 
>oard  is  in  a  position  to  set  the  case  down  for  further  hearing  to 
sceive  the  proof  necessary  to  finally  settle  their  differences.  While 
^cognizing  the  disadvantages  which  necessarily  result  from  a  multi - 
licity  of  hearings  in  any  case,  there  are  certain  types  of  cases  which 
m  best  be  disposed  of  by  more  than  one  hearing.  I  am  of  the  be¬ 
ef  that  such  a  case  as  the  present  one  should  be  disposed  of  in  a 
tanner  analagous  to  that  followed  in  many  equity  courts  where  the 
ght  to  an  accounting  is  first  determined  and  an  interlocutory  decree 
sued  before  any  inquiry  is  made  into  the  details  of  the  accounting. 


Detroit  Opera  House,  Inc.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  13038.  Promulgated  September  27,  1928. 

1.  Held,  that  a  certain  contract  for  the  exclusive  showing  of 
certain  theatrical  attractions  in  the  City  of  Detroit  and  which  was 
transferred  to  the  petitioner  for  a  portion  of  its  capital  stock  had 
cost  the  previous  owner  nothing  within  the  meaning  of  section  331 
of  the  Revenue  Act  of  1918  and  is  not  to  be  included  in  petitioner’s 
invested  capital  at  any  amount. 

2.  Held,  that  a  certain  leasehold  transferred  to  the  petitioner 
for  a  part  of  its  capital  stock  cost  the  previous  owner  nothing  and 
is  not  to  be  included  in  the  petitioner’s  invested  capital  at  any 
amount. 

3.  Assessment  under  section  328  of  the  Revenue  Act  of  1918 
allowed. 

4.  The  value  of  stock  issued  for  a  contract  and  a  leasehold 
determined  for  the  purpose  of  exhaustion  allowances. 

Charles  D.  Hamel ,  Esq .,  and  Lee  /.  Park,  Esq.,  for  the  petitioner. 
Shelby  S.  Faulkner,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  deficiencies  in  income 
id  profits  taxes  of  $5,060.67  and  $7,370.71  for  the  fiscal  years  ended 
ugust  31,  1919,  and  August  31,  1920,  respectively.  The  matters  put 
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in  controversy  by  the  petition  are:  (1)  Whether  the  responder 
erred  in  refusing  to  include  in  invested  capital  for  each  year  th 
amounts  of  $90,000  and  $50,000,  representing  the  amounts  of  capit? 
stock  issued  by  the  petitioner  for  a  contract  for  the  exclusive  privileg 
of  showing  certain  theatrical  productions  in  Detroit,  Mich.,  for 
period  of  15  years,  and  for  a  5  year  lease  on  a  theatre  building  in  tha 
city,  respectively;  (2)  whether  the  respondent  erred  in  refusing  t 
allow  the  petitioner  for  each  year  deductions  of  $6,000  and  $10,00 
representing  the  aliquot  parts  of  the  exhaustion  of  the  contract  an 
the  leasehold,  respectively,  based  on  the  amount  of  stock  issued  there 
for;  and  (3)  whether  the  petitioner  is  entitled  to  have  its  profit 
taxes  for  both  years  computed  under  the  provisions  of  section  328  o 
the  Revenue  Act  of  1918.  With  respect  to  the  first  of  the  abov 
mentioned  matters  in  issue,  the  petitioner  admits  in  its  brief  tha 
inasmuch  as  the  lease  had  cost  the  previous  owner  nothing  it  ma 
not  be  included  in  invested  capital. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  in  June,  1918,  under  the  laws  c 
Michigan  and  has  its  principal  office  at  Detroit.  It  was  original! 
organized  under  the  name  of  the  Randolph  Theatre  Co.  but  immt 
diatelv  changed  its  name  to  that  now  borne  bv  it.  For  the  fisc?, 
years  ended  August  31,  1919,  and  August  31,  1920,  petitioner  file 
its  income  and  profits-tax  returns  with  the  collector  of  intern? 
revenue  at  Detroit. 

During  the  years  involved  in  this  proceeding  the  petitioner  ha 
an  outstanding  capital  stock  of  $150,000.  Of  this  amount,  $10,00 
was  issued  to  B.  C.  Whitney  for  cash  and  the  remainder  was  issue 
him  for  a  franchise  and  lease  as  set  out  below. 

About  June  14,  1918,  the  petitioner  acquired  from  B.  C.  Whitne 
a  certain  contract  or  franchise  for  the  exclusive  right  to  show  in  th 
City  of  Detroit  the  theatrical  attractions  of  Ivlaw  &  Erlanger  for 
period  of  15  years.  The  petitioner  issued  $90,000  par  value  of  it 
capital  stock  for  the  contract  or  franchise  which  was  as  follows : 

This  agreement,  made  this  fourteenth  day  of  May,  1918,  by  and  between  B.  ( 
Whitney,  of  the  City  of  Detroit,  State  of  Michigan,  party  of  the  first  part,  an 
Alf  Hayman,  Klaw  &  Erlanger,  of  the  City  of  New  York,  State  of  New  Yorl 
parties  of  the  second  part,  Witnesseth  : 

Whereas,  the  party  of  the  first  part  is  the  manager  of  the  theatre  known  a 
the  Detroit  Opera  House,  in  the  City  of  Detroit,  State  of  Michigan,  and  i. 
desirous  of  securing  the  co-operation  and  services  of  the  second  party  in  bookin 
attractions  for  the  said  theatre;  and, 

Whereas,  the  parties  of  the  second  part  are  engaged  in  the  business  cj 
securing  attractions  for  theatres  and  likewise  in  obtaining  the  privilege  < 
theatres  in  order  to  book  attractions  therein,  and  in  connection  therewith  ai 
desirous  of  securing  the  exclusive  right  to  book  the  aforesaid  theatre  and  pint, 
attractions  therein  ;  and. 
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Whereas,  it  is  essential  to  the  parties  of  the  second  part  undertaking,  at 
ie  request  of  the  party  of  the  first  part,  the  booking  of  said  theatre,  that  the 
ght  to  book  the  same  be  exclusive  and  continuous  for  the  period  of  this 
mtract ; 

Now,  Therefore,  In  consideration  of  the  premises  and  the  sum  of  One  Dollar, 
wful  money  of  the  United  States,  by  each  of  the  parties  hereto  to  the  other 
i  hand  paid,  the  receipt  of  which  is  hereby  acknowledged,  and  the  covenants 
id  promises  herein  contained,  it  is  agreed  as  follows : 

First:  The  party  of  the  first  part  hereby  gives  and  grants  unto  the  parties 
:  the  second  part  the  sole  and  exclusive  right  and  privilege  for  the  term  of 
Lteen  years,  beginning  on  or  about  August  1,  1918,  to  engage  all  plays  and 
;tractions  for,  and  to  book  plays  and  attractions  at,  the  aforesaid  theatre, 
lown  as  the  Detroit  Opera  House,  situated  in  the  City  of  Detroit,  State  of 
iehigan. 

Second  :  The  party  of  the  first  part  hereby  agrees  to  accept  and  play  at  said 
leatre  such  attractions  as  the  parties  of  the  second  part  may  engage,  book  or 
mtract  for  him,  and  at  such  times  as  so  booked;  subject,  however,  to  the 
mediate  approval  or  disapproval,  in  good  faith,  of  the  party  of  the  first  part. 
Third:  The  parties  of  the  second  part  are  hereby  given  the  full,  exclusive 
id  sole  control  of  the  bookings  for  said  theatre  during  the  aforesaid  term, 
id  agree  to  use  their  best  efforts  to  book  proper  and  suitable  attractions  at 
id  theatre  during  the  term,  and  to  use  their  best  efforts  to  keep  the  time 
operly  filled  during  the  theatrical  season,  as  warranted  by  the  business ;  and 
;ree  not  to  book  any  attractions  in  any  other  theatre  in  said  city  during  the 
istence  of  this  agreement. 

Fourth:  The  party  of  the  first  part  agrees  not  to  book  or  play  any  attrae- 
>ns  at  said  theatre  except  such  as  are  engaged  by  or  through  the  parties  of 
e  second  part ;  and  the  party  of  the  first  part  agrees  to  submit  all  applications, 
ritten  or  verbal,  for  time  at  said  theatre,  to  the  parties  of  the  second  part, 
id  that  he  will  not  book  any  attractions  of  said  theatre  without  the  consent 
the  parties  of  the  second  part. 

Fifth  :  The  party  of  the  first  part  agrees  to  pay  to  the  parties  of  the  second 
rt,  in  lieu  of  salary,  and  solely  as  compensation  for  their  co-operation  and 
'■vices,  as  aforesaid,  a  yearly  compensation  which  shall  be  a  sum  measured  by 
d  equal  to  forty  (40%)  per  cent  of  the  profits  during  the  aforesaid  term, 
id  compensation  to  be  paid  at  the  close  of  each  theatrical  season. 

Sixth:  It  is  understood  and  agreed  that  the  earnings  of  said  theatre  each 
ar  shall  be  ascertained  by  deducting  from  the  receipts  of  said  theatre  during 
eh  year  the  annual  rental,  which  the  said  party  of  the  first  part  has  to  pay 
r-  said  theatre  each  year,  and  >ueh  other  expenses  incidental  to  the  running 
said  theatre,  to-wit :  light,  heat,  advertising,  license,  salaries  of  staff  in 
int  of  house,  orchestra,  stage  hands  and  such  expenses  incidental  in  carrying 
t  contracts  made  with  the  attractions  playing  in  said  theatre. 

Seventh  :  The  party  of  the  first  part  agrees  to  do  every  thing  in  his  power 
run  said  theatre  as  economically  as  possible. 

Eighth  :  This  agreement  shall  not  in  any  manner  constitute  or  be  construed 
a  partnership  between  the  parties  hereto,  and  the  parties  of  the  second  part 
all  not,  in  any  way,  be  liable  or  responsible  for  the  payments  of  any  sums 
money,  debts,  contracts  or  other  obligations  in  the  operation  of  said  theatre 
its  business,  or  the  performance  of  the  contracts  made  by  the  parties  of  the 
ond  part  for  the  party  of  the  first  part;  but  the  payment  of  the  compensa- 
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tion  hereinbefore  agreed  is  to  be  paid  to  the  parties  of  the  second  part  for  the 
services  and  cooperation  in  hooking  attractions  for  said  theatre,  as  aforesah 

Ninth  :  Settlements  under  this  agreement  shall  be  made  annually  on  tt 
first  day  of  June  of  each  year,  and  in  the  event  of  any  loss  during  any  specif 
year,  said  loss  is  not  to  be  carried  as  an  item  against  the  following  year,  bi 
each  year’s  business  is  to  stand  for  itself. 

Tenth  :  The  party  of  the  first  part  agrees  to  keep  just  and  true  books  c 
account,  in  which  there  shall  be  entered  in  detail,  all  receipts  of  said  tlieatr 
as  well  as  all  expenses  in  the  operation  thereof  during  the  term  of  this  agre< 
ment ;  and  true  vouchers  of  each  and  every  expense  shall  be  kept,  which  book 
and  vouchers  shall  at  all  times  be  accessible  to  the  parties  of  the  second  pai 
and  their  representatives,  who  shall  be  permitted  to  make  copies  thereof  an 
extracts  therefrom. 

Eleventh  :  The  party  of  the  first  part  shall  send  to  the  parties  of  the  secon 
part  weekly  complete  statements  of  receipts  and  expenditures,  and  at  the  en 
of  each  season  a  complete  statement  of  the  receipts  and  expenditures. 

Twelfth  :  The  party  of  the  first  part  is  not  to  make  any  charge  against  c 
deductions  from  the  profits  of  the  said  theatre  for  any  improvements  said  part 
of  the  first  part  may  make  on  said  building,  inside  or  outside ;  it  being  undei 
stood  that  the  cost  of  replacing  carpets,  chairs,  and  other  furniture  in  sai 
theatre  when  required  may  be  charged  as  an  expense  in  the  operation  of  sai 
theatre. 

Thirteenth  :  If  for  any  reason  this  contract  is  violated  before  its  expiratioi 
by  the  party  of  the  first  part,  or  is  terminated,  he  hereby  gives  the  parties  c 
the  second  part  the  right  and  authority,  at  their  option,  to  cancel  all  attraction 
(and  contracts  therefor)  booked  for  the  unexpired  term  of  this  agreemen 
without  waiving,  however,  any  other  rights  or  remedies  in  the  premises,  whic 
said  parties  of  the  second  part  may  have. 

Fourteenth  :  This  agreement  shall  apply  to  and  bind  the  executors,  admini- 
trators  and  assigns  of  the  party  of  the  first  part,  and  all  persons  managin: 
operating  or  controlling  the  said  theatre. 

About  June  4, 1918,  the  petitioner  acquired  from  Whitney  a  certai 
5-year  leasehold,  beginning  August  1,  1918,  covering  a  theatre  build 
ing  now  known  as  the  “  New  Detroit  Opera  House  "  and  then  know] 
as  the  “  Lyceum  Theatre  ?*  located  at  Detroit,  Mich.  The  petitione 
issued  to  Whitney  for  the  leasehold  $50,000  par  value  of  its  capita 
stock.  The  lease  was  dated  June  5,  1918,  and  was  between  Elizabetl 
Frelinghuysen  of  Tuxedo,  N.  Y.,  designated  as  party  of  the  first  part 
and  Whitney,  party  of  the  second  part.  A  preliminary  agreement  t 
execute  the  lease  had  been  entered  into  between  these  parties  oi 
April  25,  1918.  £  j 

The  leased  premises  are  described  as  follows: 

*  *  *  The  building  known  as  the  Lyceum  Theatre,  situated  upon  the  rea 

of  Lots  G,  II,  I,  J,  K.  L  and  M.  Subdivision  D  of  the  West  part  of  Bloc 
Seven  (7),  Brush  Farm,  on  the  East  side  of  Randolph  Street,  City  of  Detroit 
State  of  Michigan,  including  the  entrance  to  said  Lyceum  Theatre,  182  Ran 
dolph  St.,  the  cellar  underneath  and  the  manager’s  office  over  said  entrant1* 
and  including  also  the  two  stores  known  as  Nos.  184  and  194  Randolph  St 
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Detroit,  together  with  the  basement,  ground  floor  and  the  first  floor  above  said 
stores,  together  with  the  boilers,  steam  heating  apparatus,  chairs,  electric 
light  and  gas  fixtures,  and  apparatus,  the  stage  fixtures,  machinery  and 
scenery  now  in  said  premises  belonging  to  said  first  party. 

The  lease  provided  foT  a  total  rental  for  the  5-year  period  of 
$81,000,  payable  in  equal  monthly  installments  of  $1,350  each  on  the 
first  day  of  each  month  in  advance,  commencing  August  1,  1918. 
The  lessee  was  to  pay  all  water  rents  on  the  premises,  all  charges 
for  gas  and  electricity  and  for  the  theatrical  license. 

The  lease  also  provided  that: 

Said  demised  premises  are  to  be  used  exclusively  for  theatrical  purposes, 
and  the  said  second  party  shall  conduct  the  same  as  a  first  class  theatre, 
producing  Klaw  &  Erlanger’s  and  other  first  class  attractions. 

An  almost  identical  provision  was  contained  in  the  preliminary 
agreement  of  April  25,  1918. 

Under  the  lease,  the  party  of  the  second  part  had  the  option  of  a 
5-year  renewal  upon  the  giving  of  proper  notice.  The  lease  also 
contained  provisions  relating  to  the  manner  of  determining  the 
amount  of  rental  for  the  period  of  renewal  in  event  the  parties  were 
unable  to  agree. 

In  the  preliminary  agreement,  dated  April  25,  1918,  A.  L.  Erlanger 
agreed  to  guarantee  the  performance  of  such  covenants  of  the  lease 
as  were  binding  on  the  lessee  and  signed  the  following  provision  at 
the  end  of  the  lease  dated  June  4,  1918 : 

In  consideration  of  the  letting  of  the  premises  in  the  foregoing  instrument 
described,  and  for  the  sum  of  One  Dollar  to  me  paid,  I  do  hereby  become  surety 
for  the  punctual  payment  of  the  rent,  and  performance  of  the  covenants  in 
said  instrument  mentioned,  to  be  paid  and  performed  by  the  party  of  the  second 
part  therein  named ;  and  if  any  default  shall  at  any  time  be  made  therein,  I 
do  hereby  promise  and  agree  to  pay  unto  the  party  of  the  first  part  named  in 
said  instrument,  the  said  rent  and  arrears  thereof  that  may  be  due,  and  fully 
satisfy  the  conditions  and  covenants  of  said  instrument  and  to  pay  all  damages 
that  may  occur  by  reason  of  the  non-fulfillment  thereof,  without  requiring 
notice  or  proof  of  the  demand  to  be  given  or  made. 

Prior  to  the  organization  of  the  petitioner  and  its  acquisition  of 
the  lease  on  what  was  then  known  as  the  “  Lyceum  Theatre  ”  and 
now  known  as  the  “  New  Detroit  Opera  House,”  Whitney  and  others 
had  operated  the  Detroit  Opera  House,  located  at  IT  Campus,  Detroit, 
and  about  Sy2  blocks  away.  Whitney  had  to  give  up  the  Detroit 
Opera  House  because  the  building  had  been  sold  and  it  Avas  planned 
by  the  purchaser  that  a  department  store  building  be  erected  on  the 
site  of  it.  On  account  of  war  conditions,  the  construction  of  the 
new  building  Avas  never  begun.  About  1920  the  theatre  building  Avas 
leased  by  the  Shuberts  and  David  Nederlander  and  is  hoav  being  used 
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for  legitimate  stage  productions.  At  the  time  Whitney  gave  up  the 
Detroit  Opera  House,  the  “  Lyceum  Theatre,'5  now  the  “  New  Detroit 
Opera  House,55  at  182  Randolph  Street,  was  the  only  available  loca¬ 
tion  suitable  to  his  purposes.  A  rental  of  $25,000  per  year  was  paid 
for  the  Detroit  Opera  House,  which  had  only  about  one-half  the 
capacity  of  the  “  New  Detroit  Opera  House.55 

Sam  Levey  and  one  Gillingham  had  been  associated  with  Whitnev 
in  the  operation  of  the  theatre  at  the  Detroit  Opera  House,  which 
Whitney  had  been  operating  for  over  20  years.  Prior  to  that  time 
Whitney  had  operated  a  theatre  alone  and  also  in  partnership  with 
his  father  and  E.  D.  Stair.  About  1875  Whitney’s  father  entered 
the  theatrical  business  in  Detroit,  presenting  legitimate  stage  produc¬ 
tions,  and,  when  about  six  or  seven  years  old,  Whitney  started  in  with 
his  father  by  passing  programs.  From  that  beginning,  Whitney 
worked  up  through  the  various  phases  of  the  business. 

Klaw  &  Erlanger  are  the  representatives  for  the  booking  or  circuit 
contracting  for  such  producers  as  Ziegfeld,  Dillingham,  Belasco, 
Cohen,  Harris,  Tyler,  George  White,  and  others.  Klaw  &  Erlanger 
have  had  priority  on  the  best  producers  ever  since  they  have  been  in 
business  and  are  one  of  the  principal  booking  agencies  or  distributors 
of  the  country.  It  was  because  of  that  fact  that  the  lessor  had  the 
provision  inserted  in  the  lease  restricting  the  use  of  the  theatre  to  the 
productions  of  Klaw  &  Erlanger  and  other  first-class  attractions. 

The  attractions  presented  by  the  petitioner  after  June  4,  1918.  were 
obtained  under  the  contract  from  the  Erlanger  Booking  Exchange. 
Klaw  &  Erlanger  had  similar  arrangements  with  certain  other  indi¬ 
viduals  in  other  cities  such  as  Cleveland,  Baltimore,  Washington. 
Columbus,  Indianapolis,  and  Toronto,  Canada.  In  practically  every 
town  or  city  of  an}r  size  throughout  the  United  States  and  Canada 
they  either  have  such  an  arrangement  or  have  their  own  theatre, 
which  gives  them  a  complete  circuit  throughout  the  United  States 
and  Canada  for  the  presentation  of  the  theatrical  attractions  which 
they  control. 

The  only  other  organization  which  controls  the  booking  of  legiti¬ 
mate  stage  attractions  for  a  similar  circuit  of  theatres  is  the  Shu- 
berts.  The  Shuberts  produce  a  considerable  number  of  their  attrac¬ 
tions  and  take  care  of  some  producers  that  Klaw  &  Erlanger  can 
not  handle.  Most  of  the  attractions  obtained  by  the  petitioner 
under  the  contract  with  Klaw  &  Erlanger  had  had  a  long  season  in 
New  York  before  going  on  the  road  and  appearing  in  the  provincial 
cities,  as  they  were  called.  Some  of  the  attractions  obtained  by  the 
petitioner  through  Klaw  &  Erlanger,  such  as  the  “Follies”  or  the 
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“  Scandals,”  were  annual  attractions,  whereas  others  came  about 
every  two  years. 

For  several  years  Whitney  and  his  father  had  been  exhibiting 
Klaw  &  Erlanger  attractions  under  similar  arrangements  with  that 
firm.  Their  relations  with  Erlanger  have  always  been  very  friendly 
and  intimate  and  the  franchise  was  given  to  Whitney  because  of 
these  relations,  the  services  or  favors  rendered  by  him  over  a  period 
of  30  years,  including  those  rendered  during  the  early  days  of  the 
Klaw  &  Erlanger  syndicate,  as  well  as  for  the  present  and  future 
advantages  and  benefits  expected  from  such  an  arrangement.  Er¬ 
langer  always  in  the  past  had  favored  Whitney  over  others  in  the 
granting  of  the  franchise. 

Various  attempts  were  made  by  others  to  obtain  from  Klaw  & 
Erlanger  the  franchise  obtained  by  Whitney  and  turned  over  to  the 
petitioner.  In  1917,  when  a  rumor  was  current  in  Detroit  that 
Whitney  would  be  unable  to  obtain  a  renewal  of  the  franchise, 
Erlanger  assured  him  that,  regardless  of  who  desired  to  obtain  the 
franchise,  he  (Whitney)  could  have  it  as  long  as  he  wished. 

Whitney  paid  no  cash  bonus  for  the  lease  on  the  Kew  Detroit 
Opera  House,  but  was  able  to  get  it  at  the  rental  agreed  upon  because 
the  house  had  been  used  previously  for  the  operation  of  a  cheaper 
priced  theatre  and  the  lessor  anticipated  that  with  the  Klaw  &  Er¬ 
langer  attractions  being  shown  in  it  its  value  as  well  as  that  of  the 
neighboring  property  wTould  be  increased.  The  lessor’s  anticipations 
were  realized,  as  rents  all  around  the  theatre  were  practically 
doubled  wdien  the  petitioner  began  operating  under  the  Klaw  & 
Erlanger  franchise.  The  petitioner,  with  its  Klaw  &  Erlanger 
attractions,  catered  to  that  class  of  the  public  which  is  less  limited 
in  its  spending,  while  the  other  operators  ( atered  to  those  who  were 
more  limited  in  their  spending. 

It  would  not  have  been  possible  for  the  lessor  to  have  leased  to 
another  with  as  high-class  attractions,  since  there  were  no  other 
franchises  obtainable  except  the  Shuberts,  who  were  already  taken 
care  of  in  their  own  theatre.  From  time  to  time  Whitney  was 
approached  with  offers  to  purchase  the  lease  and  franchise.  Levey 
and  Gillingham  wanted  to  continue  in  business  with  him  and  to  buy 
it,  but  he  would  not  entertain  any  offers  at  that  time. 

In  1921  Whitney,  finding  it  necessary  to  obtain  additional  funds, 
sold  375  shares  of  his  stock  in  the  petitioner  corporation  to  Levey 
and  Falk  at  par  for  cash.  Levey  would  have  paid  more  than  par 
if  he  could  have  secured  control  of  the  corporation. 
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The  petitioner’s  balance  sheets  were  as  follows  at  the 
indicated : 


dates 


June  15,  1918 

Capital  stock . . 

Klaw  &  Erlanger  franchise. 

Lease _ 

Bank. . . . 


August  31,  1919 
Capital  stock. 


Klaw  &  Erlanger  franchise. 
Reserve  for  d  e  p  r  e  c  i  a  - 
tion — Same . . . 

90,000.00 

Lease  _  ..  ..  _ 

50, 000. 00 

Reserve  for  deprecia¬ 
tion — Same _  _ 

Improvements,  leased 
premises _ _ 

20,  006.  41 

Reserve  for  deprecia- 
tion — Same. . . 

Carpets  ...  ...  .  .  .  - 

559.50 

Surplus  _ _ _ 

E.  M.  Freylinghuvsen 

Bills  payable 

Rent..  . . .  . 

1,350.00 
44, 306.  71 
769.88 

B.  C.  Whitney 

Bank  . . .  .....  .  . 

Box  office  and  cash _ 

Klaw  &  Erlanger _ 

Gregory  Mayer  &  Thom. 

Mrs.  B.  C.  Whitney _ 

R.  B.  Potter . . 


August  31,  1920 

Capital  stock . . 

Klaw  &  Erlanger  franchise. 
Reserve  for  Deprecia¬ 
tion — Same . . 

Lease... . . . 


ASSETS 


LIABILITIES 


$90,  000. 00 
50,  000.  00 
10,  000.  00 


.  $150,  000.  00 


150,000.00  150,000.00 


150,  000.00 
6,  000.00 
10, 000. 00 


206, 992.  50 


90,  000.  00 
’  50,’  000.’  66’ 


4,001.28 


155.  71 
4,  050.  00 
25,  950. 00 


3,291.51 
3,  281.  86 
196.50 
32.  82 
32.  82 


206,  992.  50 


150,  000.  00 

12, 000.00 


August  31,  1920—  Con. 

Reserve  for  Deprecia¬ 
tion — Same . . 

Improvements,  leased 

premises . 

Reserve  for  deprecia¬ 
tion — Same . . 

Surplus  1. . 

E.  M.  Freylinghuysen _ 

Bills  payable _ _ _ 

Rent . . . 

B.  C.  Whitney . . 

Bank. . . . . 

Box  office  and  cash . . 

Goldberg  &  Jaginaw _ 

Leon  Krim . . . 

Gregory  Mayer  &  Thom.. 

Mrs.  B.  C.  Whitney _ 

R.  B.  Potter . . 


August  31,  1921 

Capital  stock _ 

Distribution,  capital  assets. 
Klaw  &  Erlanger  franchise. 
Reserve  for  deprecia¬ 
tion — Same . . 

Lease _ _ _ _ _ 

Reserve  for  deprecia¬ 
tion— Same . . 

Improvements,  leased 

premises. . . 

Reserve  for  deprecia¬ 
tion — Same . 

Surplus. . . . 

Bills  payable . . 

B.  C.  Whitney . 

Bank . . . . 

Box  office  and  cash _ 


ASSETS 


$20,  006.  41 


1,350.00 
65,  849.  62 
157. 16 
523.  78 
750.00 


126.  08 


228,  763.  06 


60, 000.00 
90,  000.00 


50, 000.00 


20,  006.  41 
”l, "212.01 


4,  603.  62 
124.  85 


LIABILITIES 


$20, 000.  00 


8,  002.  56 
10,  974.  86 
1,350.00 
22,  800. 00 


2,  000.00 


32.  82 
32.82 


228,  763.  06 


150,  000.00 


18, 000. 00 
30,  000.  00 


12,  003. 84 

is,"  600.01 


343. 05 


225,  946.  89 


225, 946.  89 


Whitney  devoted  practically  his  entire  time  to  the  business  of  the 
petitioner  during  the  years  involved  in  this  proceeding.  For  the 
year  ended  August  31,  1919,  he  received  a  salary  of  $4,000  and  for 
the  year  ended  August  31,  1920,  his  salary  was  $10,000  and  his  com¬ 
missions  amounted  to  $7,072.33. 

In  his  determination  of  the  deficiencies  involved  in  this  proceed¬ 
ing  the  respondent  has  refused  to  include  in  petitioner’s  invested 
capital  the  amounts  of  $90,000  and  $50,000,  representing  the  par 
value  of  stock  issued  for  the  franchise  and  the  leasehold,  respectively. 
He  has  also  refused  to  allow  as  deductions  for  exhaustion  of  the 
franchise  and  the  leasehold  the  amounts  of  $6,000  and  $10,000, 
respectively. 

The  petitioner's  net  earnings  without  the  deductions  for  exhaustion 
of  leasehold  and  franchise  were  as  follows: 


Year  ended  August  31,  1919 _ $21,078.53 

1920 _  27,  826.  33 


The  only  dividend  paid  by  the  petitioner  during  the  taxable  years 
was  that  of  $4,922.82  paid  on  August  11,  1919. 
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The  stock  issued  for  the  franchise  and  the  leasehold  had  values  of 
90,000  and  $50,000,  respectively  at  the  time  of  issuance. 

OPINION. 

Trammell:  The  petitioner  concedes  that  this  case  comes  within  the 
revisions  of  section  331  of  the  Revenue  Act  of  1918,  but  contends 
lat  it  is  entitled  to  include  in  its  invested  capital  the  amount  of 
90,000,  representing  the  par  value  of  the  stock  issued  to  Whitney  for 
le  Klaw  &  Erlanger  franchise  which  was  given  to  Whitney  as  a 
onus  for  services  or  favors  rendered  by  him  over  a  period  of  30 
ears,  on  the  ground  that  that  amount*  represented  the  cost  to  the 
revious  owner.  It  is  urged  that  the  value  of  the  franchise  was  pre- 
imabiy  the  value  of  the  services,  and  that  such  value  represented 
ie  cost  of  the  franchise  to  Whitney.  The  evidence  shows  that  Klaw 
Erlanger  considered  that  it  was  a  valuable  asset  to  them  for 
Tiitney  to  have  their  franchise.  The  evidence  shows  that  it  is  the 
ilicy  of  Klaw  &  Erlanger  to  continue  their  franchises  with  the  same 
idividuals  in  each  town.  Whitney  testified  that  the  franchise  was 
mded  down  to  him  for  practically  the  services  rendered  in  the  early 
iys  of  the  formation  of  the  Klaw  &  Erlanger  syndicate  and  because 
•  his  long  and  friendly  association  with  Erlanger.  He  also  stated 
.at  he  regarded  the  franchise  in  the  nature  of  a  bonus  for  services 
■  favors  rendered  over  a  period  of  30  years.  No  evidence  was 
Fered  to  show  the  nature  or  the  extent  of  the  services  rendered  by 
hitney  or  the  value  of  such  services.  While  Whitney  miffht  have 
garded  the  lease  as  a  bonus  for  past  services  or  favors,  Klaw  & 
danger  might  have  regarded  it  otherwise  and  considered  it  to  be  an 
rangement  which  would  bring  future  favors,  services  and  profits, 
om  a  consideration  of  all  the  evidence  we  are  not  convinced  that 
e  franchise  was  given  to  Whitney  entirely  for  past  services,  but 
'at  other  considerations  entering  into  the  transaction  were  the 
■esent  advantages  to  be  derived  by  Klaw  &  Erlanger,  the  future 
ne  its  which  they  expected,  the  custom  of  continuing  franchises 
1  ce  given,  and  the  long  and  friendly  associations  between  Whitney 
d  Erlanger.  In  view  of  this  fact,  we  can  not  find  that  Whitney 
iquired  the  franchise  for  services  or  that  the  value  of  the  franchise 
1  represented  by  the  services  rendered.  This  being  true,  the  fran- 
:  ise  had  no  cost  to  Whitney  within  the  meaning  of  section  331  which 
aid  be  included  in  the  petitioner’s  invested  capital. 

Inasmuch  as  the  petitioner  admits  in  its  brief  that  the  lease  coet 
hitney  nothing,  and  that  it  can  not  be  included  in  invested  capital 
der  the  provisions  of  section  331  of  the  Revenue  Act  of  1918,  at 
y  value,  consideration  of  the  action  of  the  respondent  in  excluding 
ds  item  from  invested  capital  is  unnecessary. 
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The  petitioner  contends  that  if  the  value  of  the  franchise  does  no 
represent  its  cost  to  Whitney,  it  is  impossible  to  determine  its  exac 
cost  and  this  would  bring  the  petitioner  within  the  provisions  of  sec 
tion  327  (a),  entitling  it  to  the  right  of  having  its  tax  liabilit 
computed  under  the  provisions  of  section  328. 

It  is  also  alleged  that  because  of  abnormalities  in  its  income  an 
invested  capital  for  each  of  the  years  the  petitioner’s  profits  tax  fo 
each  year  should  be  computed  under  the  provisions  of  section  328. 

From  the  evidence,  we  are  satisfied  that  the  lease  and  franchis: 
acquired  by  the  petitioner  for  stock  were  worth  $140,000,  the  fran 
chise  being  worth  $90,000  and  the  lease  $50,000.  This  amount  i 
excluded  from  invested  capital  under  section  331.  In  other  words) 
all  the  petitioner’s  assets  which  it  acquired  for  stock  were  exclude* 
from  invested  capital  and  its  invested  capital  is  based  on  only  th 
amount  of  $10,000  which  is  represented  by  cash  paid  in.  While  th 
exclusion  of  any  amount  from  invested  capital  by  section  331  in  an< 
of  itself  does  not  create  an  abnormality  under  section  327,  when  such  ; 
large  percentage  of  the  value  of  assets  acquired  for  stock  is  excluded 
we  think  that  the  case  is  brought  within  the  scope  of  section  327. 

From  a  consideration  of  all  the  evidence,  we  are  of  the  opinion  tha 
the  stock  issued  by  the  petitioner  for  the  franchise  had  a  value  of  a 
least  $90,000  at  the  time  issued  and  that  the  stock  issued  for  the  leas 
had  a  value  of  at  least  $50,000  at  the  time  of  issuance.  For  each  yea 
the  petitioner  is  entitled  to  deductions  of  $G,000  and  $10,000  repre 
senting  exhaustion  of  franchise  and  leasehold,  respectively. 

Reviewed  by  the  Board. 

Further  'proceedings  will  be  had  under  Rule  62  (e) 


Mrs.  Niels  (Mellie)  Esperson,  Executrix,  Estate  of  Niel: 

Esperson,  Petitioner,  v.  Commissioner  of  Internal  Revenue 

Respondent. 

•  Docket  No.  7377.  Promulgated  September  27,  1928. 

1.  The  evidence  is  insufficient  to  justify  the  conclusion  that  a 
“  written  request  ”  had  been  made  by  an  “  executor,  administrator, 
or  other  fiduciary  representing  the  estate”  of  the  decedent  which 
would  start  running  the  one-year  statutory  period  provided  in  sec¬ 
tion  250(d),  Revenue  Act  of  1921,  with  respect  to  income  received 
during  the  lifetime  of  the  decedent. 

2.  Purported  sale  of  stock  by  decedent  for  the  purpose  of  estab¬ 
lishing  a  loss  for  income-tax  purposes,  held  not  to  have  been  a  bona 
fide  sale. 

B.  F.  Louis ,  Esq.,  for  the  petitioner. 

Bmce  A.  Low ,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  in  income  tax  agains 
the  estate  of  Niels  Esperson,  deceased,  for  1920  and  1921,  in  th< 
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amounts  of  $1,627.94  and  $59,791.41,  respectively.  The  executrix 
urges : 

(1)  That  the  Commissioner  was  and  is  without  authority  to  assess 
a  tax  against  the  Niels  Esperson  estate,  by  reason  of  the  fact  that  the 
executrix  made  request  for  the  immediate  determination  of  the  tax 
due  by  said  estate,  as  provided  for  in  section  250(d)  of  the  Revenue 
Act  of  1921,  and  that  the  Commissioner  failed  to  determine  the  same 
within  one  year  thereafter,  and  hence  the  assessment  of  such  is  barred 
by  limitation. 

(2)  That  the  Commissioner  erred  in  refusing  to  allow  a  deduction 
from  gross  income  of  one-half  of  $163,033.34  as  a  loss  on  the  sale  of 
3,100  shares  of  Invincible  Oil  Corporation  stock,  the  Commissioner 
claiming  that  such  alleged  sale  was  not  in  fact  a  bona  fide  sale.  This 
issignment  is  made  only  in  the  alternative  in  the  event  it  be  held  that 
he  assessment  of  the  tax  is  not  barred  bv  limitation. 

t/ 

FINDINGS  OF  FACT. 

Niels  Esperson  died,  testate,  October  21,  1922.  In  pursuance  of  the 
erms  of  his  will,  which  was  duly  probated,  Mellie  Esperson,  his 
vidow,  was  appointed  executrix  of  that  will  and  qualified  as  such. 

In  due  time,  Niels  Esperson  filed  his  tax  return  for  the  year  1921, 
n  which  he  took  a  deduction  from  gross  income  of  one-half  the 
oss  on  the  sale  of  7,700  shares  of  stock  of  the  Invincible  Oil  Corpo- 
ation.  After  Esperson’s  death  there  existed  a  controversy  between 
he  Commissioner  and  the  executrix  in  regard  to  the  amount  of  taxes 
lue  by  Esperson  for  the  years  1917  to  1920,  inclusive,  and  the 
xecutrix  had  employed  Mattison  &  Black  of  New  York  City  to 
epresent  her  in  her  income-tax  matters.  Mattison  &  Black  had  asso- 
iated  with  them  in  various  tax  matters,  George  V.  Newton.  After 
^person’s  death,  Newton  with  Mattison,  was  in  Houston,  Tex.,  and 
ras  introduced  by  Mattison  to  Mrs.  Niels  (Mellie)  Esperson,  and 
ogether  talked  over  the  tax  matters.  Mattison  informed  Mrs.  Esper- 
on  that  Newton  would  probably  have  charge  of  such  matters  for 
ier,  to  which  she  offered  no  objection. 

Newton,  from  the  date  of  October  26,  1913,  to  March  31,  1921, 
v  as  in  and  connected  with  the  Bureau  of  Internal  Revenue  in  various 
apacities  such  as  head  of  the  Administrative  and  Audit  Division, 
)eputy  Commissioner,  and  other  positions.  He  was  well  acquainted 
'ith  the  personnel  and  the  operations  in  the  Bureau  of  Internal 
tevenue.  During  1923,  1924,  and  1925,  he  held  many  conferences 
-ith  officials  in  that  Bureau  concerning  various  income-tax  cases, 
^eluding  the  Esperson  cases. 
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Beginning  on  January  7,  1924,  the  following  correspondence  took 
place : 

George  V.  Newton, 

11/1  Broadway,  New  York,  January  7,  192'/. 

Mr.  J.  G.  Bright, 

Deputy  Commissioner  of  Internal  Revenue, 

Washington,  D.  C. 

Dear  Mr.  Bright:  Under  dale  of  November  3,  1923,  a  letter  was  addressed 
by  the  Bureau  of  Internal  Revenue  to  Mr.  Niels  Esperson,  Deceased,  1702 
Main  Street,  Houston,  Texas,  (IT:NR:F-3  &  PN-1378-App),  showing  the  ad¬ 
justment  of  the  income  tax  of  him  and  his  wife  for  the  years  1917  and  1918. 

Mr.  Esperson  died  October  20,  1922. 

A  revenue  agent  has  made  an  examination  of  his  books  and  accounts  cover¬ 
ing  the  years  1917  to  1920  inclusive.  In  view  of  the  fact  that  the  Estate  Tax 
due  from  the  Estate  of  Mr.  Esperson  cannot  be  definitely  determined  until  the 
amount  of  additional  income  taxes  is  ascertained,  cannot  an  audit  of  his  re¬ 
turns  for  the  years  1919,  1920,  1921  and  that  portion  of  the  year  1922  in  which 
he  died,  be  made  at  once? 

Thanking  you  for  any  courtesy  you  can  extend,  I  am, 

Very  truly  yours,  (Signed)  George  V.  Newton. 


Treasury  Department, 
Washington,  January  12,  1924. 

Mr.  George  V.  Newton, 

11/1  Broadway,  New  York,  New  York. 

Dear  Mr.  Newton  :  Reference  is  made  to  your  letter  dated  January  7,  1924, 
in  which  you  request  that  an  immediate  audit  be  made  of  the  returns  of  Mr. 
Niels  Esperson,  deceased,  1702  Main  Street,  Houston,  Texas,  covering  the  years 
1917  to  1922,  inclusive. 

The  above-mentioned  case  will  be  given  immediate  consideration  under  the 
provisions  of  Section  250  (d)  Revenue  Act  of  1921,  and  the  determination  of 
the  tax  liability  will  be  made  as  soon  as  possible. 

Very  truly  yours,  (Signed)  J.  G.  Bright, 

Deputy  Commissioner. 


April  22.  1925. 

Estate  of  Niels  Esperson, 

1611  Carter  Building,  Houston,  Texas. 

Sir:  An  audit  of  your  income  tax  returns  for  the  years  1920,  1921  and  1922 
discloses  an  additional  tax  of  $137,174  06,  as  shown  in  the  attached  statement. 

You  are  granted  30  days  from  the  date  of  this  letter  within  which  to  present 
a  protest,  supported  by  addit  onal  evidence  or  brief,  against  this  determination 
of  a  deficiency.  Upon  request  submitted  within  the  period  mentioned,  you  will 
also  be  granted  a  hearing  in  the  Bureau  with  reference  to  the  matter.  A 
request  for  a  hearing  should  contain  (a)  the  name  and  address  of  the  tax¬ 
payer;  (b)  in  the  case  of  a  corporation,  the  name  of  the  State  of  incorporation, 
(c)  a  designation  by  date  and  symbol  of  the  notice  or  notices  with  respect  to 
which  the  hearing  is  desired;  (d)  a  designation  of  the  year  or  years  involved 
and  a  statement  of  the  amount  of  tax  in  dispute  for  each  year;  (e)  an  itemized 
schedule  of  the  findings  of  the  Unit  to  which  the  taxpayer  takes  exception;  ami 
(f )  a  summary  statement  of  the  grounds  upon  which  the  taxpayer  relies  in  con¬ 
nection  with  each  exception. 
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If,  after  consideration  of  any  additional  evidence  submitted  and  any  argu¬ 
ments  advanced  by  you,  a  deficiency  is  finally  determined  by  tlie  Bureau  to  be 
due  from  you,  you  will,  in  accordance  with  the  provisions  of  Section  274  of  the 
Revenue  Act  of  1924  be  advised  by  registered  mail  of  the  final  determination  of 
the  Commissioner  as  to  the  amount  of  the  deficiency,  and  allowed  GO  days  from 
the  mailing  of  the  letter  in  which  to  file  an  appeal  to  the  Board  of  Tax  Appeals 
ji  the  event  you  do  not  acquiesce  in  such  final  determination. 

If  you  acquiesce  in  the  determination  of  a  deficiency  as  disclosed  in  this  letter 
md  the  accompanying  statements,  you  are  requested  to  sign  the  enclosed  agree- 
nent  consenting  to  the  assessment  cf  such  deficiency,  and  forward  it  to  the 
Jommissioner  of  Internal  Revenue,  Washington,  D.  C.,  for  the  attention  of 
IT :  PA :  4,  FHB-403.  In  the  event  that  you  acquiesce  in  a  part  of  the  deter- 
nination,  the  agreement  should  be  executed  with  respect  to  the  items  agreed  to. 

Respectfully,  (Signed)  J.  G.  Bright, 

Deputy  Commissioner. 


Statement 


April  22,  1925, 

In  re:  Estate  of  Niels  Esperson,  1611  Carter  Building,  Houston,  Texas. 


Deficiency  in  Tax. 

Year  1920 _ 

Year  1921  _ 

Period  Jan.  1  to  Oct.  21,  1922 _ 


$1,  627.  94 
64,  600.  46 
70,  945.  66 


Total -  137,174.06 

The  Revenue  Agent’s  report  dated  July  22,  1924,  a  copy  of  which  was  fur- 
islied  the  Estate,  has  been  reviewed  and  approved  by  this  office  with  the 
xception  that  for  1921  the  total  tax  assessable  is  $89,077.91  on  the  community 
lopeity  basis  as  shown  on  the  report.  Since  $24,477.45  has  been  assessed, 
lere  is  due  $64,600.46. 

Payment  should  not  be  made  until  a  bill  is  received  from  the  Collector  of 
uternal  Revenue  for  your  district,  and  remittance  should  then  be  made  to  him. 
An  office  audit  has  been  made  of  the  1920  returns  of  the  Estate  and  Mrs. 
[ellie  Esperson,  wherein  items  of  $1,066.67  cash  dividends  for  Mrs.  Esperson 
ud  taxes  of  $3,375.98  allowed  in  audit  of  1921  return  for  the  Estate  have  been 
Ided  to  total  net  income  of  $125,664.14  shown  in  the  Revenue  Agent’s  report 
ited  February  28,  1923,  resulting  in  net  income  of  $130,106.79,  one-half  of 
hicli  is  $65,053.39  for  Estate  and  Mrs.  Esperson.  Total  surtax  is  $19,233.10 

id  normal  tax  is  $9,575.18.  Since  $27,180.34  has  been  assessed,  there  is  due 

,627.94. 


r.  George  V.  Newton, 


Treasury  Department, 

Washington,  April  22,  1925. 


Washington,  D.  C. 

Sir:  There  is  enclosed  a  carbon  copy  of  a  letter  of  this  date  addressed  to 
e  taxpayer  whose  name  and  addresss  are  given  below.  This  copy  is  fur¬ 
led  in  accordance  with  the  authority  conferred  upon  you  by  the  taxpayer 
whom  the  original  letter  has  been  mailed. 

Respectfully,  j.  G.  Bright, 

Deputy  Commissioner. 
By :  C.  C.  Marsh, 

.  Chief  of  Section. 

'Name  and  address  of  taxpayer:  Estate  of  Niels  Esperson,  1611  Carter 
hiding,  Houston,  Texas. 


600 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(596 


Treasury  Department, 
Washington,  May  9,  1925. 

Mr.  George  V.  Newton, 

lJfl  Broadway,  New  York.  Neio  York. 

Sir  :  Reference  is  made  to  the  conference  recently  held  in  this  office  in  con 
nection  with  the  income  tax  liability  of  the  Estate  of  Niels  Esperson,  Houston 
Texas,  for  1920  and  1921. 

You  are  requested  to  submit  an  affidavit  showing  the  certificate  number} 
of  Invincible  Oil  Company  stock  purchased  in  October,  1921,  by  Gust  H.  Peter? 
and  Charles  W.  Brown,  following  the  sale  of  similar  stock  at  that  time  bj 
Mr.  Esperson. 

In  order  that  the  audit  of  this  case  may  be  completed  as  promptly  as  possi 
ble,  it  is  requested  that  the  additional  information  be  submitted  within  tei 
days  of  the  date  of  this  letter. 

Respectfully,  J-  O.  Bright, 

Deputy  Commissioner. 

By :  W.  B.  Ristig, 
Assistant  Head  of  Division. 

The  respondent  introduced  the  following  letter: 

George  Y.  Newton, 

lJtl  Broadway,  New  York,  February  16,  1925. 

Mr.  J.  G.  Bright, 

Deputy  Commissioner  of  Internal  Revenue , 

Washington,  D.  C. 

Dear  Sir  :  Under  date  of  July  1,  1924,  a  revenue  agent  made  a  report  on  hi* 
examination  of  the  returns  for  the  years  1921  and  for  the  period  of  January 
1,  to  October  21,  1923,  of  Niels  Esperson  (deceased)  and  wife,  of  Houston 
Texas,  in  which  he  recommended  an  additional  tax  of  $234,510.34. 

Mr.  Niels  Esperson  died  October  21,  1923,  and  before  his  Federal  Estatt 
tax  can  be  determined,  it  will  be  necessary  to  ascertain  his  income  tax  for  al 
years  up  to  the  date  of  his  death.  It  is  therefore  respectfully  requested  that 
the  audit  of  the  revenue  agent’s  report  be  started  at  once  in  order  to  adjust 
the  income  taxes  of  the  decedent  for  the  years  prior  to  his  death. 

If  it  is  the  policy  of  the  Income  Tax  Unit  to  grant  a  hearing  prior  to  the 
issuance  of  the  30  day  letter,  it  is  requested  that  the  undersigned.  dul> 
authorized  attorney  in  fact,  of  the  taxpayers  be  accorded  the  privilege  ol 
appearing  for  a  conference  on  a  date  designated  by  the  Unit. 

Respectfully,  Geo.  V.  Newton 

There  is  no  written  power  of  attorney,  from  the  executrix  t< 
Newton  in  the  files,  either  of  the  petitioner  or  respondent.  Newtoi 
could  not  testify  positively  whether  or  not  he  had  such  power  ol 
attorney. 

In  addition  to  the  correspondence  copied  above,  other  letter? 
passed  between  Newton  and  the  Bureau,  also  a  number  of  conference 
participated  in  on  the  part  of  Newton,  on  behalf  of  the  executrix 
During  all  such  negotiations  no  one  challenged  his  authority  to  rep 
resent  the  executrix  before  the  Bureau  of  Internal  Revenue. 

Some  time  prior  to  1921,  Niels  Esperson  purchased  8,100  shares  oi 
stock  of  the  Invincible  Oil  Corporation.  In  October,  1921,  the  mar 
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:et  value  of  that  stock  had  materially  declined  below  the  price  he 
iad  paid  for  it. 

In  October,  1921,  Niels  Esperson,  being  then  in  Chicago,  called  at 
he  brokerage  house  of  E.  F.  Leland  &  Co.  tie  was  well  acquainted 
nth  H.  B.  Signor,  a  partner  in  that  company  and  at  that  time  made 
nd  left  with  Signor  as  a  representative  of  that  firm,  an  order  to  sell 
,100  shares  of  Invincible  Oil  Corporation  stock ;  also  an  order  to  buy 
he  same  number  of  shares  of  said  stock  to  be  issued  to  Charles  W. 
>rown  and  Gust  H.  Peters.  Peters  was  Esperson’s  secretary  and 
Town  was  Esperson’s  brother-in-law.  Neither  Peters  nor  Brown  at 
iat  time  had  an  account  with  the  Leland  firm,  nor  did  either  of 
rem  have  any  financial  standing  with  it.  Petitioner  conceded  that 
ich  sale  was  made  for  the  purpose  of  taking  a  loss  on  the  income-tax 
3turns  of  himself  and  wife.  E.  F.  Leland  &  Co.  carried  out  those 
rders  through  the  New  York  Stock  Exchange.  The  following  is  a 
iport  of  the  sale  of  said  stock  (immaterial  items  omitted)  made 
y  E.  F.  Leland  &  Co.  to  Niels  Esperson : 


E.  P.  Leland  &  Company 

IELS  ESPERSON. 

Deae  Sir:  We  have  this  day  Sold  for  your  account  and  risk  according  to  the 
les  of  the  New  York  Stock  Exchange. 


Chicago 

Credit 

delivery 

Number 

shares 

Description 

Price 

t.  20,  1921.. . . . 

Oct.  21,1921 

300 

Invincible  . . 

11 % 

300 

_ do . . 

10% 

200 

..  .do . . 

11 

500 

_ do _ _  . 

10% 

t.  19,  1921 . . . . 

Oct.  20,1921 

300 

do 

1 1  v± 

200 

- do _ 

10% 

200 

..  .do _  ..  .. 

11 

t.  26,  1921 _ 

Oct.  27,1921 

100 

do 

1034 

t.  19,  1921 _ 

Oct.  20P921 

200 

do 

1 1 % 

700 

_ do _  .. 

11 

100 

_ do _  .. 

10% 

t.  19,  1921 _ 

Oct.  20,1921 

700 

do 

11  y. 

300 

..  .do _ _ 

J-l  74 

11 

t.  18,  1921 _ 

Oct.  19,1921 

300 

do 

ll  u 

200 

_ do _ 

11% 

100 

. do _ _  . 

n% 

400 

_ do  _  _ 

11% 

18,  1921 _ 

Oct.  19,1921 

900 

_do_ 

1  1 

100 

_ do _ _ 

11% 

17,  1921 _ 

Oct.  18,1921 

100 

do 

ll 

200 

_ do _ 

10% 

200 

. do _ 

11% 

500 

_ do..  . 

11% 

500 

-..do.  _ _ 

11% 

100 

-.  .do _ _ 

11% 

400 

_ do.  _  . 

11% 

Sold  through 


Horton. 

Ware  &  T. 

Ware  &  T. 

Orvis. 

Horton. 

Horton. 

Horton. 

Whitney. 

Williston. 

Williston. 

Williston. 

J.  F.  Clark. 

J.  F.  Clark. 

Whitney. 

Whitney. 

Bernstein. 

Bernstein. 

Clark  Childs. 

Clark  Childs. 

Whitney. 

Whitney. 

Whitney. 

Whitney. 

J.  J.  Danzig. 

Williston. 

Williston. 


Respectfully  yours, 


E.  F.  Leland  &  Co. 


E.  F.  Leland  &  Co.  sent  their  check  for  the  proceeds  of  that  sale, 
’s  commissions  and  transfer  tax,  to  Niels  Esperson. 

The  following  is  the  report  of  E.  F.  Leland  &  Co.  to  Gust  H. 
‘ters  of  the  purchase  of  stock  for  him : 
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No.  6764 

E.  F.  Leland  &  Co.,  Chicago,  11/9/21. 


Gus  H.  Peters. 

Dear  Sir:  We  herewith  hand  you  by  registered  mail  securities  as  listed  belov 


No. 

Amount 

Description 

Name 

7653/54 . . . 

200 

300 

1,000 

1,000 

500 

1,000 

• 

Invincible  Oil . . . 

Gus  H.  Peters 
Do. 

Do. 

Do. 

Do. 

Do. 

7540/42 _ _ 

..  ..do _ _ _ _ _ _ 

7522/31 . . 

_ do.  .  . . . . 

7473/82.. 

_ do . . . . . . 

7315/19 . . . . 

7881/90 _ _ _ 

.  ...do _ _ _ _ _ _  . 

.  ..do . . . . 

Respectfully  yours,  E.  F.  Leland  &  Co. 

The  following  statements  were  made  by  E.  F.  Leland  &  Co.  1 
Brown  and  Peters : 


E.  F.  Leland  &  Company 


Chas.  W.  Brown. 

Dear  Sir:  We  have  this  day  Bought  for  your  account  and  risk  according 
the  rules  of  the  New  York  Stock  Exchange: 


Chicago 

Debit 

delivery 

Number 
of  shares 

Description 

Price 

Bought  through- 

Oct.  19,  1921 

Oct.  20,1921 

700 

Invincible _ 

11J4 

J.  F.  Clark. 

300 

. do . 

11 

J.  F.  Clark. 

Oct.  19,  1921 

Oct.  20,1921 

200 

. do . . 

11% 

Williston. 

700 

. do . . 

11 

Williston. 

100 

_ do . 

10% 

Williston. 

Oct.  26,  1921 

Oct.  27, 1921 

100 

_ do _ _ 

10  % 

Whitney. 

Oct.  20  j  1921 

Oct.  21^  1921 

300 

. do . 

1114 

Horton. 

300 

_ do . 

10% 

Ware  &  Tranter 

200 

_ do . 

11 

Ware  <fc  Tranter 

500 

. do . . . 

10% 

Orvis  Bros. 

Oct.  19,  1921 

Oct.  20,1921 

200 

_ do . 

11 

Horton. 

300 

_ do . . . 

n% 

Horton. 

200 

_ do . . 

10% 

Horton. 

Respectfully  yours, 


E.  F.  Leland  &  Co. 


E.  F.  Leland  &  Company 


Gus  II.  Peters. 

Dear  S:r:  We  have  this  day  Bought  for  your  account  and  risk  according 
the  rules  <  f  the  New  York  Stock  Exchange: 


Chicago 

Debit 

delivery 

Number 

shares 

Description 

Price 

Bought  throu 

Oct.  18, 

1921 . 

.  Oct. 

19, 1921 

100 

Invincible . 

11% 

Clark  Childs 

900 

. do . 

11 

Clark  Childs 

Oct.  18, 

1921 

Oct. 

19, 1921 

300 

. do . 

11% 

Whitney. 

200 

_ do . 

11% 

Whitney. 

100 

. do . 

11% 

Bernstein. 

400 

. do . 

1154 

Bernstein. 

Oct.  17, 

1921 . 

.  Oct. 

18, 1921 

100 

. do . 

11 

Whitney. 

200 

. do . 

10% 

\\  hitney. 

200 

. do . 

11% 

Whitney. 

500 

. do . 

11% 

Whitney. 

.500 

. do . 

11% 

J.  J.  Danzig. 

100 

. do . . 

11% 

Williston. 

400 

. do . 

11% 

Williston. 

Res  pec  t  f  ully  y  ours, 


E.  F.  Leland  &  Co. 
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Niels  Esperson  approached  Brown  and  Peters  in  October,  1921, 
md  informed  them  of  his  intention  to  have  purchased  for  them 
U00  shares  of  the  Invincible  Oil  Corporation  stock  and  that  he 
vonld  loan  them  the  money  to  buy  the  same,  and  they  assented. 
\iter  the  purchase  by  E.  F.  Leland  &  Co.,  that  company  sent  to 
3rown  and  Peters,  each,  a  bill  for  the  purchase  price  of  amount  pur- 
hased  by  each,  plus  commissions,  and  in  payment  therefor  Niels 
Ssperson  made  his  check  payable  to  Brown  and  Peters,  respectively, 
or  the  purchase  price  of  each  one’s  stock  and  they  in  turn  endorsed 
uch  checks  and  sent  same  to  E.  F.  Leland  &  Co. 

The  certificates  of  stock  made  to  Brown  and  Peters,  respectively, 
fere  sent  by  E.  F.  Leland  &  Co.  to  Brown  and  Peters,  respectively, 
nd  the  purchase  price  therefor  was  charged  against  them,  each,  on 
he  books  of  Niels  Esperson.  The  certificates  were  then  endorsed 
y  Brown  and  Peters,  respectively,  and  delivered  to  Esperson  as  col¬ 
iteral.  Esperson  thereafter  used  them  as  collateral  to  secure 
dvancements  made  to  him  by  E.  F.  Leland  &  Co.  and  they  were  so 
eld  by  Lampson  Brothers  &  Co.,  successors  to  E.  F.  Leland  &  Co., 
t  the  date  of  Esperson’s  death. 

About  July,  1923,  the  petitioner,  as  executrix,  proposed  to  Brown 
nd  Peters  to  take  back  the  Invincible  Oil  Corporation  stock  standing 
l  their  names  and  cancel  the  charge  standing  on  the  books  against 
lem.  They  each  assented  and  this  was  done.  Neither  Brown  or 
'eters  had  paid  an}^  amount  on  such  indebtedness. 

The  Invincible  Oil  Corporation  stock  was  quoted  on  the  New  York 
Exchange  as  follows : 


Date 


:t.  17,  1921 
:t.  18,  1921 
:t.  19,  1921 
it.  20,  1921 


Sales 


13,000 

8,800. 

11,500 

6,800. 


First 


11 

11% 

n% 

ii 


High 


11% 

11% 

11% 

11 


Low 


103% 

10% 

10% 

10% 


Closing 


11% 

11 

11 

10% 


it.  21,  1922 


16% 


16%  16% 


16% 


ly  2,  1923.. 
ly  3,  1923. . 
ly  4,  1923.. 
ly  5,  1923.. 
ly  6,  1923.. 
!y  7,  1923.. 
ly  8,  1923.. 
ly  9,  1923... 
ly  10,  1923. 
ly  11,  1923. 
ly  12,  1923. 
y  13,  1923. 
y  14,  1923. 
y  15,  1923. 
y  16,  1923. 
y  17,  1923. 
y  18,  1923. 
y  19,  1923. 
y  20,  1923. 
y  21.  1923. 
y  22,  1923. 
y  23,  1923. 


Holiday. 


Sunday 


No  transactions 


Sunday _ 

No  quotations 


Sunday. 
No  sales 


10 

id 


10 

9% 

9% 


10% 
10  I 

10%  I 


10% 


10 

10% 

10% 

10% 


10 

10 


10 

10% 

9% 


10% 

10 

10% 


10% 

10% 


10% 


10 

10% 

10% 

10% 


9% 

9% 


9% 

9% 

9% 


10 

10 

1G 


10% 

10% 


10 


10 

10% 

10% 

10% 


10 

9% 


9% 

10 

9% 


in 

10 

10 


10% 

10% 


10 


10 

10% 

10% 

10% 
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Date 

Sales 

First 

High 

Low 

Closii 

July  24,  1923  . . 

10H 

10% 

10% 

10 

July  25' 1923  . - 

10  % 

10% 

10% 

10 

July  26,  1923  _ _ 

10% 

10% 

10% 

10 

July  27'  1923  . 

10 

10 

10 

10 

July  28’  1923 _ _ _ 

9% 

10 

9% 

9 

Julv  29.  1923 

Sunday _ 

Julv  30,  1923  . 

9% 

9% 

9% 

9 

Julv  31  j  1923  _ _ 

9) 4 

9% 

9 

9 

Dec.  10,  1923  .  .  . . . 

11% 

11% 

10% 

11 

Dec.  ll’  1923.  . . 

11 

11 

10% 

0 

Dec.  12'  1923.  . . . 

10  % 

10% 

103/4 

10 

Dec.  13j  1923.  _ 

10% 

11 

10% 

11 

Dec.  14,  1923.  _ 

11 

11% 

10% 

10 

Dec.  15’  1923  . . 

im 

12% 

11% 

12- 

Dec  16,  1923 

Sunday _ 

Dec.  17,  1923 

13 

14% 

13 

14 

Dec.  18j  1923.  _ _ 

14  % 

14% 

13% 

14 

Dec.  19’  1923 

14 

14% 

13% 

1434 

14 

Dec.  20j  1923.  . . . 

14% 

15% 

14 

Dec.  21,  1923 

15% 

15% 

14% 

15 

Dec.  22,  1923. 

15% 

15% 

15 

15 

Dec  23.  1923 

Sunday. .  _ 

Dec.  24,  1923 

15 

15% 

_ 

15 

15; 

Dec  25,  1923 

Xmas  .  _ 

Dec.  26,  1923 

15  % 

16% 

15% 

16 

Dec.  27,  1923 

mi 

mi 

17% 

16% 

17: 

Dec.  2S,  1923 

17% 

16% 

17 

Dec.  29.  1923 

17  % 

17% 

17% 

17 

Dec.  30,  1923 

Sunday _ 

Dec.  31,  1923 

17  % 

17% 

16% 

16' 

Littletox  :  There  are  two  questions  in  this  case,  one  being  a  ques 
tion  of  limitation  and  the  other  the  bona  ficles,  or,  rather,  whethe 
an  actual  sale  was  made  of  certain  securities. 

Section  250  (d)  of  the  Revenue  Act  of  1921,  being  a  limitatio 
statute,  wherein  the  limitation  periods,  generally,  are  four  or  fiv 
years  (as  it  applies  to  the  several  Acts)  contains  this  proviso: 

That  in  the  case  of  income  receive!  during  the  lifetime  of  a  decedent,  a 
taxes  due  thereon  shall  he  determined  and  assessed  by  the  Commissionel 
within  one  year  after  written  request  therefor  by  the  executor,  administrate! 
or  other  fiduciary  representing  the  estate  of  such  decedent. 


The  contention  of  the  petitioner  on  this  point  is  that  the  lette 
from  George  V.  Newton,  dated  January  7.  1924,  constituted  a  clair 
on  her  part  for  the  determination  and  assessment  of  any  additions 
tax  which  might  be  shown  due  from  the  estate  of  Niels  Esperso; 
within  one  year  from  January  7,  1924,  and  that  since  the  deficienr 
here  in  question  was  not  made  within  such  one-year  period,  tli 
assessment  and  collection  thereof  are  barred.  First,  assuming  thi 
letter  to  embody  the  requirements  under  the  xVct  to  start  the  statut 
running,  was  it  made  bv  an  “  executor,  administrator,  or  other  fidu 

o  v  '  # 

ciary  representing  the  estate  of  such  decedent?  Secondly,  did  thi 
letter  constitute  a  request  within  the  meaning  of  the  statute? 

Conceding,  for  the  purpose  of  discussion,  that  this  was  a  request 
by  whom  was  it  made  ?  Admittedly,  it  was  not  made  by  the  petitionei 
executrix  of  decedent’s  estate,  or  other  person  acting  in  a  simila 
capacity.  The  petitioner,  however,  contends  that  Newton,  who  mad 
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such  request,  was  her  agent  authorized  to  represent  her  before  the 
Department  in  matters  affecting  the  income-tax  liability  of  the  es¬ 
tate  of  the  decedent  and  that,  therefore,  this  must  be  considered  as 
a  request  by  her  or  on  her  behalf.  The  difficulty  in  determining  the 
authority  granted  to  Newton  or,  in  truth,  whether  Newton  had  any 
authority  to  represent  the  petitioner  in  any  capacity  on  January  7, 
1924,  lies  in  the  fact  that  whatever  power  of  attorney  was  given  to 
Newton  (if  any  had  been  given)  was  not  submitted  in  evidence, 
nor  was  convincing  evidence  presented  that  any  authority  had  been 
granted  to  him  on  January  7,  1924.  When  Newton  was  asked  on 
direct  examination  whether  he  ever  had  a  power  of  attorney,  his 
reply  was,  “  I  can  not  recall. ”  The  petitioner,  who  was  called  as  a 

witness,  did  not  state  that  she  ever  gave  Newton  power  of  attorney  to 
represent  her,  but  merely  stated,  in  reply  to  leading  questions,  that, 
u'ior  to  1924,  she  was  aware  that  Newton  was  acting  as  her  repre¬ 
sentative  before  the  Department  with  respect  to  the  estate  in  ques¬ 
tion  and  that  she  acquiesced  in,  and  consented  to,  such  action. 

The  manner  in  which  Newton  came  into  the  case  appeared  to  be 
somewhat  as  follows:  Mattison  &  Black,  accountants  in  New  York 
3ity,  had  been  employed  by  the  petitioner  to  represent  her  in  various 
ncome-tax  matters,  including  the  estate  in  question,  though  when 
his  employment  began,  does  not  appear.  The  extent  of  the  author - 
ty  granted  to  Mattison  &  Black  likewise  does  not  appear,  other  than 
hat  some  kind  of  a  power  of  attorney  was  given  Mattison  to  appear 
n  her  behalf  before  the  I^epartment,  though  the  respondent  rejected 
his  power  of  attorne}^  as  not  satisfying  his  requirements  with 
•espect  to  such  powers  of  attorney  from  an  executrix.  Newton  had 
m  office  in  the  suite  occupied  by  Mattison  &  Black  and  on  various 
rcasions  had  been  associated  with  these  accountants  in  tax  cases. 
Ynong  the  cases  which  Newton  handled  under  authority  received 
rom  these  accountants  was  that  of  Niels  Esperson  for  a  year  prior 
o  those  here  involved.  Apparently,  prior  to  1924,  though  the  record 
s  far  from  clear  on  this  point,  Newton  was  in  Houston,  Tex.,  at  the 
uggestion  of  Mr.  Mattison,  in  connection  with  various  tax  matters 
nd  at  this  time  was  introduced  to  the  petitioner  by  Mattison.  New- 
on’s  testimony  as  to  what  transpired  at  this  time  is  as  follows : 

Q.  State  if  anything  was  said  in  your  conversations  or  conferences  there 
vith  reference  to  whether  or  not  you  were  to  handle  all  income  matters  for 
he  Estate  of  Niels  Esperson,  deceased,  and  Mrs.  Esperson  individually. 

A.  Well,  I  had  just  cleaned  up  a  case  for  Mr.  Esperson  and  we  discussed 
hat,  as  I  recall,  and  the  revenue  agent  was  down.  That  is  when  he  made 
is  first  investigation  and  we  discussed  the  handling  of  this  case,  together  with 
he  handling  of  the  Estate  tax  of  Mr.  Esperson.  /  think  that  Mr.  Mattison 
n  the  conversation  stated  that  I  would  probably  handle  the  matter  before  the 
department. 
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Q.  Was  there  any  expression  from  Mrs.  Esperson  as  to  that  being  satisfae 
tory  or  unsatisfactory? 

A.  I  can't  recall  that.  I  know  there  was  no  objection;  I  would  be  positive) 
of  that.  (Italics  supplied.) 

Whether  Mattison  &  Black  were  authorized  to  represent  the  peti 
tioner  at  this  time  or  on  January  7,  1924,  when  the  letter  on  which 
petitioner  relies  was  written,  does  not  appear.  In  addition  we  have 
facts  showing  that  on  various  occasions  subsequent  to  January  7 
1924,  Xewton  appeared  before  Bureau  officials  in  behalf  of  the  peti¬ 
tioner,  and  his  authority  to  so  represent  her  was  not  questioned 
though  it  does  not  appear  that  the  question  was  ever  raised.  Also  i 
we  have  the  fact  that  Xewton  was  furnished  with  copies  of  letters  b) 
the  respondent  in  regard  to  petitioner's  case,  and  otherwise  recog 
nizecl  in  correspondence  as  a  representative  of  the  petitioner. 

Our  question  now  is  whether  the  foregoing  facts,  together  with 
such  other  facts  as  appear  of  record,  establish  that  the  request  in 
question  was  made  by  a  person  representing  the  estate  of  the  de¬ 
cedent.  In  this  connection  it  should  be  observed  that  .we  are  here 
concerned  with  a  statute  of  limitations  with  respect  to  the  period 
within  which  taxes  may  be  assessed  and  collected.  Such  statutes 
must  be  strictly  construed.  As  we  said  in  Joy  Floral  Co .,  7  B.  T.  A 
800,  “It  is  well  settled  law  that  no  period  of  limitations  will  bar 
claim  of  the  Government  unless  the  limitation  is  expressly  author¬ 
ized  and  the  claim  falls  within  it.”  When  the  facts  in  this  case 
are  so  considered,  we  fail  to  find  justification  for  saying  that  the 
evidence  establishes  that  Xewton  was  acting  under  anv  authority 
when  he  wrote  the  letter  in  question.  The  evidence  establishes  little 
more  than  that  Xewton  appeared  before  the  Department  in  behalf 
of  the  petitioner  when  the  tax  matters  here  in  question  were  in 
controversy,  and  that  during  a  part  of  the  time,  at  least,  the  peti¬ 
tioner  was  aware  of  these  activities  on  the  part  of  Xewton.  And  by 
implication  we  are  asked  to  say  that  therefore  Xewton  was  an  au¬ 
thorized  representative  of  the  petitioner  on  January  7,  1924,  and; 
that  he  was  acting  within  the  scope  of  such  authority  when  he  wrote 
the  letter  in  question.  This  we  can  not  do.  In  fact,  it  is  not  clearly 
established  that  Mattison  &  Black,  through  whom  the  case  apparently 
came  to  Xewton,  were  authorized  representatives  on  January  7. 
1924,  or  that  the  petitioner  was  aware  at  this  time  of  Newton's  a>. 
tivities.  As  to  the  failure  of  the  Bureau  officials  to  question  Xew- 
ton’s  authority  to  appear  for  the  petitioner  and  their  action  in  recog¬ 
nizing  him  as  her  official  representative,  we  feel  that  little  aid  in 
answering  our  question  is  derived  therefrom.  The  record  shows 
that  the  question  was  never  raised,  and  therefore  it  can  not  well  be 
said  that  it  was  ever  shown  that  the  requisite  authority  existed.  In 
view  of  the  foregoing,  the  Board  is  of  the  opinion  that  it  has  not 
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been  established  that  the  request  in  question  was  made  either  by  the 
necessary  parties  mentioned  in  the  statute  or  one  shown  to  have 
authority  to  act  in  their  behalf. 

But  even  if  we  should  hold  that  a  person  other  than  an  “  executor, 
idministrator  or  other  fiduciary  ”  could  act  in  the  manner  contended 
'or,  we  are  not  satisfied  that  the  letter  constitutes  a  request  which 
vould  start  the  running  of  the  statute.  Again,  a  strict  construction 
s  necessary  and,  consequently,  it  must  be  clearly  shown  that  a  specific 
•equest  was  made  within  its  terms. 

It  is  to  be  noted  that  the  letter  in  question  contains  no  reference 
o  the  section  of  the  statute  in  question,  nor  shows  on  its  face 
hat  it  purported  to  claim  the  benefit  of  this  special  statute  of  limita- 
ions.  The  reason  assigned  for  the  request  was  that  the  estate  tax 
I  the  decedent  could  not  be  determined  until  the  income  tax  of  the 
iececlent  for  the  years  prior  to  his  death  was  determined.  Appar- 
ntly ,  Newton  was  at  this  time  interested  m  some  manner  m  securing 
n  adjustment  ox  the  estate  tax  of  the  decedent.  To  determine  the 
mount  of  estate  tax  due,  it  is,  of  course,  necessary  to  arrive  at  the  net 
alue  of  the  estate  at  decedent  s  death,  including  m  such  determma- 
ion  all  liabilities,  of  which  liability  for  income  tax  would  be  one. 
he  logical  inference  which  we  are  of  the  opinion  should  be  drawn 
rom  this  letter  is  that  the  income  tax  determination  was  only  mci- 
ental  and  that  the  real  purpose  in  writing  the  letter  was  to  secure  a 
nal  determination  of  the  estate-tax  liability.  In  fact,  the  same  kind 
f  a  letter  could  well  have  been  written  by  a  representative  who  was 
iterested  only  in  the  settlement  of  the  estate-tax  liability  and  had 
o  interest,  connection  or  authority  with  respect  to  the  income-tax 
ability  other  than  that  a  final  determination  of  the  latter  was 
ecessary  before  the  former  could  be  arrived  at. 

Subsequent  events  tend  to  confirm  the  conclusion  that  the  letter 
f  January  7,  1924  was  not  intended  as  a  request  of  the  character 
intended  for.  The  record  indicates  that  the  revenue  agent’s  exam- 
lation  requested  in  this  letter  was  submitted  on  July  1.  1924. 
Tether  any  action  was  taken  between  this  date  and  February  16, 
>25,  we  do  not  know,  but  on  this  last-named  date  Newton  wrote 
lother  letter  similar  in  character  to  the  one  of  January  7,  1924. 
be  only  material  difference  between  the  two  letters  is  that  in  the 
•st  letter  Newton  was  asking  for  an  audit  of  certain  returns  which 
id  not  yet  been  examined  by  a  revenue  agent,  whereas  in  the  second 
t'ter  he  was  asking  for  an  audit  of  the  revenue  agent’s  report  which 
id  been  submitted  for  the  years  referred  to  in  the  prior  communi- 
tion.  Essentially  the  same  reason  was  given  for  the  request  as 
the  piior  communication,  namely,  the  necessity  for  determining 
e  income  tax  due  before  the  estate  tax  could  be  adjusted.  In 
ither  case  was  any  mention  made  of  the  section  of  the  statute 
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of  which  the  petitioner  now  claims  the  benefit,  nor  suggestion  offered 
from  which  it  could  be  implied  that  they  purported  to  start  running 
this  special  statute  of  limitations.  Newton  testified  that  when  he 
wrote  the  letter  of  January  7,  1924,  he  had  in  mind  the  provision 
in  question  and  that  he  knew  this  to  be  true  because  he  had  had 
two  letters  from  Mattison  &  Black  asking  him  to  make  the  statutory 
request.  If  such  a  motive  prompted  the  writing  of  this  letter,  we 
deem  it  unusual  that  the  request  would  have  been  made  without  any 
reference  to  such  fact.  But,  be  that  as  it  may,  what  he  may  have 
had  in  mind  is  not  of  paramount  importance  here;  what  we  are  in 
terested  in  is  a  specific  request  under  a  special  statute.  The  petitioner 
contends  that,  since  the  reply  from  the  respondent  states  that  the 
case  would  be  given  consideration  under  the  provision  in  question, 
this  would  serve  to  cure  any  defect  in  the  request  itself  and  to 
show  that  it  was  a  request  of  the  nature  contended  for.  As  to  this, 
we  are  of  the  opinion  that  unless  the  request  was  proper  in  the  first 
instance,  it  could  not  be  made  so  by  this  later  statement  from  the 
Commissioner.  But  if  this  first  letter  was  intended  as  a  “written 
request  ”  which  would  start  this  special  statute  running,  it  is  difficult 
to  conceive  of  why  another  letter  practically  identical  in  character 
and  giving  the  same  reasons  for  the  request  should  have  been  written 
after  the  one  year  which  the  petitioner  claims  the  benefit  of  in 
the  first  letter  had  expired.  The  explanation  offered  by  Newton 
with  respect  to  the  second  letter  is  not  sufficient  to  convince  us  that 
both  letters  were  not  mere  requests  to  have  the  income-tax  cases 
expedited  as  a  means  to  securing  an  adjustment  of  the  estate-tax 
cases.  In  fact,  Newton’s  explanation  of  the  purpose  of  the  second 
letter  is  substantially  what  we  have  indicated  with  respect  to 
the  first  letter.  Certainly,  it  is  difficult  to  read  the  two  letters 
and  interpret  the  first  one  as  embodying  a  specific  request  on  as 
important  consideration  as  would  start  the  running  of  the  statute  of 
limitations  and  the  second  one  as  a  mere  request  to  expedite  the 
audit  of  certain  income-tax  returns  as  a  means  of  closing  an  estate-tax 
case.  It  is  further  significant  that  except  in  the  conference  held 
on  April  23,  1925,  as  to  which  Newton  testified  that  he  then  stated 
that  he  was  relying  on  the  statute  in  question,  the  evidence  fails 
to  show  that  the  provision  was  ever  referred  to  in  correspondence 
by7  the  petitioner  or  her  representative,  or  othewise  specifically 
brought  to  the  respondent’s  attention.  Once  a  proper  request  had 
been  made,  this  would,  of  course,  have  been  sufficient,  but  the  absence 
of  any  reference  throughout  the  case,  except  at  a  conference  after 
the  statute  had  run,  argues  strongly  for  the  position  that  the  letter 
of  January  7,  1924,  was  not  intended  originally  for  the  purpose  now 
contended  for. 


596)  MBS.  NIELS  (MELLIE)  ESPERSON,  EXECUTRIX.  009 

In  view  of  the  foregoing  considerations,  the  Board  is  of  the  opinion 
:hat  the  specific  request  required  by  the  statute  was  not  made  in  the 
ietter  of  January  7,  1924,  and,  accordingly,  that  the  deficiency  here 
n  question  is  not  barred  because  of  a  failure  of  the  Commissioner 
:o  make  such  determination  and  assessment  within  one  year  from  this 
late. 

The  next  question  is  whether  in  October,  1921,  Niels  Esperson  made 
i  bona  -fide  sale  of  8,100  shares  of  Invincible  Oil  Corporation  stock. 
Petitioner  claims  that  there  was  an  actual  sale  made  of  this  stock  on 
lie  New  York  Stodk  Exchange,  though  admitting  that  the  sale  was 
nade  at  that  time  for  the  purpose  of  securing  the  benefit  of  a  loss 
is  a  deduction  from  gross  income  for  tax  purposes  on  account  of  this 
lock,  which  had  greatly  declined  in  market  value.  The  respondent 
lenied  the  deduction  claimed  on  the  ground  that  the  transaction  in 
juestion  did  not  constitute  a  bona  fide  sale. 

The  transaction  in  question  occurred  prior  to  the  passage  of  the 
Revenue  Act  of  1921,  and,  accordingly,  the  provision  in  that  Act 
section  214  (a)  (5))  which  prohibits  the  taking  of  a  deduction  on 
ccount  of  a  loss  on  the  sale  of  securities  where,  within  30  days  of 
uch  sa'e,  a  taxpayer  has  repurchased  substantially  identical  property, 
rould  not  be  controlling.  Prior  to  the  enactment  of  the  1921  Act 
here  was  no  similar  statutory  provision.  We  have  also  held  that 
lie  mere  fact  that  the  sale  was  made  for  the  avowed  purpose  of  taking 
loss  and  that  shortly  thereafter  there  was  a  repurchase  of  the  same 
r  similar  securities  does  not  preclude  the  taking  of  the  loss  under 
he  revenue  acts  prior  to  the  Revenue  Act  of  1921,  provided  there  was, 
i  fact,  an  actual  bona  fide  sale.  The  P ennsylvania  Co.  fox  Insurance 
n  Lives  and  Granting  Annuities ,  Executor ,  2  B.  T.  A.  48 ;  Benjamin 
\  BEtt ,  2  B.  T.  A.  53. 

This  issue  then  resolves  itself  into  the  one  question  of  whether  there 
as,  in  fact,  a  bona  fide  sale.  Since  the  transaction  was  made  for  the 
vowed  purpose  of  reducing  taxation  and  apparently  would  not  have 
een  consumated  otherwise  at  this  time,  every  requirement  of  a  sa’e 
mst  be  met.  As  we  said  in  I.  Stewart  <&  Co .,  2  B.  T.  A.  737: 

*  *  *  It  can  not  be  too  much  emphasized  that  alleged  sales  of  property  for 

ie  purpose  of  establishing  losses  must  be  real,  valid  transactions,  definitely 
acing  the  legal  and  equitable  ownership  of  the  property  alleged  to  have  been 
Id  out  of  the  hands  and  out  of  the  control  of  the  seller. 

In  other  words,  we  do  not  have  the  situation  where  doubts  are  to  be 
solved  in  favor  of  the  petitioner,  but  against  her. 

What  happened  may  be  summarized  as  follows :  In  October,  1921, 
xels  Esperson  had  8,100  shares  of  oil  stock  which  had  greatly  depre- 
ated  in  value,  but  he  apparently  knew  that  the  depreciation  in  the 
due  of  the  stock  could  not  legally  be  taken  as  a  deduction  from  gross 
come  without  a  disposition  of  the  stock.  He  also  apparently  de- 
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sired  to  retain  the  stock.  Confronted  with  this  dilemma,  Espersoi 
consulted  with  one  Signor,  stockbroker  and  close  friend  for  about  2: 
years,  as  to  how  the  end  he  had  in  view  could  best  be  accomplished 
As  a  result  of  the  discussion,  Esperson'  instructed  Signor  to  sell  th< 
8,100  shares  and  to  purchase  the  same  number  of  shares,  such  purchase 
to  be  ostensibly  for  Gust  H.  Peters  and  Charles  W.  Brown.  Peter: 


was  Esperson’s  secretary  and  Brown  his  brother-in-law.  Neithei 
had  any  financial  standing  with  the  broker,  and  apparently  knew 
little  about  the  transaction  prior  to  its  consummation  other  than  tlnu 
Esperson  had  told  them  that  the  stock  was  bein</  purchased  in  their 
names  and  that  he  would  loan  them  the  money  with  which  to  pay  for 
it.  Signor  gave  the  “sell5’  and  “buy”  orders  to  nine  differeni 
brokers,  the  number  of  shares  assigned  to  each  ranging  in  amount* 
from  500  to  1.G00  shares.  The  alleged  sales  and  purchases  were  madt 
in  blocks  of  100  to  900  shares,  and  in  all,  27  alleged  sales  and  pur¬ 
chases  were  made.  For  each  sale  there  was  a  corresponding  purchase 
on  the  same  day,  by  the  same  broker  'for  the  same  number  of  shares 
and  at  the  same  unit  price.  During  the  four  days  when  the  trans¬ 
actions  were  occurring  40.100  shares  of  this  stock  were  traded  in  at  a 
price  range  from  10%  to  11  gg  on  the  first  day,  10%  to  11%  on  the 
second.  10%  to’ll1^  on  the  third  and  10%  to  11  on  the  fourth  day 
Esperson  delivered  his  stock  certificates  to  the  broker  on  October  21 
and  on  November  9,  following,  the  same  number  of  certificates  were 
received  by  the  broker  from  seven  of  his  correspondents.  The  broker 
then  forwarded  these  certificates,  last  received,  to  Peters  and  Brown 
Prior  to  this  time,  the  broker  had  sent  a  check  to  Esperson  for  the 
total  amount  of  the  alleged  sales  and  bills  to  Peters  and  Brown  for 


the  amount  due  on  account  of  the  alleged  purchases.  4  he  amount 
ostensibly  due  from  Peters  and  Brown  was  paid  by  checks  issued  by 
Esperson  to  them,  and  then  indorsed  by  these  individuals  and  foi- 
warded  to  the  broker.  The  stock  certificates,  immediately  upon  re¬ 
ceipt  by  Peters  and  Brown,  or  shortly  thereafter,  were  indorsed  by 
them  and  turned  over  to  Esperson  as  collateral  for  the  alleged  loan 
to  them.  No  note  was  given  for  the  loan,  nor  was  interest  charged 
thereon.  In  December,  1921,  at  the  instructions  of  Esperson,  Peten 
made  entries  on  Esperson’s  books,  charging  Peters  and  Brown  with 
the  amount  of  the  so-called  loans.  These  accounts  remained  on  Es¬ 
person’s  books  until  1923,  after  Esperson’s  death,  when  the  charge 

against  these  individuals  were  canceled. 

In  a  consideration  of  whether  there  was,  in  fact,  a  Iona  fide  sale, 
we  deem  an  extended  discussion  unnecessary  with  respect  to  the  part, 
played  by  Peters  and  Brown.  Viewed  from  any  angle,  it  is  apparent 
that  these  individuals  were  not  purchasing  the  stock,  but  were  merely 
individuals  who  were  willing  to  aid  Esperson  in  the  scheme  by  which 
the  deduction  sought  could  be  obtained.  In  fact,  we  have  ahead) . 
held  in  the  estate-tax  case  of  the  petitioner,  decided  May  11,  1928, 
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that  the  stock  was  held  by  Niels  Esperson  as  community  property 
at  the  time  of  his  death.  What  happened,  therefore,  in  1923,  which 
petitioner  contends  amounted  to  a  reacquisition  of  the  stock,  must 
be  regarded  as  a  nullity  with  respect  to  repurchasing  the  stock  from 
Peters  and  Brown.  We  are  likewise  of  the  opinion  that  their  part 
in  the  entire  transaction  must  be  disregarded,  in  so  far  as  consider¬ 
ing  them  as  purchasers  is  concerned. 

But  was  there  an  actual  bona  -fide  sale  on  the  part  of  Esperson? 
As  to  what  constitutes  a  valid  sale,  we  said  in  Harold  B.  Clark , 
2  B.  T.  A.  555 : 

*  *  *  The  payment  of  a  price  and  the  delivery  of  certificates  do  not 

constitute  the  sole  requis  te  of  a  valid  sale.  The  parties  must  make  a  bona 
fide  transfer  as  persons  dealing  at  arm’s  length  would  do — the  seller  for  the 
purpose  of  absolutely  getting  rid  of  the  stock  and  the  buyer  for  the  purpose 
of  absolutely  acquiring  it  as  his  own  without  any  condition  covering  its  later 
return  to  the  seller.  Receiving  a  credit  for  the  price  and  the  mere  indicia 
of  ownership,  without  the  mutual  element  of  intent  on  both  sides  to  complete 
an  absolute  sale,  can  not  constitute  a  basis  for  a  deduction  for  loss  under 
the  provisions  of  the  tax  law.  A  loss  to  be  deductible  must  be  a  reality. 

We  think  the  evidence  in  this  case  is  not  sufficient  to  justify  the 
conclusion  that  the  foregoing  conditions  have  been  met.  A  man  can 
not  make  a  sale  to  himself.  And  yet  the  evidence  in  this  case  would 
indicate  that  this  transaction,  which  we  are  asked  to  accept  as  a  sale, 
amounted  to  little,  if  anything,  more  than  this.  We  have  already 
eliminated  Peters  and  Brown  from  the  transaction  as  independent 
actors.  Whatever,  therefore,  was  done  by  them  or  in  their  names 
must  oe  taken  as  if  done  by  or  on  behalf  of  Esperson.  The  situation 
which  we  then  have  is  that  Signor,  under  Esperson ’s  instructions, 
gave  orders  to  other  brokers  to  sell  this  stock  for  Esperson  and  like¬ 
wise  to  buy  the  same  amount  of  the  same  kind  of  stock  for  Esperson. 
Signor  was  familiar  with  the  stringent  rules  of  the  New  York  Stock 
Exchange  against  fictitious  sales,  such  as  would  arise  in  a  purported 
sale  and  purchase  by  the  same  party.  Hence  the  need  for  Peters  and 
Brown  to  make  the  necessary  appearance  of  a  sale.  The  orders  to 
sell  ”  and  “buy”  were  given  in  different  messages,  but  at  the  same 
time  and  to  the  same  broker,  but  we  doubt  if  the  Stock  Exchange 
would  have  permitted  this  had  both  the  sales  and  purchases  been 
made  in  Esperson  s  name.  But  when  Peters  and  Brown  are  elim- 
nated,  isn’t  that  the  effect  of  what  happened? 

Further,  we  consider  it,  as  expressed  by  one  of  petitioner’s  wit¬ 
nesses,  unusual  that  nine  different  brokers  should  have  been  able  to 
make  twenty-seven  different  sales  over  a  period  of  four  days,  at  the 
•ame  price  at  which  they  purchased  the  same  number  of  shares  of 
•itock,  in  the  same  number  of  transactions  at  a  time  when  there  were 
five  times  the  number  of  shares  dealt  m  as  were  involved  in  these 
13836—28 - 10 
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transactions  and  when  there  was  a  substantial  variation  in  the  market 
price,  unless  the  seller  and  purchaser  were  one  and  the  same  person. 
Signor  testified  that  this  would  naturally  be  so,  because  he  gave  the 
orders  at  the  same  time.  But  should  he  not  have  added  that  it  would 
have  been  extraordinary  for  the  transactions  to  have  occurred  as  they 
did  in  this  case,  unless  the  sale  and  purchase  were  one  and  the  same 
transaction  ?  That  is,  both  orders  could  be  executed  by  a  sale  of  the 
stock  to  the  person  for  whom  he  was  ordered  to  buy  at  the  same  time 
and  thus  naturally  ”  the  sale  and  purchase  would  be  at  the  same 
price.  In  this  case  it  would  have  been  a  sale  for  Esperson  to  Peters 
and  Brown,  who  were  in  reality  “  dummies,”  in  place  of  Esperson. 

Some  point  was  made  by  the  petitioner  of  the  fact  that  the  stock 
certificates  sold  were  not  the  same  as  those  delivered  to  Peters  and 
Brown.  Of  course,  had  they  been  the  same,  it  would  have  strength¬ 
ened  our  convictions  as  to  the  questionable  nature  of  the  entire 
transaction,  but  the  mere  fact  that  those  received  by  Esperson 
through  his  “  dummies  ”  were  different  from  those  delivered  to 
Signor,  does  not  necessarily  change  its  colorable  character.  Whether 
the  delay  in  the  delivery  of  the  certificates  to  Peters  and  Brown  till 
November  9,  1921,  when  Esperson  had  delivered  his  stock  on  October 
25,  1921,  neither  of  which  constituted  delivery  within  the  three-day 
period  specified  in  the  rules  of  the  New  York  Stock  Exchange  unless 
written  contracts  are  exchanged  on  the  following  day  (which  is  not 
claimed  to  have  happened  in  this  case),  may  be  accounted  for  by  a 
delay  for  the  purpose  of  securing  certificates  other  than  those  sold 
by  Esperson,  we  do  not  know,  but  this  delay  certainly  lessens  the 
significance  of  the  difference  in  the  certificate  numbers. 

Other  factors  could  be  mentioned  as  a  basis  for  concluding  that 
the  transactions  in  question  did  not  constitute  actual  bona  fi,dc  sales 
but  we  consider  the  foregoing  sufficient.  The  action  of  the  respond¬ 
ent  in  denying  a  loss  on  account  of  a  sale  is  accordingly  sustained. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent. 

Green  dissents  on  the  first  point. 

Love,  dissenting:  I  tan  not  agree  with  the  decision  or  the  opinion 
in  (his  case. 

While  this  is  a  fact  case  in  that  the  decision  depends  on  the  finding, 
as  existent  or  nonexistent,  of  certain  facts,  it  is  not  a  case  calling  for 
a  “  jury  verdict”  on  the  credibility  of  witnesses  and  the  weight  to  be 
given  their  testimony.  All  the  evidentiary  facts  are  accepted  as 
proven.  The  Board  is  called  upon,  after  considering  all  those  evi¬ 
dentiary  facts  to  reach  a  con  lusion  as  to  the  existence  or  nonexistence 
of  ultimate  facts  which  must  determine  the  decision  in  the  case. 

On  the  issue  of  limitation  the  ultimate  facts  to  be  found  to  sustain 
the  plea  of  limitation  are: 
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(a)  That  George  V.  Newton  was  the  authorized  attorney  of  Mrs. 
Niels  Esperson  with  authority  to  represent  her  in  the  Bureau  of 
Internal  Revenue  in  the  income-tax  matter  of  the  Estate  of  Niels 
Esperson,  deceased. 

(b)  That  Newton,  as  the  authorized  attorney  of  Mrs.  Esperson 
made  a  request  of  the  Commissioner  as  contemplated  and  provided 
for  in  section  250  (d)  of  the  Revenue  Act  of  1921.  Counsel  for  the 
Commissioner  did  not  contend  that  the  request  contemplated  by  said 
section  250  (d)  could  not  be  legally  made  by  a  duly  authorized 
representative  of  the  taxpayer.  He  did,  however,  challenge  the 
validity  of  the  authorization,  largely  on  the  ground  that  it  was  not 
proven  that  a  written  power  of  attorney  ever  existed.  The  prevail¬ 
ing  opinion  challenges  the  sufficiency  of  the  request.  The  statute 
does  not  prescribe  the  form  or  the  detail  substance  of  the  request  that 

it  provides  for.  All  that  is  required  is  that  a  written  request  be 
made. 

Newton,  purporting  to  act  as  the  duly  authorized  attorney  for 
Mrs.  Esperson,  held  a  number  of  conferences  with  the  duly  author¬ 
ized  representatives  of  the  Commissioner  with  reference  to  the 
Esperson  tax  cases.  There  is  no  evidence  that  his  authority  to  so 
act  was  ever  challenged  in  such  conferences.  He  wrote  the  letter 
dated  January  7,  1924,  purporting  to  act  as  the  attorney  for  Mrs. 
Esperson  and  it  was  accepted  and  acted  on  by  the  Commissioner  as 
an  authorized  communication  as  is  undeniably  shown  by  the  Com¬ 
missioner’s  answer  to  that  letter  dated  January  12,  1924.  A  written 
power  of  attorney  is  not  necessary  to  confer  such  authority.  The 
written  document,  if  such  exists,  is  only  the  evidence  of  such  author¬ 
ity.  That  authority  may  be  shown  by  other  evidence.  Mrs.  Esper¬ 
son  at  all  times  recognized  Newton  as  her  attorney,  and  accepted  his 
services  as  such.  The  Commissioner,  for  at  least  two  or  three  years, 
recognized  Newton  as  Mrs.  Esperson’s  attorney  in  the  handling  of 
these  tax  matters,  and  challenged  such  authority  only  after  his  deter¬ 
mination  of  the  deficiencv. 

May  I  ask  the  question  what  the  decision  would  be  if  the  letter 
in  question  were  an  agreement  to  extend  the  period  of  limitation. 
Even  were  the  taxpayer  a  corporation,  where  the  rule  of  evidence 
)f  authorization  is  held  to  be  more  stringent  than  with  individuals, 
I  believe  any  court  would  be  amply  justified  in  holding  and  would 
bold  that  authorization  had  been  proven. 

W  e  come  now  to  discuss  the  substance  or  purport  of  the  letter  dated 
lanuary  7,  1924.  In  the  prevailing  opinion  it  is  pointed  out  that 
in  that  letter,  Newton  made  no  mention  of  section  250  (d)  and  that 
the  evidence  is  not  convincing  that  he  meant  to  invoke  the  provisions 
)f  that  statute.  The  evident  purpose  of  that  statute  was  to  force 
he  closing  of  cases  involving  income  tax  due  by  estates  of  deceased 
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persons,  and  Newton,  in  that  letter,  assigned  as  his  reasons  for  making 
the  request  those  very  grounds.  The  Commissioner  was  not  misled, 
as  his  reply  clearly  shows.  His  reply  dated  January  12,  1924,  prom¬ 
ised  that  “  the  case  will  be  given  immediate  consideration  under  the 
provisions  of  section  250  (d)  Revenue  Act  of  1921.”  That  letter 
of  the  Commissioner  conclusively  proves  that  he  recognized  Newton 

as  being  authorized  to  make  the  request,  and  recognized  the  letter 

• 

as  such  request  under  the  provisions  of  section  250  (d)  of  the  Revenue 
Act  of  1921. 

The  determination  and  assessment  of  the  tax  were  not  made  within 
one  year  from  date  of  Newton’s  letter,  as  provided  for  in  section 
250  (d)  and  as  promised  in  the  Commissioner’s  letter  of  January  12. 
1924.  By  reason  of  that  situation  petitioner  interposed  her  plea  of 
limitation  in  bar,  and  I  believe  that  plea  should  be  sustained. 

I  will  now  discuss  the  case  with  reference  to  the  alleged  sale  of  the 
8,100  shares  of  the  Invincible  Oil  Corporation  stock.  The  uncontro¬ 
verted  facts  in  the  case,  briefly  summarized  are : 

1.  In  1921  Niels  Esperson  was  the  owner  of  8,100  shares  of  In¬ 
vincible  Oil  Corporation  stock,  the  market  price  of  which  had  ma¬ 
terially  declined  since  its  purchase  by  him. 

2.  By  reason  of  that  fact  he  w7as  desirous  of  disposing  of  said  stock 
in  such  a  way  as  to  entitle  him  to  take  a  deduction  on  his  income-tax 
return  as  a  loss. 

3.  In  order  to  effectuate  his  purpose,  he  placed  the  stock  in  the 
hands  of  his  broker  with  instructions  to  sell  the  same ;  and  at  the 
same  time  gave  instructions  that  the  same  number  of  shares  be  pur¬ 
chased  for  and  in  the  name  of  two  of  his  employees,  Brown  and 
Peters. 

4.  The  brokers,  in  carrying  out  the  instructions  of  Esperson,  on 
October  17,  18,  19,  20,  21,  and  26,  1921,  sold  said  stocks  in  blocks  on 
the  New  York  Stock  Exchange  in  accordance  with  the  rules  and  pro¬ 
cedure  of  that  Exchange.  On  the  same  several  days  they  purchased, 
in  the  name  of  Brown  and  Peters,  an  amount  of  stock  equal  to  that 
sold  on  that  day  for  Esperson. 

5.  On  each  of  those  several  days  there  was  sold  on  the  New  York 
Stock  Exchange,  Invincible  Oil  Corporation  stock,  several  thousand 
shares  in  excess  of  number  of  shares  of  the  Esperson  stock  sold. 

6.  The  certificates  for  the  purchased  stock  were  made  in  the  name 
of  Brown  and  Peters  respectively,  billed  and  mailed  to  them. 

7.  Brokers’  commissions  were  charged  to  and  paid  by  Esperson 
on  the  sale,  and  like  commissions  on  the  purchases,  were  charged  to. 
and  paid  by  Brown  and  Peters,  respectively. 

8.  Esperson  furnished  to  Brown  and  Peters  the  money  to  pay  for 
l he  stock  so  issued  to  them,  which  amounts  were  charged  to  Brown 
and  Peters  on  Esperson’s  books. 
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9.  Esperson  died  in  1922,  and  in  1923,  Mrs.  Esperson,  the  execu¬ 
trix  and  sole  legatee  of  his  estate,  took  over,  or  back,  said  stock  from 
Brown  and  Peters  and  canceled  the  charges  against  them. 

Upon  the  foregoing  array  of  evidentiary  facts,  the  Board  is  called 
upon  to  reach  a  conclusion  of  fact  as  to  whether  or  not  Esperson,  in 
fact,  sold  his  stock.  The  prevailing  opinion  reaches  the  conclusion 
[hat  Brown  and  Peters  were  mere  dummies  in  the  transaction  and 
[hat  the  ostensible  sale  to  them  was  in  fact  a  sale  to  Esperson  him- 
elf,  and  that  because  Esperson  was  the  seller,  and  also  the  buyer,  and 
jecause  one  can  not  sell  property  to  himself,  there  was,  in  fact  no 
Me  at  all. 

Esperson  died  before  the  hearing  in  this  case  and  even  before  the 
controversy  arose.  In  his  income-tax  return  for  1921,  he  took  a 
leduction  for  one-half  the  loss  claimed  by  him  to  have  been  sustained 
n  that  transaction  and  his  wife  in  her  return  took  a  deduction  for  the 
>ther  one-half.  By  reason  of  his  death,  his  testimony  as  to  any  contract 
>r  arrangement  with  Brown  and  Peters,  if  any,  was  not  available. 
Yll  we  have  in  the  way  of  evidence  was  necessarily  from  other  sources 
tnd  its  substance  is  stated  hereinbefore. 

Waiving  for  the  moment  the  question  as  to  whether  or  not 
i  person,  when  dealing  through  a  broker  on  the  New  York  Stock 
Exchange,  can  in  law  sell  something  and  buy  it  in  for  himself, 

may  point  out,  as  is  pointed  out  in  the  prevailing  opinion,  that 
i  pretended  sale  on  that  Exchange  which  is  not  in  fact  a  sale  is 
ontrary  to  the  rules  of  the  Exchange.  It  is  indicated  in  the  pre- 
ailing  opinion  that  the  brokers  knew  that  the  seller  and  purchaser 
rare  one  and  the  same  person.  I  believe  that  is  an  unwarranted 
onclusion.  An  officer  of  any  organization  is  presumed  to  comply 
rith  its  rules  and  perform  his  duty  relative  thereto.  All  the  evidence 
a  this  case  harmonizes  with  the  theory  of  a  bona  -fide  sale.  Not  one 
f  the  items  of  evidence  is  inconsistent  with  bona  fldes.  It  is  true 
hat  the  facts  and  circumstances  may  arouse  suspicion  of  mala  -fldes , 
ut  cases  should  not  be  decided  on  suspicion.  It  is  said  that  one  can 
ot  sell  to  himself.  If,  by  that  declaration,  it  is  meant  that  one, 
rithout  the  intervention  of  an  intermediary  agency,  can  not  sell  to 
imself,  I  might  be  willing  to  accept  the  statement  as  good  law.  But 
here  an  intermediary  agency  intervenes,  I  can  not  accept  the  state- 
lent  as  good  law.  I  dare  say  such  transactions  occur  on  stock  ex- 
liange  every  day  for  various  and  sundry  reasons.  It  often  occurs 
i  trustee  sales  where  the  one  who  owns  the  beneficial  interest  in  the 
roperty  has  it  sold  by  the  trustee  and  bids  it  in.  Less  frequently, 
ut  sometimes,  it  occurs  that,  in  order  to  clear  title  or  for  other  rea¬ 
ms,  the  owner  of  the  fee,  the  mortgagor,  will  let  the  property  be 
>ld  by  the  trustee  and  bid  in  the  same. 
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In  the  case  at  bar,  it  is  conceded  that  at  the  date  of  the  transactor 
in  question  Esperson  had  a  perfect  right  to  sell  his  stock  and  on  the 
same,  or  any  other  day,  buy  an  equal  amount  of  the  same  kind  oj 
stock,  and  take  his  loss  on  the  sale.  In  fact,  I  believe  it  is  conceded 
that  if  in  fact  he  sold  to  a  stranger  he  could  buv  back  the  same  stock 
on  the  same  day  it  was  sold.  There  is  nothing  in  the  record  that 
proves  in  a  legal  way  that  the  stock  bought  for  Brown  and  Peters 
was  the  same  sold  on  behalf  of  Esperson.  There  is  nothing  stronger 
to  my  mind  than  a  suspicion  that  it  was  the  same  stock.  Admitting 
for  the  sake  of  argument  that  it  was  the  same  stock,  I  can  not  per¬ 
ceive  that  any  legal  or  equitable  impediment  exists  that  would  pre¬ 
clude  a  holding  that  it  made  no  difference.  That  there  was  a  sale, 
at  least  in  form  and  according  to  the  rules  of  the  Exchange,  made 
on  the  part  of  Esperson  of  his  stock,  and  a  purchase  on  the  part  of 
Brown  and  Peters,  can  not  be  denied.  Even  if  Esperson  intended 
that  Brown  and  Peters  should  hold  the  stock  for  him,  nevertheles> 
there  was  a  sale,  and  the  legal  title  passed  to  Brown  and  Peters,  and 
only  an  equitable  title  remained  in  Esperson. 

There  is  nothing  in  the  record  except  some  suspicious  circum¬ 
stances,  that  could  have  prevented  Brown  and  Peters  from  forcing 
Esperson,  prior  to  his  death,  or  Mrs.  Esperson  after  his  death,  to 
accept  the  amount  of  the  purchase  price  plus  interest,  in  the  event 
they  should  have  found  it  to  their  interest  to  pay  it.  There  may. 
possibly,  have  been  an  agreement  between  Esperson  and  Brown  and 
Peters  which  a  court  of  equity  would  enforce,  that  would  have  pre¬ 
vented  such  a  situation  but  there  is  no  evidence  in  this  record  to 
support  a  finding  to  that  effect. 

I  believe  that  the  decision  in  this  case  on  the  merits  of  the  case 
should  be  for  the  petitioner. 


Mrs.  Niels  (Mellie)  Esperson,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  7370.  Promulgated  September  27,  192S. 

1.  Purported  sole  of  stock  by  petitioner’s  husband,  in  which  she 
held  a  one-lialf  interest  as  community  property,  for  the  purpose 
of  establishing  a  loss  for  income-tax  purposes,  held  not  to  have 
been  a  bona  /idc  sale. 

2.  Evidence  held  insufficient  to  justify  the  conclusion  that  peti¬ 
tioner’s  return  in  which  the  loss  was  taken  as  a  deduction,  was 
wilfully  false  and  fraudulent. 

B.  F.  Louis ,  Esq.,  for  the  petitioner. 

Bmce  A.  Lore,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  in  income  tax  for  1921, 
in  the  amount  of  $59,823.40. 
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It  is  claimed  that  the  Commissioner  erred  in  disallowing  the  peti¬ 
tioner  one-half  of  a  loss  sustained  by  herself  and  her  husband,  Niels 
Esperson,  in  October,  1921,  on  the  sale  of  8,100  shares  of  stock  in  the 
Invincible  Oil  Corporation,  the  total  amount  of  the  alleged  loss 
which  was  $163,033.44,  and  this  petitioner’s  one-half  thereof  being 
$81,516.72. 

The  Commissioner’s  ground  for  disallowing  the  claim  for  the  loss 
was  that  the  alleged  sale  of  said  stock  was  not  a  bona  fide  sale.  There 
is  no  controversy  in  regard  to  the  cost  of  said  stock,  or  the  price 
obtained,  if  in  fact  an  actual  sale  was  made. 

FINDINGS  OF  FACT. 

Petitioner  is  a  resident  of  Houston,  Tex.,  and  in  1921  was  the  wife 
of  Niels  Esperson,  and  as  such  wife  had  a  one-half  community 
interest  in  the  8,100  shares  of  stock  here  involved.  Niels  Esperson 
died  October  21,  1922,  and  this  petitioner  thereafter  married  one 
Stewart. 

In  1921  petitioner  and  her  husband,  Niels  Esperson,  owned  8,100 
shares  of  Invincible  Oil  Corporation  stock  which  they  had  thereto¬ 
fore  purchased,  and  which,  since  its  purchase,  had  greatly  declined  in 
market  value. 

In  October,  1921,  Niels  Esperson,  being  then  in  Chicago,  called  at 
"he  brokerage  house  of  E.  F.  Leland  &  Co.  He  was  well  acquainted 
with  H.  B.  Signor,  a  partner  in  that  company,  and  at  that  time  made 
ind  left  with  Signor,  as  a  representative  of  that  firm,  an  order  to 
sell  8,100  shares  of  Invincible  Oil  Corporation  stock ;  also  an  order  to 
my  the  same  number  of  shares  of  said  stock  to  be  issued  to  Charles  W. 
Brown  and  Gust  H.  Peters.  Peters  was  Esperson’s  secretary  and 
Brown  was  Esperson’s  brother-in-law.  Neither  Peters  nor  Brown 
it  that  time  had  an  account  with  the  Leland  firm,  nor  did  either  of 
hem  have  any  financial  standing  with  it.  Petitioner  conceded  that 
mch  sale  was  made  for  the  purpose  of  taking  a  loss  on  the  income-tax 
'eturns  of  himself  and  wife.  E.  F.  Leland  &  Co.  carried  out  those 
irders  through  the  New  York  Stock  Exchange.  The  following  is  a 
•eport  of  the  sale  of  said  stock  (immaterial  items  omitted)  made  by 
3.  F.  Leland  &  Co.  to  Niels  Esperson : 

E.  F.  Leland  &  Company 

7iels  Esperson, 

Dear  Sir:  We  have  this  day  Sold  for  your  account  and  risk 
ccording  to  the  rules  of  the  New  York  Stock  Exchange. 
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Chicago 

Credit 

delivery 

Number 

shares 

Description 

Price 

Sold  through 

Oct.  20,  1921 . . 

Oct.  21, 1921 

300 

Invincible 

1114 

— 

TTnrt.nn 

300 

_ do . 

10% 

Ware  &  T. 

200 

_ do _ 

11 

Ware  &  T. 

500 

. do . . . 

ioy8 

Orvis. 

Oct.  19,  1921 . . . 

Oct.  20, 1921 

300 

_ do 

1114 

TTnrtnn 

200 

. do . . 

10% 

Horton. 

- 

200 

_ do . . 

11 

Horton. 

Oct.  26,  1921 _ _ 

Oct.  27,  1921 

100 

_ do__ 

10% 

Whitnp.v. 

Oct.  19,  1921 _ _ _ 

Oct.  20,1921 

200 

do 

1114 

Wil1i<;trm 

700 

_ do . . 

11 

Williston. 

100 

_ do . . . 

10% 

Williston. 

Oct.  19,  1921 . _ . 

Oct.  20,1921 

700 

_ do.. 

1114 

J  F  Clark 

300 

. do . 

11 

J.  F.  Clark. 

Oct.  18,  1921... . 

Oct.  19,1921 

300 

..  ..do.. 

11% 

Whit.nev 

200 

_ do . . 

ii% 

Whitney. 

100 

_ do _ _ _ 

im 

Bernstein. 

400 

_ do . 

n% 

Bernstein. 

Oct.  18,  1921.... . . 

Oct.  19, 1921 

900 

do 

ii 

Plnrk  C'hilds 

100 

. do _ 

n% 

Clark  Childs. 

Oct.  17,  1921 _ _ _ 

Oct.  18,1921 

100 

_ do . . 

ii 

Whitney. 

200 

. do . . . 

10% 

Whitney. 

200 

. do _ 

11% 

Whitney. 

500 

_ do . . . 

11% 

Whitney. 

500 

_ do.. . 

11% 

J.  J.  Danzig. 

100 

_ do . . 

11% 

■Williston. 

400 

_ do .  . 

11% 

Williston. 

Respectfully  yours, 


E.  F.  Leland  &  Co. 


E.  F.  Leland  &  Co.  sent  their  check  for  the  proceeds  of  that  sale, 
less  commissions  and  transfer  tax,  to  Niels  Esperson. 

The  following  is  the  report  of  E.  F.  Leland  &  Co.  to  Gust  H. 
Peters  of  the  purchase  of  stock  for  him : 


No.  6764. 

E.  F.  Leland  &  Co., 

Chicago ,  11/9/21. 

Gus  H.  Peters. 

Dear  Sir:  We  herewith  hand  you  by  registered  mail  securities  as  listed  be¬ 
low  : 


No. 

Amount 

Description 

Name 

7653/54 . . . 

200 

Invincible  Oil . 

Gus  H.  Peters. 

Do. 

7540/42 . 

300 

. do . 

7522/31 . . . 

1000 

. do . 

Do 

7473/82.... . . . . 

1000 

_ do . . . . 

Do. 

7315/19.. . . . 

500 

. do . 

Do. 

7881/90 . 

1000 

. do _ _ 

Do. 

Yours  truly, 


E.  F.  Leland  &  Co. 

The  following  statements  were  made  by  E.  F.  Leland  &  Co.  to 
Brown  and  Peters: 


E.  F.  Leland  &  Company 

Ohas.  W.  Brown, 

Dear  Sir:  We  have  this  day  BOUGHT  for  your  account  and  risk  according 
to  the  rules  of  tlie  New  York  Stock  Exchange: 
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Chicago 

Debit  deliv¬ 
ery 

Number 

shares 

Decription 

Price 

Bought  through 

Oct.  19,  1921 _ _ 

Oct.  20, 1921 

700 

Invincible 

11U 

j  F  Clark 

300 

_ do . . 

11 

J.  F.  Clark. 

Oct.  19,  1921 . . . 

Oct.  20,1921 

200 

_  _do__ 

11% 

Willistnn 

700 

..do _ 

11 

Williston. 

100 

. do _ 

io% 

Williston. 

Oct.  26,  1921 . . 

Oct.  27,1921 

100 

do 

10% 

Whit.nev 

Oct.  20,  1921 . . 

Oct.  21,1921 

300 

do 

11% 

TTnrfnn 

300 

_ do . . 

10% 

Ware  &  Tranter. 

200 

_ do _ 

11 

Ware  &  Tranter. 

500 

_ .do _ 

10% 

Orvis  Bros. 

Oct.  19,  1921 . . . _ . 

Oct.  20,1921 

200 

. do . . 

11 

Horton. 

300 

_ do _ 

11% 

Horton. 

200 

_ do _ 

10% 

Horton. 

Respectfully  yours,  E.  F.  Leland  &  Co. 


E.  F.  Leland  &  Company 

Gus  H.  Peters, 

Dear  Sir:  We  have  this  day  Bought  for  your  account  and  risk  according  to 
the  rules  of  the  New  York  Stock  Exchange : 


Chicago 

Debit  deliv¬ 
ery 

Number 

shares 

Decription 

Price 

Bought  through 

Oct.  18,  1921 _ _ 

Oct.  19,1921 

100 

Invincible 

11% 

Clark  Childs 

900 

_ do _ 

11 

Clark  Childs. 

Oct.  18,  1921 . 

Oct.  19,1921 

300 

do 

11% 

WLif.nev 

200 

. do . 

11% 

Whitney. 

100 

. do . 

11% 

Bernstein. 

400 

- do . . 

11% 

Bernstein. 

Oct.  17,  1921 . . 

Oct.  18,1921 

100 

. do . . 

11 

Whitney. 

200 

_ do _ _ 

10% 

Whitney. 

200 

_ do _ 

11% 

Whitney. 

500 

...  .do . . 

11% 

Whitney. 

500 

_ do _ 

11% 

J.  J.  Danzig. 

100 

_ do . . . 

11% 

Williston. 

400 

. do. . 

11% 

Williston. 

Respectfully  yours,  E.  F.  Leland  &  Co. 


Niels  Esperson  approached  Brown  and  Peters  in  October.  1921. 
and  informed  them  of  his  intention  to  have  purchased  for  them  8,100 
shares  of  the  Invincible  Oil  Corporation  stock  and  that  he  would  loan 
them  the  money  to  buy  the  same,  and  they  assented.  After  the 
purchase  by  E.  F.  Leland  &  Co.,  that  company  sent  to  Brown  and 
Peters,  each,  a  bill  for  the  purchase  price  of  amount  purchased  by 
each,  plus  commissions,  and  in  payment  therefor  Niels  Esperson 
made  his  check  payable  to  Brown  and  Peters,  respectively,  for  the 
purchase  price  of  each  one’s  stock  and  they  in  turn  indorsed  such 
checks  and  sent  same  to  E.  F.  Leland  &  Co. 

The  certificates  of  stock  made  to  Brown  and  Peters,  respectively, 
were  sent  by  E.  F.  Leland  &  Co.  to  Brown  and  Peters,  respectively, 
and  the  purchase  price  therefor  was  charged  against  them,  each,  on 
the  books  of  Niels  Esperson.  The  certificates  were  then  endorsed  by 
Brown  and  Peters,  respectively,  and  delivered  to  Esperson  as  col¬ 
lateral.  Esperson  thereafter  used  them  as  collateral  to  secure  ad- 
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vancements  made  to  him  by  E.  F.  Leland  &  Co.  and  they  were  so 
held  by  Lampson  Brothers  &  Co.,  successors  to  E.  F.  Leland  &  Co., 
at  the  date  of  Esperson’s  death. 

About  July,  1923,  the  petitioner,  as  executrix,  proposed  to  Brown 
and  Peters  to  take  back  the  Invincible  Oil  Corporation  stock  standing 
in  their  respective  names  and  cancel  the  charge  standing  on  the  books 
against  them.  They  each  assented  and  this  was  done.  Neither 
Brown  nor  Peters  had  paid  any  amount  on  such  indebtedness. 

The  following  was  stipulated  into  the  record  of  this  case  and 
shows  the  quotations  of  the  Invincible  Oil  Corporation  stock  on  the 
New  York  Stock  Exchange  on  the  dates  therein  indicated: 


Date 

Sales 

First 

High 

Low 

Closing 

Oct.  17,  1921.. . . . . 

13,000 _ 

11 

11 J4 

1034 

1114 

Oct.  18,  1921.. _ _ _ 

8,800 _ _ 

1134 

1134 

1034 

11 

Oct.  19,  1921.. . . . 

11,500 . . . . 

11H 

1114 

1034 

11 

Oct.  20,  1921 . . . . 

6,800 . . . 

11 

11 

1034 

1034 

Oct.  21,  1922. . . . 

16  Vx 

1616 

1636 

1634 

July  2,  1923  ...  . . . . 

10 

10 

916 

10 

July  3'  1923.. . . . . 

10 

10 

916 

916 

July  4,  1923 _ 

Holiday... . . . . 

July  5,  1923. . . . 

10 

10 

934 

916 

July  6,  1923 _ _  .  _  ... 

9% 

1036 

916 

10' 

July  7,  1923. _ _  _ _ 

9% 

916 

916 

916 

July  8,  1923.. . . . . 

Sunday  . . 

July  9,  1923 _ _ _  .. 

10H 

1014 

10 

10 

July  10,  1923 _ _ _ 

10 

10 

10 

10 

July  11,  1923 _ _ 

10J4 

1016 

10 

10 

July  12',  1923. . . . 

No  transactions _ 

July  13,  1923. . . . . 

1014 

1016 

1016 

1016 

July  14,  1923 _ _ _ 

10}4 

1036 

1014 

lOH 

July  15;  1923.. . . . . 

Sunday _ _ _ _ _ 

July  16,  1923.. . . . _ 

1054 

1016 

10 

10 

July  17,  1923 _ _ 

No  quotations _ _ _ 

July  18,  1923. . . 

10 

10 

10 

10 

July  19,  1923 . . . 

1014 

1034 

1016 

1016 

July  20i  1923.. . 

1014 

1036 

10P> 

1016 

July  21,  1923 _ _ _ _ 

1014 

1016 

1014 

1014 

July  22,  1923.. . . . 

Sunday . . .  . . 

July  23,  1923.. _ _ _ 

No  sales . . . . 

July  24,  1923 _ _ _ 

1014 

1014 

1016 

1016 

July  25,  1923.. . . . 

1014 

1016 

1016 

1036 

July  26'  1923. _ _ _ 

1014 

1036 

1016 

1016 

July  27,  1923.. . . . 

10 

10 

10 

10 

July  28;  1923... . . . 

m 

10 

934 

934 

July  29,  1923.. . 

Sunday.  ..  _ 

July  30,  1923.. . . 

9  36 

936 

914 

916 

July  31,  1923. _ _ _ 

9J4 

91« 

9 

9 

Dec.  10,  1923 . 

1114 

1114 

1034 

11 

Dec.  11,  1923 . 

11 

11 

1034 

1016 

Dec.  12,  1923 . . . 

1014 

1016 

1034 

1016 

Dec.  13,  1923 . 

1034 

11 

1034 

11 

Dec.  14,  1923 . . . 

11 

1136 

1016 

1016 

Dec.  15,  1923 . . 

1  m 

1216 

1114 

1236 

Dec.  16',  1923 . . . 

Sunday _ 

Dec.  17,  1923 . 

13 

1416 

13 

1416 

Dec.  18,  1923 . 

1414 

1416 

1336 

14 

Dec.  19,  1923 . 

14 

14H 

1316 

14 

Deo.  20,  1923 . . . 

14-36 

1516 

1436 

1434 

Dec.  21,  1923 . 

1516 

1534 

1416 

15 

Dec.  22,  1923 . . 

1516 

1536 

15 

1514 

Dec.  23,  1923 

Sunday 

Dec.  24;  1923 . 

15 

1536 

15 

1536 

Dec.  25,  1923 

Xmas 

Dec.  26',  1923 . 

1536 

1636 

1536 

1634 

Dec.  27,  1923 . 

1616 

1734 

1616 

1734 

Dec.  28,  1923 . 

17'3A 

1734 

1616 

1714 

Dec.  29,  1923 . 

17)6 

1734 

1714 

1716 

Dec.  30;  1923 

Sunday 

Dec.  31,  9123 . 

1734 

1716 

1636 

1616 

_ 
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Before  entering  into  the  transaction  above  referred  to,  Niels 
ilsperson  told  petitioner  that  he  was  going  to  sell  the  stock  in  ques- 
ion  for  the  purpose  of  taking  a  loss  and  that  he  was  going  to  lend 
^ters  and  Brown  money  with  which  to  buy  stock  of  the  same  kind. 
Hitioner  had  no  objection  to  the  proposed  action  on  the  part  of  her 
usband. 

OPINION. 

Littleton  :  The  first  question  involved  in  this  case  is  whether  in 
)ctober,  1921,  Niels  Esperson  made  a  bona  fide  sale  of  8,100  shares 
f  Invincible  Oil  Corporation  stock.  This  issue  was  likewise  before 
s  today  on  the  basis  of  the  same  facts,  in  the  case  of  Mrs.  Niels 
Mellie)  Esperson ,  Executrix,  Estate  of  Niels  Esperson ,  13  B.  T.  A. 
96,  wherein  we  held  that  the  sale  was  not  bona  fide  and,  there- 
ire,  a  loss  on  account  thereof  could  not  be  allowed.  That  de  ision 
;,  of  course,  controlling  in  the  case  at  bar. 

But  we  are  not  convinced  that  when  this  purported  sale  was  being 
irried  out  by  Niels  Esperson,  the  knowledge,  acquiescence  and  part 
layed  by  the  petitioner,  his  wife,  were  sufficient  to  justify  the  coll¬ 
usion  of  fraud  on  her  part  and,  accordingly,  the  motion  of  the 
^spondent  that  the  fraud  penalty  provided  in  section  250  (b), 
Revenue  Act  of  1921,  be  asserted,  is  denied. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent. 

Love  dissents. 


iouse  &  Herrmann,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  14090,  30958.  Promulgated  September  27,  1928. 

Cash  value  of  good  will  acquired  for  capital  stock,  determined. 

Ben  Jenkins ,  Esq.,  for  the  petitioner. 

Albert  E.  Lisenby ,  Esq.,  for  the  respondent. 

By  this  proceeding  the  petitioner  seeks  a  redetermination  of  de- 
ciencies  in  income  and  excess-profits  taxes  for  the  years  19 IT,  1920, 
ad  1921,  in  the  respective  amounts  of  $44.37,  $359.74,  and  $329.93. 
he  petitioner  alleges  that  the  respondent  erred  in  refusing  to  allow 
ay  value  for  good  will  acquired  for  stock  at  the  time  of  its  organiza- 
on  in  1914.  At  the  hearing  the  respondent  amended  his  answer  to 
ie  petition  filed  under  Docket  No.  30958  by  alleging  that  the  de- 
ciency  for  1917  is  barred  by  the  statute  of  limitations,  and  moved 
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to  dismiss  the  petition  for  that  year  for  want  of  jurisdiction, 
motion  to  dismiss  was  denied  at  the  hearing. 


Th 


FINDINGS  OF  FACT. 

The  petitioner,  a  Delaware  corporation,  with  principal  place  o 
business  in  Washington,  D.  C.,  was  organized  in  January,  1914,  b  | 
J.  P.  Herrmann  to  conduct  a  department  store  and  acquire  the  fur 
niture  business  of  J.  P.  Herrmann,  trading  as  House  &  Herrmann. 

The  firm  of  House  &  Herrmann  was  organized  in  1885  by  G.  E 
House  and  J.  P.  Herrmann  to  conduct  a  furniture  business.  Upoi 
the  dissolution  of  the  firm  in  1901,  House  took  over  the  branch  locatec 
in  Wheeling,  W.  Va.,  and  Herrmann  acquired  the  store  being  cor 
ducted  at  921,  923,  925  and  927  Seventh  Street,  Washington,  D.  C 
Subsequently,  the  store  was  moved  to  Seventh  and  Eye  Streets,  the 
present  location  of  the  petitioner’s  business.  Prior  to  1913  the  busi 
ness  was  conducted  as  a  high-grade  installment  house. 

On  January  26,  1914,  the  board  of  directors  of  the  petitionei 
accepted  the  following  offer  of  J.  P.  Herrmann  for  the  sale  of  his 
business  as  of  Januar}^  1,  1914: 


I  propose  to  sell  and  transfer  to  you  all  my  right,  title  and  interest  in  and 
to  the  business  now  and  heretofore  conducted  by  me  in  the  City  of  Washington 
District  of  Columbia,  at  Seventh  and  Eye  Streets,  Northwest,  under  the  name 
and  style  “  House  &  Herrmann,”  including  the  good  will  and  the  following 
assets : 


Auto  Truck -  $1,500.00 

Notes  Receivable _ _  3.  836.  60 

Cash -  21.  37 

Horses  and  Wagons _  800.00 

Installments - 13S,  046.  98 

Insurance  Reserve _  390.00 

Merchandise,  as  per  Inventory _  65.  216.  7G 

Store  and  Office  Fixtures _  5.000.00 


Total - 215.  711.  71 

you  to  assume  and  pay  all  the  liabilities  of,  and  in  connection  with  said 
business,  and  to  issue  to  me  in  consideration  thereof  the  Nineteen  Hundred  and 
Ninety-seven  (1997)  shares  of  your  capital  stock  for  which  I  subscribed,  the 
same  to  be  fully  paid  and  nonassessable. 

The  deal  was  thereafter  closed  according  to  the  terms  of  the  olfer. 
The  liabilities  of  House  &  Herrmann  on  January  1,  1914.  were 
$54,960.69,  consisting  of  accounts  and  bills  payable. 

Among  tlie  property  set  up  on  the  corporate  books  as  having 
been  acquired  from  J.  P.  Herrmann  in  exchange  for  stock,  was  an 
item  of  good  will  amounting  to  $38,948.98.  The  good  will  account 
was  closed  June  30,  1918,  after  the  following  charges  had  been 
entered  in  it: 
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anuary  1, 1915,  Final  Loss  &  Gain  A/C _ $13,  959.  88 

ipril  1, 1916,  Cash  ;  Sale  Wagon _  25.  00 


ipril  19,1916,  “  “  Old  Harness 


lay  18,1916,  “  A/C  Wagon _  15.00 

LUgust  3, 1916,  “  “  _  10. 00 

lugust  28, 1916,  Cpt _  10. 00 

une  30, 1917,  J.  Phillip  Herrmann _  20,  474.  53 

une  30, 1918,  Profits  &  Loss _  4,  449.  57 


The  item  of  $20,4(4.53  originally  was  a  liability  of  the  petitioner 
0  Mrs.  J.  Phillip  Herrmann  for  advances  made  to  the  corporation 
nd  dividends  credited  to  her  account.  Some  time  prior  to  June 
0,  1917,  Herrmann  assumed  the  indebtedness  and  released  the 
etitioner  of  its  liability  by  having  the  amount  owing  charged  to  him 
nd  credited  to  good  will. 

The  average  yearly  earnings  and  net  tangibles  of  Plouse  and 
lerrmann  for  the  seven  years  prior  to  1914,  after  excluding  personal 
xpenses  and  asset  accounts  of  J.  P.  Herrmann  entered  on  the  firm 
ooks,  were  $17,059.13  and  $154,078.75,  respectively.  The  percentage 
f  earnings  to  capital  over  the  seven-year  period  was  11.07  per  cent, 
he  firm  paid  Herrmann  an  annual  salary  of  $6  000  from  1907  to 
)13,  inclusive,  and  $10,000  for  the  next  three  years.  Herrmann  also 
jceived  as  owner  of  the  property  in  which  the  firm  conducted  its 
usiness,  an  annual  rental  of  $7,200  for  the  years  1907,  1908,  and 
)09,  and  $8,400  for  the  years  1910  to  1913,  inclusive.  The  profits 
?  the  petitioner  for  1914,  1915,  and  1916  were  $13,959.88,  $18,657.60, 
id  $19,111.36,  respectively. 

The  cash  value  of  good  will  acquired  by  the  petitioner  in  January, 

)14,  for  stock  was  $15,000. 

Petitioner’s  return  for  the  year  1917  was  filed  with  the  Collector 
!  Internal  Revenue,  Baltimore,  Md.,  on  or  about  March  15,  1918. 
n  January  31,  1923,  it  executed  and  filed  with  the  respondent,  a 
-called  waiver  in  words  as  follows: 

• 

In  pursuance  of  the  provision  of  subdivision  (d)  of  Section  250  of  the 
ivenue  Act  of  1921,  House  &  Herrmann,  Inc.,  of  Washington,  D.  C.,  and  the 
•mmissioner  of  Internal  Revenue,  hereby  consent  to  a  determination,  assess- 
?nt,  and  collection  of  the  amount  of  income,  excess-profits,  or  war-profits 
xes  due  under  any  return  made  by  or  on  behalf  of  the  said  corporation  for 
e  year  1917  under  the  Revenue  Act  of  1921,  or  under  prior  income,  exce>s- 
ofits,  or  war-profits  tax  Acts,  or  under  Section  38  of  the  Act  entitled  “An  Act 
provide  revenue,  equalize  duties,  and  encourage  the  industries  of  the  United 
ates,  and  for  other  purposes”,  approved  August  5,  1909,  irrespective  of  any 
nod  of  limitations. 

1  he  records  of  the  special  assessment  section  show  that  the  consent 
reement  expired  on  April  1,  1924.  The  deficiency  for  the  year 
17  was  asserted  by  a  60-day  letter  bearing  date  of  August  26,  1927. 
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No  other  consent  agreement  has  been  filed  by  the  petitioner  with  the 
respondent  for  the  year  1917. 

OPINION. 

Arundell:  The  principal  question  involved  is  the  amount  of  peti 
tioner’s  invested  capital  for  the  years  1917,  1920,  and  1921.  The  onh 
difference  between  the  parties  on  this  issue  is  the  value  to  be  attributed 
to  the  good  will  acquired  for  stock  at  the  time  petitioner  purchased 
the  business  of  J.  P.  Herrmann.  Petitioner  is  claiming  a  valuation 
for  the  good  will  at  the  time  paid  in  of  $38,948.98.  We  have  not  beer 
furnished  with  the  basis  for  this  valuation,  but  we  observe  from 
statements  and  bookkeeping  entries  of  record  that  the  amount  is  the 
difference  between  the  book  value  of  the  assets  transferred,  less 
accounts  and  bills  payable,  and  the  par  value  of  the  stock  issued  in 
exchange  for  the  property.  Not  having  been  informed  to  the  con¬ 
trary,  we  assume  the  value  of  the  good  will  was  arrived  at  by  this 
arbitrary  method. 

As  a  consequence  of  the  fact  that  the  personal  transactions  of 
Herrmann  were  recorded  on  the  books  of  his  furniture  business  with¬ 
out  segregation,  the  Commissioner  experienced  some  difficulty  in 
determining  the  profits  of  the  firm.  The  petitioner  has  proven  that 
many  of  the  items  which  the  Commissioner  treated  as  business  ex¬ 
penses  were,  in  fact,  expenditures  of  the  individual,  with  the  result 
that  we  have  found  the  average  yearly  earnings  of  the  business  during 
the  seven-year  period  prior  to  1914  to  be  $17,059.13,  instead  of  an  aver¬ 
age  yearly  profit  of  $3,399.37  for  the  years  1909  to  1913,  inclusive, 
determined  by  the  Commissioner.  The  latter  amount  being  less  than 
an  8  per  cent  return  on  the  firm’s  investment,  the  Commissioner  de¬ 
clined  to  allow  any  value  for  good  will. 

No  uniform  rule  has  been  laid  down  for  determining  the  value  of 
good  will.  The  proper  value  is  a  question  of  fact  to  be  decided  in 
the  light  of  all  the  facts  and  circumstances  of  the  case  including 
the  reputation  of  the  business  for  honest  and  fair  dealing,  its  loca¬ 
tion  and  the  length  of  time  it  has  been  situated  there,  and  its  earnings. 

House  &  Herrmann  was  established  in  1885,  and  maintained  its 
business  at  the  present  address  of  the  petitioner  or  in  a  store  in  the 
same  block.  The  two  witnesses  presented  by  the  petitioner  to  give 
their  opinion  on  the  cash  value  of  the  good  will,  testified  that  the 
firm  had  an  excellent  business  reputation,  that  it  was  equal  or  superior 
to  the  average  furniture  store  in  the  city,  and  that  it  spent  from 
$8,000  to  $10,000  every  year  in  advertising,  of  which  a  considerable 
amount  was  expended  in  building  up  trade  under  the  slogan  “When 
in  doubt,  buy  at  House  and  Herrmann’s.”  Both  of  these  witnesses 
either  owned  or  wrere  closely  identified  with  competitive  businesses. 
The  witness  who  qualified  to  express  an  opinion  as  to  the  value  of  the 
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firm’s  good  will  at  the  time  the  petitioner  acquired  it  for  stock, 
testified  that  it  was  worth  $50,000.  The  witness  failed  to  show 
sufficient  knowledge  of  the  business  to  entitle  the  opinion  to  any 
great  weight. 

The  profits  of  the  petitioner,  for  the  years  1914,  1915,  and  19 10, 
averaged  $17,242.95  after  deducting  an  annual  salary  of  $10,000  paid 
to  its  owner.  Whether  the  increase  in  earnings  was  due  to  better 
management,  a  larger  investment,  or  for  some  other  reason  is  not 
shown  by  the  evidence. 

From  all  the  evidence  we  are  of  the  opinion  that  the  good  will 
paid  in  to  the  petitioner  for  stock  had  a  cash  value  at  that  time  of 
$15,000. 

The  respondent,  at  the  hearing,  moved  to  dismiss  the  petition  in 
so  far  as  it  relates  to  the  year  1917,  on  the  ground  that  the  Board  had 
no  jurisdiction  as  the  statutory  period  for  assessment  and  collection 
{of  the  deficiency  had  expired  prior  to  the  mailing  of  the  notice  of 
deficiency.  This  motion  was  denied.  In  connection  with  the  motion 
respondent  was  granted  leave  to  amend  his  answer  so  as  to  allege  the 
facts  relating  to  the  running  of  the  statute  of  limitations,  and  there- 
ifter  introduced  evidence  in  support  of  his  allegations. 

TV  e  are  clearly  of  the  opinion  that,  even  if  we  found  that  the  statute 
)f  limitations  had  run,  that  fact  would  not  deprive  us  of  jurisdiction, 
t  being  within  our  power  to  determine  whether  taxes  are  barred,  and 
n  older  to  make  that  determination  we  must  have  jurisdiction. 
Under  our  decision  on  the  merits  of  this  case  the  deficiencv  deter¬ 
mined  by  the  respondent  for  1917  will  be  eliminated  on  recomputa- 
ion,  and  theie  is  therefore  no  necessity  for  discussing  the  matter  of 
he  statute  of  limitation. 

Judgment  will  be  entered  under  Rule  50. 


^wa  Plantation  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  19221,  23610.  Promulgated  September  27,  1928. 

1.  Decision  in  Kahuku  Plantation  Go.,  12  B.  T.  A.  977,  followed. 

2.  March  1,  1913,  value  of  leasehold  interests  in  sugar  cane  lands 
determined. 

A"  Ballantine,  Esg .,  S.  Milton  Simpson ,  Esq .,  and  Bernard 
{ nollenberg ,  Esq.,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  and  L.  C .  Mitchell,  Esq.,  for  the  respondent. 

The  Commissioner  determined  deficiencies  in  income  and  profits 
axes  for  the  calendar  years  1919  and  1920  in  the  amounts  of  $43,- 
45.23  and  $610,7  i  5.20,  respectively.  Petitioner  instituted  these  pro- 
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feedings,  which  were  duly  consolidated,  for  a  redetermination  of 
such  taxes.  It  alleges  that  the  Commissioner  committed  error  in 
charging  the  petitioner  with  the  receipt  of  an  amount  of  strike  loss 
indemnity  in  excess  of  the  amount  actually  received  and  in  includ¬ 
ing  as  taxable  income  for  the  year  1920  the  amount  of  $477,487.74 
received  by  the  petitioner  on  December  31,  1920,  as  indemnity  for 
losses  to  its  1921  and  1922  sugar  crops.  In  each  of  the  proceedings 
it  is  alleged  that  error  was  committed  in  failing  to  allow  as  a  deduc¬ 
tion  in  computing  taxable  income  for  such  respective  year  $70,000 
for  depreciation  of  leaseholds  of  cane  lands  acquired  prior  to  March 
1,  1913.  The  first  assignment  of  error  raises  a  question  which  is  com¬ 
mon  to  several  proceedings,  all  heard  at  the  same  time.  The  proceed¬ 
ing  known  as  Kahuku  Plantation  Co.,  Docket  No.  19156,  was  made 
the  test  case  for  the  determination  of  the  principle  involved. 

FINDINGS  OF  FACT. 

1.  Petitioner  is  a  corporation  organized  under  the  laws  of  the 
Territory  of  Hawaii  with  its  principal  office  in  Honolulu.  Its  busi¬ 
ness  is  and  has  been  the  planting,  cultivation  and  milling  of  sugar 
cane  on  the  Island  of  Oahu  in  the  Territory  of  Hawaii. 

2.  The  findings*  of  fact  under  this  paragraph  number  are  identi¬ 
cal  with  the  findings  of  fact  of  paragraph  2  in  Kahuku  Plantation 
Co.,  Docket  No.  19156,  and  such  findings  are,  by  reference,  incorpo¬ 
rated  herein  and  made  a  part  hereof. 

3.  The  petitioner,  with  the  approval  of  the  Commissioner  of  In¬ 
ternal  Revenue,  has  for  many  years  (before,  during,  and  after  1920) 
kept  its  accounts  and  made  its  Federal  income-tax  returns  on  the 
so-called  “  crop  basis  ”  as  permitted  by  the  Treasury  regulations. 
The  crop  basis  of  accounting  was  very  generally  in  use  by  sugar 
plantations  throughout  the  Islands.  Under  this  system  of  accounts 
a  crop  was  treated  as  a  venture  and  an  account  kept  for  each  crop. 
All  expense  incident  to  the  crop,  from  the  preparation  of  the  soil  to 
the  harvest  and  manufacture  of  the  cane  into  raw  sugar,  were 
charged  to  the  crop  account,  and  all  receipts  from  the  crop  were 
credited  to  the  crop  account.  When  the  crop  was  harvested  and 
disposed  of,  the  account  was  closed  and  it  was  determined  whether 
there  had  been  a  profit  realized  or  a  loss  sustained  from  the  crop. 

4—7.  The  findings  of  fact  under  these  paragraph  numbers  are 
respectively  identical  with  findings  of  fact,  paragraphs  4-7  inclusive, 
in  Kahuku  Plantation  Co.,  Docket  No.  19156,  and  such  findings  of 
fact  are,  by  reference,  incorporated  herein  and  made  a  part  hereof. 

8.  The  strike  was  finally  broken  in  July,  1920,  but  not  until  the 
seven  Oahu  plantations  affected  by  it,  including  petitioner’s  planta- 
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on,  had  sustained  damages  to  their  growing  crops  of  cane.  During 
fie  period  of  the  strike  there  was  in  the  ground  most  of  the  1920 
top  planted  in  1918;  the  1921  crop  planted  in  1919;  and  the  1922 
■op  planted  in  1920.  The  strike  caused  a  shortage  of  labor.  The 
^ike-breakers  were  inexperienced  men  and  the  hours  worked  were 
*ss  than  the  regular  plantation  hours.  As  a  consequence,  labor  per- 
irmed  on  the  three  crops  was  less  than  that  which  would  normally 
ave  been  performed.  As  a  result  of  this  shortage  in  labor  and 
ther  conditions  brought  about  by  the  strike,  the  harvest,  and  con- 
iquently  the  manufacture  and  marketing  of  the  1920  crop  was 
elayed.  During  the  period  of  delay  the  market  price  of  sugar  fell, 
"he  cultivation,  irrigation  and  fertilization  of  the  1921  and  1922 
cops  were  delayed  and  irregular.  This  stunted  the  growth  of  the 
me  and  as  a  consequence  the  yield  was  less  than  it  otherwise  would 
ave  been.  The  planting  of  the  1922  crop  was  delayed  and  the  acre- 
planted  was  less  than  that  of  the  1920  crop  which  if  followed, 
^hen  it  became  apparent  that  the  strike  was  likely  to  continue  for 
>me  time  and  that  losses  were  being  sustained  against  which  there 
as  no  check,  the  Association  decided  that  steps  should  be  taken 
)  have  a  record  made  of  the  conditions  on  each  of  the  plantations 

>  there  might  be  some  evidence  of  loss -other  than  the  statement  of 
le  respective  managers. 

9.  The  findings  of  fact  under  this  paragraph  number  are  respec- 
vely  identical  with  the  findings  of  fact  in  paragraph  9,  in  Kahuku 
’lantation  Co.,  Docket  No.  19156,  and  such  findings  of  fact  are,  by 
iference,  incorporated  herein  and  made  a  part  hereof. 

10.  When  the  strike  had  been  settled,  the  Hawaiian  Sugar  Planters’ 
.ssociation,  through  its  strike  claims  committee,  estimated  the  net 
>sses  sustained  by  the  affected  plantations. 

11.  On  December  29,  1920,  the  Association  empowered  the  strike 
bairns  committee  to  make  a  final  determination  of  the  amount  of 
:rike  loss  indemnity  to  be  allowed  to  the  Oahu  plantations.  This 
^remittee  then  took  up  in  detail  the  matter  of  determining  the 
mount  of  losses  occurring  on  each  plantation  with  respect  to  each 
’op  affected.  On  November  IT,  1920,  it  presented  to  the  trustees 
f  the  Association  a  detailed  form  to  be  employed  by  the  plantations 
i  submitting  their  claims  for  strike  losses.  It  was  the  purpose  of 
us  form  to  measure  losses  by  the  decreased  receipts  from  each  crop, 
ith  adjustment  for  increased  or  decreased  costs  in  the  planting,, 
iltivation  and  marketing  of  such  crop.  A  recapitulation  of  the 
ems  entering  into  the  petitioner’s  claim  as  filed  by  it  on  one  of 
ich  forms,  which  claim  was  allowed  substantially  in  full,  follows; 
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Losses 


Gain; 


Exhibit  2  (D)  (Operations)— 

Exhibit  3  (D)  (Bonus) _ 

Exhibit  4  (B)  (Receipts) _ 

Exhibit  5  (D)  (E)  (Rents).... 
Exhibit  6  (C)  (.Miscellaneous) 

Total,  1920  crop _ 

Subtract  gains,  1920  crop _ 

Net  losses,  1920  crop _ 


Exhibit  8  (C)  (Operations) _ 

Exhibit  9  (M)  (Receipts) _ 

Exhibit  10  (D)  (E)  (Rents) ... 
Exhibit  11  (C)  (Miscellaneous) 

Total,  1921  crop _ 

Subtract  gains,  1921  crop _ 

Net  losses,  1921  crop _ 


Exhibit  13  (C)  (Operations) _ 

Exhibit  14  (M)  (Receipts) _ 

Exhibit  15  (.D)  (E)  (Rents)... 
Exhibit  16  (C)  (Miscellaneous) 

Total,  1922  crop _ 

Subtract  gains,  1922  crop _ 

Net  losses,  1922  crop _ 


1920 


$367.  793. 14 
2,  504,  992.  20 


$309.  16 


95,  75 
75. 49 


2,  872,  785.  34 
480,  421.94 


480.  42 


2,  392, 363.  40 


1921 


1922 


174,  650.  22 


14,  70: 


7.  484 
14, 11 


174,  650.  22 
36,  299.  50 


36,  29! 


138,  350.  72 


366,  349.  11 


11,07; 


15.  37; 
3,  28C 


366,  349.  11 
29,  731.  58 


29,  731 


336,  617.  53 


I  lie  total  amount  of  the  strike  indemnity  received  bv  petitioner 
1920  from  the  Hawaiian  Sugar  Planters’  Association  was  $2,831 
566.50  paid  on  account  of  estimated  losses  to  the  several  crops 
follows : 


1920 

1921 

1922 


.$2,  302.  078.  76 
138,  350.  72 
339,  137.  02 


As  to  the  year  1922,  all  of  the  strike  loss  with  the  exception  « 
$40,273.2  <  was  based  on  acreage  which  was  either  seeded  or  ratoone 
To  the  extent  of  $40,273.27  the  loss  for  1922  was  based  on  areas  whi( 
were  neither  seeded  nor  ratooned. 

12—1 1 .  1  lie  findings  of  fact  under  these  paragraph  numbers  a: 
respectively  identical  with  the  findings  of  fact,  paragraphs  12  to  1 
inclusive,  in  Kahuku  Plantation  Co.,  Docket  No.  1915G,  and  sue 
j—s  ,  by  l  ef ei  ence,  incorporated  herein  and  made  part  liereol 
18.  rI  he  sum  of  $2,839,566.50,  representing  its  estimated  loss  wit 
respect  to  the  three  crops,  was  paid  to  petitioner  by  the  Hawaiia 
Sugar  Planters’  Association  in  December,  1920. 


19.  In  its  accounts  and  in  its  Federal  income-tax  returns  petition! 
treated  the  amount  received  as  indemnity  for  the  estimated  losses  t 
its  1920  crop  as  income  lor  1920.  It  treated  the  amounts  received  t 
.  l  e  losses  to  its  1921  and  1922  crops  as  income  for  tb 

years  1921  and  1922,  respectively,  and  not  as  income  for  1920. 
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20.  The  respondent,  in  the  determination  of  the  deficiency,  included 
s  taxable  income  to  the  petitioner  as  strike  loss  indemnity  received 
l  1920  the  amount  of  $2,867,331.65. 

21.  In  petitioner’s  business  of  running  a  sugar  plantation  there 
re  items  of  expense  and  income  that  can  not  be  allocated  to  any 
articular  crop  and  are  properly  applied  to  the  year  in  which  they 
re  incurred  or  received. 

22.  On  or  about  February  4,  1890,  the  petitioner  acquired  a  lease, 
xpiring  on  November  30,  1939,  upon  about  8,000  acres  of  waste  and 
rid  land  situated  on  the  Island  of  Oahu.  This  lease  demised  the 
ight  to  develop  and  use  the  land  as  a  sugar  plantation,  including  the 
ight  to  construct  and  operate  dams,  flumes,  ditches,  bridges,  acque- 
ucts,  siphons,  pipings,  railroads,  mill  buildings,  etc.  Petitioner 
greed  to  pay  an  annual  rental  of  at  least  $5,000,  and  agreed  to  keep 
n  accurate  account  of  all  salable  proceeds  of  the  demised  lands 
nd  to  pay  as  and  in  lieu  of  rent  4  per  cent  of  all  such  proceeds,  de- 
ucting  from  such  4  per  cent  the  cost  of  containers,  transportation, 
emissions,  taxes,  and  other  charges  actually  paid  upon  such  por- 
on.  Petitioner  agreed  to  surrender  the  premises,  together  with  all 
nprovements  thereon,  at  the  expiration  or  earlier  termination  of 
le  lease.  The  petitioner  continued  to  own  the  lease  throughout 
le  years  1920  and  1921. 

When  petitioner  acquired  the  lease  in  1890,  the  land  was  arid  and 
arren.  It  contained  no  vegetation  except  a  few  dry-land  shrubs 
ad  no  water  except  one  artesian  well.  The  water  from  this  well 
as  good.  The  land  contained  many  fissures.  No  sugar  cane  had 
3en  grown  upon  or  within  eight  miles  of  the  land.  From  an  agri- 
iltural  point  of  view,  it  offered  serious  problems  of  development. 
Petitioner,  upon  acquisition  of  the  lease,  proceeded  to  drill  wTells, 
altivate  the  fields  and  develop  the  property.  It  overcame  the  diffi- 
ilties  incident  to  the  irrigation  of  the  land.  On  March  1,  1913, 
etitioner  had  8,071  acres  in  growing  crops  and  a  complete  sugar 
Lantation,  containing  a  water  system,  a  mill  and  general  equipment 
)r  growing  sugar  cane,  making  it  into  raw  sugar  and  marketing  its 
’op  in  that  form. 

The  lease  had  a  fair  market  value  on  March  1,  1913,  of  $1,425,000. 

OPINION. 

Phillips  :  The  decision  of  the  first  of  the  issues  involved  in  this 
roceeding  is  governed  by  our  decision  in  Kahuku  Plantation  Co ., 
I  B.  T.  A.  977.  The  record  in  the  two  cases  is  substantially  the 
ime.  On  the  authority  of  the  decision  in  that  case  it  is  held  that 
le  Commissioner  erred  in  including  in  1920  income  the  payments 
reived  on  account  of  the  net  losses  to  the  1921  and  1922  crops  except 
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to  the  extent  that  such  losses  were  based  upon  acreage  neither  seeded 
nor  planted.  It  also  appears  that  the  Commissioner  overstated  the 
total  amount  received  and  this  should  be  corrected  in  the  recomputa¬ 
tion. 

The  valuation  of  petitioner's  leasehold  interests  as  of  March  1, 
1913,  involves  the  same  general  considerations  discussed  in  our  opin¬ 
ion  in  Oahu  Sugar  Co.,  Limited ,  13  B.  T.  A.  404.  Much  of  the  evi¬ 
dence  is  common  to  both  proceedings.  The  evidence  as  to  petitioner’s 
assets,  earnings,  costs,  location,  etc.,  are,  of  course,  different.  The 
leased  premises  which  we  are  called  upon  to  value  were  low  lands 
near  the  coast.  The  plantation  appears  to  have  been  fertile,  pro¬ 
ducing  an  average  crop  of  over  eight  tons  an  acre  and  the  cost  of 
irrigation  was  comparatively  small.  The  cost  of  production  was 
consequently  less  than  on  many  other  plantations.  This  not  only 
increased  its  attractiveness  as  an  investment,  but  served  to  place  the 
plantation  in  a  better  position  than  others  to  withstand  the  competi¬ 
tion  which  would  result  from  any  reduction  or  elimination  of  the 
tariff.  Here,  as  in  the  case  of  Oahu,  there  is  much  room  for  differ¬ 
ences  of  opinion  as  to  the  value  of  the  petitioner’s  leasehold.  Con¬ 
sideration  of  the  detailed  record  which  has  been  submitted  leads  us 
to  the  conclusion  that  on  March  1,  1913,  it  had  a  fair  market  value  of 
$1,425,000,  exclusive  of  the  value  of  the  improvements  thereon. 

Decision  will  lie  entered  under  Rule  50. 
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DECISIONS 

OF  THE 

UNITED  STATES  BOARD  OF  TAX  APPEALS 


w  orcester  Bank  &  Trust  Co.  and  Frederick  J.  Fessenden, 
Administrators,  Estate  of  Herbert  N.  Wright,  Deceased. 
Successors  to  Mrs.  Edith  A.  Wright,  Deceased,  and  George 
M.  Wright,  Deceased,  Petitioners,  v.  Commissioner  of  Inter¬ 
nal  Revenue,  Respondent. 


Docket  No.  14230.  Promulgated  September  28,  1928. 


Deduction  allowed  of  losses  sustained  during  the  years  1920  and 
1921  upon  investments  in  corporation  stock  which  was  worthless  at 
the  close  of  the  taxable  years. 


Harry  Friedman ,  Esq.,  for  t  lie  petitioners. 
W.  F.  Wattles ,  Esq.,  for  the  respondent. 


This  proceeding  is  for  the  redetermination  of  deficiencies  in  income 
tax  for  the  years  1020  and  1921  in  the  aggregate  amount  of  $9,940.21. 
All  of  the  issues  have  been  waived  except  those  relating  to  the  deduc¬ 
tion  of  alleged  losses  upon  investments  in  stock  of  the  New  Jersey 
Oil  Gas  Fields,  Inc.,  a  corporation  organized  under  the  laws  of 
Delaware. 
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FINDINGS  OF  FACT. 

The  petitioners  are  the  administrators  of  the  Estate  of  Herbert  N. 
Fright,  deceased,  and  in  such  capacity  are  the  successors  to  Edith  A. 
Fright  and  George  M.  Wright,  both  deceased.  They  reside  at 
Worcester,  Mass.  At  various  times  during  the  years  1920  and  1921 
he  decedent,  Herbert  N.  Wright,  purchased  13,500  shares  and  41,000 
hares,  respectively,  of  the  New  Jersey  Oil  &  Gas  Fields,  Inc.,  a 
lelaware  corporation,  for  which  he  paid  the  respective  sums  of 
41,500  and  $23,500.  The  said  New  Jersey  Oil  &  Gas  Fields,  Inc.,  was 
rganized  under  the  laws  of  the  State  of  Delaware  in  1916,  with  an 
uthorized  capital  stock  of  $2,000,000,  divided  into  2,000', 000  shares 
f  the  par  value  of  $1  each. 

During  the  year  1926  an  accountant  in  the  employ  of  the  Wright 
date  made  an  investigation  of  the  New  Jersey  Oil  &  Gas  Fields,  Inc., 
)r  the  purpose  of  determining  the  financial  condition  of  the  corpora- 
on.  He  discovered  on  his  examination  that  the  corporation  had 
ever  kept  any  books,  had  no  records,  had  never  sold  any  stock  and 
ad  never  had  any  cash;  that  at  the  time  of  its  organization  one 
filliam  S.  Driver,  now  deceased,  had  paid  into  the  corporation  oil 
ases  on  approximately  7,000  acres  of  land  in  New  Jersey  in  return 
)r  all  of  the  capital  stock  of  the  corporation  amounting  to  2,000,000 
lares  of  the  par  value  of  $1  per  share;  that  the  said  William  S. 
'river  had  previously  acquired  the  leases  for  $1  per  acre ;  and  that  all 
t  the  said  stock  purchased  by  the  decedent,  Herbert  N.  Wright,  was 
urchased  from  and  out  of  the  personal  holdings  of  the  said  William 
.  Driver. 

The  foregoing  information  was  obtained  from  the  records  at  the 
flee  of  the  Secretary  of  State  of  the  State  of  Delaware,  at  Dover,  and 
om  William  S.  Driver,  deceased,  then  president  of  the  corporation. 
The  annual  reports  of  the  New  Jersey  Oil  &  Gas  Fields,  Inc.,  filed 
the  office  of  the  Secretary  of  State  of  the  State  of  Delaware 
tnuary  2,  1917,  January  1,  1918,  January  7,  1919,  January  6,  1920, 
ecember  17,  1920,  December  20,  1921,  January  2,  1923,  January  5, 
26,  and  January  1,  1927,  show  that  the  corporation  during  those 
ars  was  at  no  time  engaged  in  producing  oil  or  petroleum  and  that 
had  no  gross  receipts  from  such  source.  The  report  filed  December 
,  1920,  bears  the  notation  “not  engaged  in  business  as  yet.”  The 
port  filed  January  2,  1917,  states  that  the  amount  of  capital  stock 
tually  paid  in  was  $1,000. 

The  geological  structure  -throughout  the  State  of  New  Jersey 
nders  the  discovery  of  oil  in  commercial  quantities  highly  improb- 
le.  Hundreds  of  weds  have  been  drilled  in  different  parts  of  the 
ate,  some  to  depths  exceeding  5,000  feet,  without  any  discovery  of 
3  existence  of  commercial  oih 
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No  deduction  was  taken  by  the  decedent,  Herbert  N.  Wright,  in 
his  income-tax  returns  for  the  years  1920  and  1921  on  account  of  losses 
upon  his  investments  in  the  stock  of  the  New  Jersey  Oil  &  Gas 
Fields,  Inc.,  and  no  deduction  on  account  of  losses  in  such  investments: 
has  been  allowed  by  the  respondent  in  computing  the  tax  liability 
of  the  decedent  for  the  years  in  dispute. 

OPINION. 

Smith  :  The  only  question  for  our  determination  is  whether  the 
decedent,  Herbert  N.  Wright,  sustained  deductible  losses  in  the  years 
1920  and  1921  on  account  of  his  investments  during  those  years  in  the 
stock  of  the  New  Jerse}-  Oil  &  Gas  Fields,  Inc. 

The  petitioners  contend  that  the  stock  in  question  was  worthless 
when  acquired  by  the  decedent  and  that  the  decedent’s  total  invest¬ 
ments  therein  were  losses  at  and  from  the  time  when  made. 

Section  214(a)  (5)  of  the  Revenue  Acts  of  1918  and  1921  provides 
for  the  deduction  of : 

Losses  sustained  during  the  taxable  year  and  not  compensated  for  by  insur¬ 
ance  or  otherwise,  if  incurred  in  any  transaction  entered  into  for  profit,  though 
not  connected  with  the  trade  or  business ;  *  *  * 

Under  this  provision  of  the  statutes  the  deductions  sought  by  the 
petitioners  are  allowable  if  the  stock  of  the  New  Jersey  Oil  &  Gas 
Fields,  Inc.,  was  purchased  by  the  decedent  in  the  taxable  years  1920 
and  1921  as  a  business  investment  and  was  worthless  at  the  close  of 
those  years.  A.  L.  Huey ,  4  B.  T.  A.  370;  J.  T.  M.  Johnston ,  9 
B.  T.  A.  325.  1 

It  is  not  contended  that  the  transactions  were  not  business  trans¬ 
actions  or  that  they  were  not  entered  into  for  profit.  The  compara¬ 
tively  large  amounts  and  the  character  of  the  investments  bear  out 
the  assumption  that  they  were.  The  stipulation  submitted  by  the 
parties  in  this  proceeding  refers  to  the  purchase  of  the  stock  as  an 
“  investment."  There  is  nothing  in  the  record  to  indicate  that  the 
transactions  were  of  any  other  nature  than  investments  for  profit. 

The  evidence  leaves  no  doubt  in  our  minds  that  the  stock  in  ques¬ 
tion  was  entirely  worthless  at  the  close  of  the  years  1920  and  1921 
and  that  in  fact  it  never  had  any  real  value.  We  do  not  believe  that 
any  reasonably  prudent  man  would  have  paid  anything  of  value  for 
the  stock.  The  question  of  the  market  value  of  stock  of  this  char¬ 
acter  at  any  given  time  can  not  be  determined  upon  the  basis  of  one 
or  more  isolated  transactions  in  which  It  was  purchased  by  an  un¬ 
wary  investor.  The  fact  that  the  decedent  here  purchased  the  stock 
in  question  during  both  the  years  1920  and  1921  certainly  does  not 
of  itself  establish  any  market  value  as  of  those  years. 
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The  decedent  purchased  the  stock  not  from  the  corporation  itself 
Hit  from  an  individual  who  had  acquired  it  at  only  a  fractional 
)art  of  its  par  value  and  of  the  price  paid  for  it  by  the  decedent. 

that  time  the  corporation  had  no  capital  or  any  other  property 
vhatsoever  except  the  oil  leases,  which  were  apparently  of  no  value, 
rhe  purchase  money  paid  by  the  decedent  did  not  go  into  the 
reasury  of  the  corporation.  The  testimony  of  the  state  geologist 
>f  the  State  of  New  Jersey  shows  that  there  was  at  that  time  no 
easonable  likelihood  of  the  existence  of  oil  in  commercial  quantities 
ny where  within  the  State  and  that  many  wells  had  been  drilled  in 
[ifferent  sections  of  the  State  without  any  proof  of  oil  having  been 
iseovered.  These  facts  were  readily  ascertainable  at  that  time, 
ill  of  the  evidence  before  us  indicates  that  at  no  time  from  the 
ate  of  its  organization  was  there  any  reasonable  expectation  that 
ne  New  Jersey  Oil  &  Gas  Fields,  Inc.,  would  ever  engage  in  the 
roduction  of  oil  or  any  other  profitable  business.  It  had  no 
Torking  capital  and  no  apparent  means  of  obtaining  any. 

From  the  evidence  before  us  we  are  convinced  that  the  stock 
urchased  by  the  decedent  in  both  the  years  1920  and  1921  was 
orthless  at  the  time  when  purchased  and  at  the  close  of  those 
ears  and  that  the  decedent’s  investments  in  the  stock  were  total 
>sses  in  those  years. 

J udgment  will  be  entered  under  Rule  50. 


mpire  Loan  &  Trust  Go.  and  Empire  Land  Go.,  Petitioners,  u. 
Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  18410.  Promulgated  September  28,  1928. 

The  respondent  having  determined  a  taxable  gain  resulting 
from  an  exchange  of  one  farm  for  another  in  1918,  the  burden 
of  proof  is  on  the  petitioner  to  show  that  no  such  gain  was 
realized  in  such  transaction. 

R.  M.  Cornwall ,  Esq.,  for  the  petitioners. 

Benton  Baker ,  Esq.,  for  the  respondent. 

The  respondent  has  asserted  deficiencies  in  income  and  profits  tax 
r  the  year  1918  in  the  respective  amounts  of  $2,060.61  and  $452.22, 
id  has  also  denied  a  claim  for  abatement  of  tax  shown  to  be  due  on 
e  oiiginal  return  of  the  petitioners,  who  appeal  from  the  determina- 
>n  of  deficiencies  and  also  ask  for  substantial  refunds.  The  only 
;ue  is  whether  a  certain  transaction  in  real  estate  was  a  nontaxable 
change  under  the  provisions  of  section  202(b)  of  the  Revenue  Act 
1918. 
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FINDINGS  OF  FACT. 

The  facts  have  been  stipulated,  as  follows : 

(1)  That  the  petitioners  are  corporations  organized  and  existing! 
under  and  by  virtue  of  the  laws  of  the  State  of  Iowa,  and  have] 
principal  offices  and  places  of  business  at  Sheldon,  in  the  county  of 
O'Brien,  and  State  of  Iowa;  that  each  stockholder  of  one  of  the  said] 
corporations  is  the  owner  and  holder  of  shares  in  the  other  corpora-! 
tion  in  like  proportion ;  and  that  the  petitioner  corporations  an  | 
affiliated  as  provided  in  section  240  of  the  Revenue  Act  of  1918. 

(2)  That  the  taxes  in  controversy  are  income  and  profits  taxes  for 
the  calendar  year  1918  in  the  sum  of  $2,000.61  for  the  Empire  Loan 
&  Trust  Co.,  and  $452.22  for  the  Empire  Land  Co. 

(3)  That  the  Empire  Land  Co.,  through  one  C.  O.  Button,  acting 
on  ihs  behalf,  on  the  23rd  day  of  July,  1917.  entered  into  reciprocal 
contracts  with  one  A.  Van  Meeteren,  copies  of  which  contracts  have 
been  submitted  in  evidence. 

(4)  That  the  said  contracts  were  executed  by  the  transfer  of  the 
real  property  therein  described  by  warranty  deeds  on  or  about  March 
18,  1918,  except  that  there  was  no  actual  payment  on  either  part  of 
the  cash  consideration,  namely  the  amount  of  $1,000,  specified  in  either 
contract.  The  Empire  Land  Co.,  however,  paid  to  the  said  A.  Van 
Meeteren  the  sum  of  $2,600  in  cash  and  assumed  a  then  existing  first 
mortgage  of  $20,000  upon  the  tract  of  land  described  in  the  contract 
identified  as  Exhibit  “  B.”  The  said  A.  Van  Meeteren  assumed  a 
then  existing  first  mortgage  of  $15,000  on  the  tract  of  land  described 
in  the  contract  identified  as  Exhibit  “A.” 

OPINION. 

Lansdon  :  The  petitioners  contend  that  the  Commissioner  errone¬ 
ously  determined  that  the  transaction  here  in  question  resulted  in 
taxable  gain  in  1918.  Section  202(b)  of  the  Revenue  Act  of  1918,  so 
far  as  applicable  here  is  as  follows: 

When  property  is  exchanged  for  other  property,  the  property  received 
in  exchange  shall  for  the  purpose  of  determining  gain  or  loss  he  treated  as 
the  equivalent  of  cash  to  the  amount  of  its  fair  market  value,  if  any;  *  *  * 

Consideration  of  the  above  statutory  provision  convinces  us  that 
whether  a  deductible  loss  or  a  taxable  gain  results  from  an  exchange 
of  property  is  wholly  a  matter  of  fact.  The  Commissioner  having 
determined  that  the  transaction  in  question  resulted  in  a  taxable  gain, 
the  burden  of  proof  in  support  of  his  contention  is  on  the  petitioner. 
No  evidence  as  to  the  fair  market  value  of  the  property  received 
by  the  petitioner  or  of  that  exchanged  therefor  was  offered  at  the 
hearing.  The  determination  of  the  respondent  is  approved. 

Decision  will  be  entered  for  the  respondent- 
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Rock  Island  Sash  &  Door  Works,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  7258.  Promulgated  September  28,  1928. 

Held,  That  the  amount  of  $28,000,  authorized  and  paid  the  gen¬ 
eral  manager  of  the  petitioner  for  personal  services  rendered,  was 
no  more  than  reasonable  compensation  and  is  a  proper  deduction 
from  petitioner’s  gross  income  for  the  taxable  year,  under  the  pro¬ 
visions  of  sections  234(a)  and  (a)(1)  of  the  Revenue  Act  of  1918. 

Charles  W.  Briggs ,  Esq.,  for  the  petitioner. 

A.  H.  Murray ,  Esq.,  for  the  respondent. 

This  proceeding  results  from  the  determination  of  a  deficiency  in 
income  and  profits  taxes  for  the  year  1920,  amounting  to  $11,189.70. 

Petitioner  alleges  error  in  that  the  deduction  from  income  has  not 
oeen  allowed  of  an  amount  of  $8,000  paid  for  personal  services. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation  with  its  principal  office 
it  Rock  Island,  Ill.,  and  is  engaged  in  the  manufacture  and  sale  of 
ioors,  windows  and  other  mill  work.  Another  corporation,  known 
is  the  St.  Louis  Sash  &  Door  Works,  of  St.  Louis,  Mo.,  sells  the 
oroducts  of  the  petitioner  in  southern  territory.  The  two  corpora- 
ions  filed  a  consolidated  return  for  the  taxable  year,  and  the  tax 
las  been  determined  upon  a  consolidated  basis. 

In  the  year  1906  Charles  Esplin  entered  the  employ  of  Weyer- 
laeuser  &  Denkmann  in  the  capacity  of  auditor.  In  March,  1910, 
Esplin  was  sent  to  Rock  Island,  Ill.,  to  audit  the  accounts  of  the 
letitioner  and  also  of  the  St.  Louis  Sash  &  Door  Works,  hereinafter 
’ef erred  to  as  the  affiliated  company.  In  June,  1910,  he  was  directed 
o  return  to  the  office  of  the  petitioner,  and  in  June  or  July,  1910,  he 
vas  appointed  secretary  and  treasurer  and  general  manager  of  the 
)etitioner.  At  the  annual  meeting  in  1911,  in  St.  Louis,  he  was 
nade  second  vice  president  and  manager  of  the  affiliated  corporation. 
Since  that  time  Esplin  has  been  in  full  charge  of  the  management 
)f  both  corporations. 

In  1918  the  local  manager  of  the  St.  Louis  corporation  died  and 
Esplin  took  over  the  local  management  there.  In  the  year  1919 
Esplin  spent  practically  all  of  his  time  in  St.  Louis,  but  he  remained 
n  control  of  both  corporations,  and  maintained  management  of  the 
iffairs  of  the  petitioner  mainly  by  telephone  and  by  mail.  In  1920  it 
vas  not  necessary  for  Esplin  to  spend  so  much  of  his  time  in  St. 
^ouis,  although  he  visited  that  city  about  every  week,  and  he  con- 
inued  as  manager  of  both  corporations. 
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At  meetings  of  the  boards  of  directors  of  both  corporations  on 
January  27,  1919,  Esplin  was  authorized  to  fix  the  amounts  of  the 
officers’  salaries. 

Esplin  received  a  salary  of  $12,000  per  annum  from  the  petitioner 
in  1919,  and  none  from  the  affiliated  company.  At  this  time  F  red- 
erick  C.  Denkmann  Avas  a  director  and  president  of  the  petitioner. 
Esplin  discussed  several  times  with  Denkmann  a  suggestion  to  in-  i 
crease  Esplin’s  salary.  Nothing  was  done,  however,  in  this  connec¬ 
tion  until  after  a  conference  behveen  Denkmann  and  Weyerhaeuser, 
another  director  at  Tacoma,  Wash.,  in  the  middle  of  1920,  wdien  it 
was  decided,  and  Esplin  Avas  accordingly  later  instructed  by  Denk¬ 
mann.  to  pay  an  annual  salary  to  Esplin  of  $20,000,  Avith  a  further 
payment  to  Esplin  in  1920  of  an  amount  of  $8,000  for  services  ren¬ 
dered  in  1919.  Denkmann  directed  Esplin  to  distribute  the  expense 
of  his  annual  salary  of  $20,000  in  the  proportions  of  $8,000  to  the 
affiliated  company  and  $12,000  to  the  petitioner.  Denkmann  and 
WeA7erhaeuser  0A\ned  or  controlled  through  affiliated  interests  80  per  i* 
cent,  of  the  capital  stock  of  petitioner.  Esplin  held  the  remaining  20 
per  cent  of  the  stock  of  petitioner.  The  increases  in  salary  Avere 
accrued  upon  the  books  in  1920.  It  Avas  not  the  custom  to  discuss  h 
matters  of  salary  at  the  meetings  of  the  directors  or  of  the  stock¬ 
holders  and  no  formal  action  has  ever  been  taken  relative  to  the 
salary  of  Esplin,  other  than  approval  of  the  annual  financial  state-  : 
ments  to  the  stockholders. 

In  1920  the  plant  of  the  petitioner  at  Rock  Island,  Ill.,  covered  four 
city  blocks  Avith  3-story  buildings,  and  employed  approximately  400 
people.  At  that  time  the  St.  Louis  corporation  had  about  100  em¬ 
ployees.  The  gross  income  reported  in  the  consolidated  return  for 
1920  amounted  as  follows:  to  petitioner,  $668,407.41;  to  the  affiliated 
company,  $436,481.40.  The  net  income  Avas  reported  in  the  return  as  \ 
follows:  for  petitioner,  $400,880.10;  for  the  affiliated  company, 
$218,811.22  (after  deducting  the  entire  amount  of  compensation  for 
services  entered  upon  the  books).  For  1920,  a  deduction  Avas  claimed 
in  the  return  for  salaries  as  follows: 

Schedule  A-13,  Compensation  of  officers. 


Rock  Island  Sash  and  Door  Works, 

Charles  Esplin,  Secretary  Treasurer  and  General  Manager - $12,  000.  00 

St.  Louis  Sash  and  Door  AVorks, 

Charles  Esplin,  President,  Treasurer  and  General  Manager -  8.000.00 

A.  A.  Behrens,  Assistant  Secretary  and  Assistant  Treasurer -  5,  600.  00 


Schedule  A.  Deductions. 

Line  13.  Compensation  of  officers -  33,  600.  00 

Note:  The  additional  payment  of  $8,000  was  not  specified  in  Schedule  A-13. 

Petitioner  reported  on  the  accrual  basis. 
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OPINION. 

Lansdon  :  The  sole  question  to  be  decided  in  this  case  is  whether, 
in  addition  to  the  deduction  of  salaries  which  has  been  allowed  by 
the  respondent,  the  taxpayer  is  entitled  to  deduct  from  income  an 
amount  of  $8,000  additional  salary  for  the  preceding  year  which  was 
determined  during  the  taxable  year  to  be  due  to  the  general  manager 
of  the  affiliated  companies. 

Petitioner  claims  the  right  to  the  deduction  under  the  provisions 
of  the  Revenue  Act  of  1918  reading  as  follows : 

Sec.  234  (a)  That  in  computing  the  net  income  of  a  corporation  subject  to  the 
tax  imposed  by  section  230  there  shall  be  allowed  as  deductions : 

(1)  All  the  ordinary  and  necessary  expenses  paid  or  incurred  during  the 
taxable  year  in  carrying  on  any  trade  or  business,  including  a  reasonable  allow¬ 
ance  for  salaries  or  other  compensation  for  personal  services  actually  rendered, 
and  including  rentals  or  other  payments  required  to  be  made  as  a  condition  to 
the  continued  use  or  possession  of  property  to  which  the  corporation  has  not 
taken  or  is  not  taking  title,  or  in  which  it  has  no  equity. 

The  facts  are  undisputed.  In  the  middle  of  the  taxable  year  after 
3ral  discussions  which  had  begun  in  the  previous  year,  the  salary  of 
the  general  manager  was  advanced  by  appropriate  though  informal 
action  of  the  directors  to  $20,000.  The  deduction  of  this  amount  has 
been  allowed  by  the  respondent  in  the  taxable  year.  Cf.  Reub 
Isaacs  &  Co .,  1  B.  T.  A.  45.  In  addition,  in  recognition  of  the  fact 
"hat  he  had  performed  signal  service  in  a  dual  capacity  during  1919, 
a  payment  of  $8,000  to  the  same  party  was  authorized  as  and  for 
'alary  for  the  year  1919.  Respondent  disallowed  this  latter  payment 
is  a  deduction  from  petitioner’s  income  in  1920. 

Petitioner  contends  that  even  though  the  payment  of  the  $8,000 
vas  for  services  in  1919,  it  is  deductible  in  1920,  since  it  was  actually 
ncurred  in  1920,  and  furthermore,  the  deduction  of  salaries  claimed 
tor  1920  is  “  reasonable.”  In  support  of  the  contention  that  the 
Induction  claimed  is  reasonable,  petitioner  relies  upon  the  opinions 
)f  the  recipient  of  the  salary  and  of  another  who  was  president  of 
petitioner  in  the  taxable  year,  and  also  upon  financial  statistics 
)f  the  operations  during  the  taxable  year,  including  the  gross  re¬ 
ceipts,  net  profits,  and  aggregate  amount  of  salaries  of  officers  de- 
lucted  in  the  return. 

Entirely  regardless  of  the  motives  that  prompted  the  action  of  the 
petitioner  in  this  proceeding,  the  amount  of  $8,000  was  a  liability 
or  personal  services  incurred  and  paid  in  the  taxable  year.  In  our 
>pmion,  the  facts  we  have  found  sustain  the  petitioner’s  contention 
hat  such  amount  was  no  more  than  reasonable  compensation  for  the 
services  rendered  by  Esplin  in  the  taxable  year.  The  petitioner  is 
entitled  to  deduct  the  amount  of  $28,000  from  its  gross  income  in  the 
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taxable  year  as  ordinary  and  necessary  business  expense.  C.  H 
Simonds  Co .,  1  B.  T.  A.  105;  Van  de  Ramps  Holland  Dutch  Bakers 
2  B.  T.  A.  1247;  Lihue  Plantation  Co.,  Ltd.,  2  B.  T.  A.  740;  Com 
mercial  Electncal  Supply  Co.,  8  B.  T.  A.  986;  Vaughan  &  Barnes 
Inc.,  6  B.  T.  A.  1279. 

Decision  will  be  entered  for  the  petitioner 


Evergreen  Cemetery  Association,  Petitioner,  v.  Commissioned 

of  Internal  Bevenue,  Respondent. 

Docket  No.  14272.  Promulgated  September  28,  1928. 

Where  crypts  in  a  mausoleum  were  sold,  the  payments  therefor 
to  be  made  at  specified  times  as  the  building  progressed,  and  where, 
in  case  of  nonfulfillment  of  the  contract  by  the  purchaser,  all  pay¬ 
ments  made  were  forfeited  as  liquidated  damages,  and  where  the 
books  of  the  seller  were  kept  on  an  accrual  basis,  held,  that  all 
such  payments  constituted  taxable  gross  income  as  of  the  date  they 
became  due  or  payable,  irrespective  of  when  title  was  conveyed 
or  possession  granted. 

J.  II.  Amick,  C .  P.  A.,  for  the  petitioner. 

E .  C .  Algire ,  Esq.,  and  M.  N.  Fisher,  Esq.,  for  the  respondent. 

This  proceeding  involves  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  for  the  calendar  year  1921  in  the  amount  of 
$13,866.17.  Petitioner  asserts  that  respondent  erred  (1)  in  deter¬ 
mining  that  certain  contracts  to  sell  mausoleum  cr3Tpts  and  rooms  at 
future  dates  constituted  sales  in  the  year  1921,  (2)  in  refusing  to 
hold  that  said  sales  were  not  taxable  on  the  installment  basis,  and 
(3)  in  refusing  to  allow  as  deductions  from  gross  income  certain 
expenses  incurred  in  securing  sales  of  mausoleum  crypts  and  rooms. 
Contention  (2)  was  abandoned  by  petitioner  at  the  hearing  and 
petitioner  has  produced  no  evidence  in  support  of  contention  (3)  and 
in  the  brief  filed  in  its  behalf  states  that  no  consideration  need  be 
given  to  it. 

FINDINGS  OF  FACT. 

Petitioner  is  a  Michigan  corporation  with  its  principal  office  at 
Detroit,  Mich.,  and  was  during  the  year  1921  and  prior  thereto  en- 
gaged  in  the  operation  of  a  cemetery  in  Detroit.  In  the  year  1920 
petitioner  began  the  construction  of  a  mausoleum,  the  crypts  and 
rooms  of  which  were  to  be  sold  to  the  public.  In  1920  and  before 
the  construction  of  the  building  had  started,  petitioner,  through 
salesmen,  solicited  contracts  of  purchase  on  the  following  form: 
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The  Evergreen  Cemetery  Association, 

Detroit,  Mich. 

Community"  Mausolem 

Evergreen  Cemetery,  Detroit,  Micii. 

Detroit ,  Mich.,  10/13/1920. 

I,  the  undersigned,  do  hereby  subscribe  for  and  purchase  from  the  Evergreen 
'emetery  Association,  of  Detroit,  Mich.,  Crypts  Nos.  292  in  the  Community 
lausoleum  to  be  erected  in  The  Evergreen  Cemetery  at  Detroit,  Mich.,  plans 
nd  specifications  of  which  are  now  on  file  with  the  Cemetery  Trustees,  and  I 
gree  and  promise  to  pay  to  The  Evergreen  Cemetery  Association,  or  order,  for 
aid  crypts,  the  sum  of  Three  hundred  and  fifty  Dollars  ($350.00)  in  equal 
uarterly  payments  as  follows  :  thirty  (30%)  per  cent  of  the  above  amount  on 
m  day  demand,  but  not  before  the  foundations  for  the  building  are  started ; 
firty  (30%)  per  cent,  on  ten  day  demand,  but  not  before  the  exterior  walls 
re  started;  thirty  (30%)  per  cent  on  ten  day  demand,  but  not  before  the  roof 
;  started;  and  the  remaining  ten  (10%)  per  cent  on  ten  day  demand  after  the 
uilding  is  completed ;  it  being  understood  that  a  published  statement  by  the 
emetery  Trustees  in  local  newspapers,  certifying  the  fulfillment  of  each 
Jecific  part  of  the  construction  as  herein  mentioned,  shall  be  considered  by 
ie  as  ample  proof  that  the  same  has  been  done,  and  The  Evergreen  Cemetery 
ssociation  entitled  to  that  respective  payment. 

It  is  mutually  understood  and  agreed  that  should  the  construction  of  the 
iiilding  not  be  started  before  May  30,  1921,  this  contract  shall  become  null 
ad  void,  and  it  is  further  agreed  that  upon  any  failure  on  my  part  to  carry 
it  the  terms  herein  set  forth,  all  payments  made  by  me  shall  be  forfeited  to 
he  Evergreen  Cemetery  Association  as  liquidating  damages.  Certificate  of 
vnership  will  be  given  upon  final  payment.  No  agreements  or  verbal  statements 
her  than  shown  on  face  of  this  contract  shall  be  binding,  except  when  made 
writing  and  signed  by  an  officer  of  The  Evergreen  Cemetery  Association. 


Purchaser. 


Address. 

le  Evergreen  Cemetery  Association 
( Signed )  per  A.  L.  Bearce 

Solicitor 

Make  checks  payable  to  The  Evergreen  Cemetery  Association. 

Upon  the  making  of  the  final  payment  petitioner  issued  to  the  pur- 
laser  a  certificate  of  ownership  upon  the  following  form  : 

Certificate  of  Ownership 

Know  ale  men  by  these  presents  that  The  Evergreen  Cemetery  Asso- 
ation,  a  Michigan  Corporation,  the  Grantor,  for  and  in  consideration  of 
e  sum  of -  ( - )  Dollars,  to  it  paid 

— _  the  Grantee,  does  hereby  grant, 

rgain,  sell  and  convey  to  the  said  Grantee, - heirs  and  assigns  forever, 

a  place  of  burial  for  the  human  dead,  the  use  of  Crypt  numbered _ 

the  Community  Mausoleum  erected  by  said  Grantor,  in  the  Evergreen 
•metery ,  situated  in  the  City  of  Detroit,  County  of  Wayne,  and  State  of 
chigan,  together  with  all  the  appurtenances  thereunto  belonging. 

15077—28 - 2 
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To  have  and  to  hold  the  use  of  the  above  granted  Crypt  to  the  said  Grantee 

-  heirs  and  assigns  forever,  subject,  however,  to  the  laws  of  tin 

state,  and  to  the  conditions  and  restrictions  contained  in  the  rules  and  regu 
lations  of  The  Evergreen  Cemetery  Association  now  in  force,  or  which  maj 
hereafter  be  adopted  and  the  said  Grantor  hereby  covenants  to  and  with  tlit 

said  Grantee, - heirs  and  assigns,  that  it  is  lawfully  seized  of  tht 

above  granted  premises,  and  lias  good  right  to  sell  and  convey  the  use  of  tht 
same  for  the  purposes  above  expressed. 

In  testimony  whereof,  said  The  Evergreen  Cemetery  Association  has 
caused  its  corporate  name  to  be  signed,  and  its  corporate  seal  affixed  hereto  bj 

its  proper  officers  thereunto  duly  authorized,  this _ day  of _ _ 

A.  D.  192 _ 


Signed  and  Acknowledged  in  The  Evergreen  Cemetery  Association 

presence  of  By _ 


Pres. 


-  Attest _ 

Secy. 

Before  me  the  undersigned  authority,  personally  appeared _ 

President,  and - Secretary  of  The  Evergreen  Cemetery  Asso¬ 

ciation,  who  acknowledged  that  they  did  execute  the  foregoing  instrument  in 
behalf  of  said  corporation,  and  that  the  same  is  their  free  act  and  deed  as 
such  officers,  and  the  free  act  and  deed  of  said  corporation. 

Witness  my  hand  and  official  seal  this _ day  of _ A.  D. 

192__. 


Notary  Public. 

By  the  end  of  1921  petitioner  had  sold  crypts  and  rooms  in  the 
mausoleum  under  contracts  on  the  above  form  of  contract  for  a  total 
sales  price  of  $160,900.  Of  this  amount  contracts  with  a  total  sales 
price  of  $53,325  were  entered  into  in  the  year  1920.  Petitioner  kept 
its  books  upon  an  accrual  basis  and  credited  therein  during  the  year 
1921  the  total  sales  price  of  $160,900  to  profit  and  loss.  No  for¬ 
feiture  was  incurred  by  any  purchaser  during  the  years  1920  and 
1921.  Respondent  determined  that  the  total  cost  of  the  crypts  and 
rooms  sold  was  $86,681.45  and  that  the  gross  profit  was  $74,218.55. 
Sales  contracts  totaling  $44,600  were  fully  paid  up  by  the  end  of 
1921.  The  total  cost  of  the  crypts,  which  were  fully  paid  for  at  the 
end  of  1921  as  shown  by  petitioner’s  books,  amounted  to  $24,095.90. 
The  mausoleum  was  completed  and  available  to  patrons  in  the 
year  1921. 

OPINION. 

Milli  ken  :  Petitioner  kept  its  books  of  account  on  an  accrual  basis 
and  credited  therein  for  the  year  1921  the  total  contract  price  of  all 
contracts  entered  into  in  1920  and  1921,  the  amount  of  which  was 
$160,900.  This  is  a  proper  method  of  accounting  provided  under  the 
circumstances  of  this  case  these  various  amounts  so  accrued  became 
due  or  payable  in  1921.  By  the  terms  of  his  contract  each  purchaser 
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>ecame  bound  to  pay  30  per  cent  of  the  agreed  price  on  10  days’ 
iemand  but  not  before  the  foundations  were  started;  30  per  cent  on 
0  days’  demand  but  not  before  the  exterior  walls  were  started;  30 
>er  cent  on  10  days’  demand  but  not  before  the  roof  was  started ;  and 
he  final  10  per  cent  on  10  days’  demand  but  not  before  the  building 
eas  completed.  Upon  the  happening  of  each  of  these  events  peti- 
ioner  had  the  immediate  and  unrestricted  right  to  recover  the  install- 
aent  then  due.  Whether  the  recovery  of  the  last  installment  was 
iependent  upon  the  tendering  of  a  certificate  of  ownership  is  immate- 
ial  for  tax  purposes,  since  it  was  within  the  power  of  petitioner  to 
lake  such  tender.  The  payments  when  made  at  once ’became  the 
bsolute  property  of  petitioner. 

The  next  question  is,  Did  the  total  amount  of  $169,900  fail  due  in 
lie  year  1921?  Such  is  the  determination  of  respondent  and  peti- 
ioner  so  entered  these  items  on  its  books.  We  can  not  say  that  both 
etitioner  and  respondent  were  in  error,  since  we  are  not  informed 
hen  any  of  the  particular  steps  recited  in  the  contract  were  taken, 
dl  we  know  is  that  petitioner  began  construction  in  1920  and  that 
le  building  was  completed  in  1921.  We  know  that  all  installments 
n  contracts  entered  into  in  1921  became  due  and  payable  in  that 
ear.  We  do  not  know  whether  10  days  elapsed  in  1920  after  the 
lundation  was  started  or  when  petitioner  gave  the  first  or  any  of 
le  other  notices.  In  the  absence  of  evidence  on  these  points  we  are 
impelled  to  approve  respondent’s  determination,  especially  as  it  is 
i  harmony  with  petitioner’s  accounting  method.  It  may  be  that  the 
lundation  for  the  mausoleum  was  laid  in  1920  and  petitioner  became 
ltitled  to  or  did  receive  the  payments  due  upon  the  occurrence  of 
ich  contingency — avc  have  searched  the  record  without  avail  to 
atermine  if  any  payments  represented  in  the  $160,900  were  due  or 
‘ceived  by  petitioner  in  1920.  It -is  also  true  that  some  of  the  con- 
acts  were  canceled  and  that  no  sums  of  money  were  received  there- 
i.  However,  ii  such  happened  in  either  1920  or  1921  we  were  not 
i formed.  It  may  also  be  that  the  cost  of  the  mausoleum  determined 
vT  the  respondent  was  too  low,  but  petitioner  has  supplied  us  with 
)  convincing  proof  in  refutation  thereof.  We  can  not  supply  these 
nissions  in  the  evidence. 

Petitioner  asserts  that  nothing  received  by  it  on  these  contracts 
icame  taxable  income  until  either  the  title  was  conveyed  or  the 
irchaser  placed  in  possession,  and  in  support  of  this  contention  cites 
braham  B.  Johnson ,  7  B.  T.  A.  820,  and  North  Texas  Lumber  Co ., 
T.  A.  1193.  The  facts  in  those  proceedings  bear  no  resemblance 
the  facts  in  this  proceeding,  and  what  was  said  in  those  opinions 
not  applicable  to  the  facts  in  this  case.  In  Abraham  B.  Johnson , 
pra,  the  facts,  in  effect,  were  that  a  contract  entered  into  in  1916 
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provided  for  the  sale  of  a  ship  then  under  charter  party,  for  ti 
immediate  payment  of  10  per  cent  of  the  purchase  price,  and  t] 
payment  of  the  remainder  after  the  expiration  of  the  charter  par 
and  upon  delivery  of  the  ship,  the  ship  to  remain  at  the  risk  of  ti 
seller  until  delivery,  with  the  further  provision  that  the  initial  pa 
ment  was  to  be  returned  to  the  purchaser  in  the  event  of  the  loss  ; 
nondelivery  of  the  ship.  The  ship  was  delivered  and  the  final  pa 
ment  made  in  1917,  and  we  held  that  the  gain  from  the  sale  w; 
taxable  in  that  year.  While  that  contract  was  binding  and  a  suit 
the  nature  of  specific  performance  might  have  been  maintained,  it 
clear  that  the  seller  could  not  have  recovered  the  remaining  unpa 
purchase  price  until  the  delivery  of  the  ship.  In  North  Texas  Lumh 
C o.,  supra,  we  held  that  gain  from  a  sale  was  taxable  in  1917  and  we 
careful  to  point  out  that  no  action  could  have  been  maintained  i 
1916  for  the  purchase  price.  A  vital  difference  between  the  facts  : 
those  proceedings  and  this  is  that  here  petitioner  had  the  right  i! 
retain  all  payments  made  as  liquidated  damages.  Under  petitioner 
theory  it  would  not  be  taxable  on  any  payment  received  and  which 
could  forever  retain  until  it.  at  its  own  good  will,  tendered  a  certil 
cate  of  ownership.  Such  a  theory  is  clearly  untenable. 

Judgment  will  he  entered  for  the  responder 


M.  Lucas,  Petitioner,  v.  Commissioner  of  Internal  Revenei 

Respondent. 

Docket  No.  120G8.  Promulgated  September  28,  192S. 

Items  of  expense  established  by  evidence,  allowed ;  those  claimed, 
but  not  established  by  evidence  disallowed. 

Arthur  Heeuian ,  Esq.,  for  the  petitioner. 

P.  M.  Clark ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  a  redetermination  of  a  deficiency  in  inconi 
tax  for  the  year  1924  in  the  amount  of  $377.50. 

The  deficiency  arises  by  reason  of  the  disallowance  of  $700  of  th 
$1,750  claimed  by  the  petitioner  as  a  deduction  for  depreciation  on 
building;  and  of  several  items  claimed  as  being  deductible  as  ordinar 
and  necessary  expenses. 

At  the  hearing  petitioner  abandoned  his  assignment  of  error  f 
regard  to  the  item  of  depreciation,  but  still  insists  on  the  right  t 
deduct  the  expense  items. 


M.  LUCAS. 
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FINDINGS  OF  FACT. 

The  petitioner  resides  in  Fort  Worth,  Tex.,  and  his  occupation  is 
traveling  salesman  for  a  manufacturer  of  hosiery.  Fie  was  em¬ 
ployed  on  a  commission  basis  and  paid  his  own  expenses. 

The  items  of  expense  claimed  as  deductions  by  petitioner  and  dis- 
dlowed  by  the  Commissioner  are  as  follows : 


['raveling  expenses _ 

Salary  of  demonstrator,  that  is  the  difference  between  amount  claimed 

and  the  amount  allowed  by  the  Commissioner _ 

Expenses  of  trip  to  Chicago _ 

Samples  given  away _ 

Salary  of  salesman _ 


$3,  000 

15 
250 
600 
2,  268 


6,  133 


During  the  taxable  year,  in  addition  to  the  trip  to  Chicago,  peti- 
ioner  was  on  the  road  about  40  weeks,  making  the  various  towns  in  his 
erritory.  He  traveled  by  railroad,  bus  lines,  and  lived  in  hotels. 
Fe  also  had  to  spend  money  in  transporting  and  transferring  bag¬ 
gage.  He  kept  no  itemized  account  (at  least  offered  none  in  evi- 
lence)  of  his  traveling  expenses. 

His  trip  to  Chicago  was  made  to  confer  with  his  employers  in  re¬ 
gard  to  his  business. 

He  employed  a  demonstrator  in  a  department  store  in  Dallas  at 
i  salary  of  $90  per  month,  one-lialf  of  which  was  paid  by  himself 
nd  the  other  half  by  his  employer. 

The  petitioner  deducted  in  his  return,  as  expense,  $2,868  as  com¬ 
missions  paid  to  a  nephew  as  assistant  salesman.  The  Commissioner 


llowed  $600  of  that  amount. 

Petitioner  also  claimed  a  deduction  in  the  amount  of  $600  as  cost 
f  merchandise  given  to  customers.  The  Commissioner  disallowed 
he  whole  of  that  amount.  The  petitioner  was  not  reimbursed  for 
ny  of  his  expenses  except  as  to  the  salary  of  the  demonstrator  as 

tated  herein. 


opinion. 


Love  :  The  evidence  in  this  case  is  very  unsatisfactory.  The  pe- 
itioner  testified  at  the  hearing  that  he  did  keep  an  account  of  his 
raveling  expenses,  from  which  he  made  his  return.  He  also  testi- 
ed  that  when  the  deputy  collector,  W.  A.  Brent,  called  to  see  him 
a  1925,  he  showed  Brent  his  books.  Brent  testified  that  he  was 
liown  no  books  by  the  petitioner,  and  that  petitioner  then  stated 
-iat  he  had  kept  no  record  of  expenses,  but  had  estimated  them  at 
75  per  week. 

There  was  also  an  affidavit,  signed  and  sworn  to  by  the  petitioner 
n  May  20,  1925,  stating  that  the  affiant  had  no  itemized  expense 
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account,  and  that  he  had  estimated  his  expenses  at  $75  per  week 
for  40  weeks  and  that  he  carried  250  pounds  of  excess  baggage. 

There  were  no  records  offered  in  evidence.  With  reference  to  the 
$3,000  traveling  expenses,  while  no  itemized  account  of  such  expenses 
was  presented,  petitioner  testified  positively  that  he  was  on  the  road 
about  40  weeks;  that  he  spent  at  least  $3,000  in  railroad  fares,  bus! 
fares,  baggage  transfers  and  hotel  bills,  all  of  which  are  deductible 
expense  items.  In  view  of  such  evidence,  we  believe  and  so  hold  that 
petitioner  is  entitled  to  that  deduction. 

With  reference  to  the  $15  representing  the  difference  between  the 
amount  claimed  and  the  amount  allowed  on  salary  paid  the  demon¬ 
strator,  petitioner  testified  that  the  salary  paid  was  $90  per  month 
and  that  he  paid  half  and  the  employer  paid  half.  One-half  the 
annual  salary  is  $540.  The  Commissioner  allowed  $585 — that  is,  $45  j 
more  than  half  the  salary.  The  reason  for  allowing  that  excess  was 
not  explained.  We  find  no  reason  for  disturbing  the  Commissioner's 
action  in  this  respect,  and  the  same  is  approved.  With  reference  to 
the  $2,686  deducted  jn  the  return  as  commissions  paid  Bryan  Lucas, 
and  of  which  the  Commissioner  allowed  $600,  we  find  nothing  in  the 
record  to  justify  us  in  disturbing  the  action  of  the  Commissioner  in 
this  matter,  and  hence  such  action  is  approved. 

There  is  no  evidence  in  the  record  to  sustain  petitioner’s  claim 
for  a  deduction  of  $600  representing  cost  of  merchandise  given  to 
customers ;  hence,  the  Commissioner’s  action  in  disallowing  that  item 
is  approved. 

We  believe,  and  so  hold,  that  petitioner  is  entitled  to  a  deduction 
of  $250  representing  expenses  of  business  trip  to  Chicago. 

Judgment  will  be  entered  under  Rule  50. 


C.  C.  Ratliff,  Petitioner,  u.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  14135.  Promulgated  September  28,  1928. 

For  the  year  1922  the  petitioner  filed  a  return  of  all  income  of 
his  wife  and  himself,  believing  when  he  did  so  that  net  taxable 
income  was  less  than  $4,000,  and  that  no  saving  in  tax  could  be 
affected  by  the  filing  of  separate  returns  by  each  of  them.  Held, 
that  this  was  an  election  to  file  a  joint  return  even  though  it  was  in¬ 
fluenced  by  a  misapprehension  of  fact,  and  that  petitioner  and 
his  wife  can  not  subsequently  file  separate  returns  under  the  com¬ 
munity  property  law  of  Texas.  R.  Doxcncs,  Jr.,  5  B  .T.  A.  1029, 
cited  and  followed. 


C.  C.  Ratliff  pro  se. 

Philip  M.  Clark ,  Esq.,  for  the  respondent. 
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This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  year  1922  in  the  amount  of  $172.40,  of  which 
ipproximately  $92  is  in  controversy. 

The  petitioner  alleges  error  in  the  respondent’s  refusal  to  compute 
the  tax  on  the  basis  of  separate  returns  for  himself  and  his  wife 
rather  than  on  a  joint  return. 

FINDINGS  OF  FACT. 

During  the  year  1922  the  petitioner  and  his  wife,  Lola  M.  Ratliff, 
were  citizens  and  residents  of  Breckinridge,  Stephens  County,  Tex. 

The  petitioner,  during  the  taxable  year  involved,  wras  engaged  in 
he  operation  of  a  mercantile  business  at  Breckinridge. 

February  23,  1923,  the  petitioner  entered  a  sanitarium  at  Dallas, 
hex.,  for  a  major  operation,  and  he  remained  there  until  March 
f,  1923. 

March  8,  1923,  the  petitioner  visited  an  office  of  the  Bureau  of 
internal  Revenue  in  the  Federal  Building  at  Dallas,  for  the  purpose 
>f  obtaining  assistance  in  the  preparation  of  his  income-tax  return 
tor  the  year  1922.  An  internal  revenue  agent  was  delegated  to 
issist  him,  and  the  petitioner  furnished  this  agent  information  rela- 
ive  to  gross  income,  deductions,  credits,  etc.  The  revenue  agent 
was  also  advised  of  the  petitioner’s  marital  status,  and  that  in  1920 
md  1921  separate  income-tax  returns  had  been  filed  for  petitioner 
md  his  wife.  Sucll  returns  had  in  fact  been  filed. 

The  revenue  agent  thereupon  prepared  a  return  of  the  petitioner’s 
ncome  upon  Form  1040.  Schedule  A  of  this  return  indicated  total 
(ross  income  and  deductions  arising  from  business  operations  as 
>27,638.14  and  $19,066.86,  respectively,  and  erroneously  stated  the  net 
ncome  from  this  source  as  $6,571.28. 

Additional  income  from  interest,  rents  and  royalties  totaled 
>268.89.  Additional  deductions,  consisting  of  a  loss  on  the  sale  of 
eal  estate,  bad  debts,  and  contributions,  totaled  $1,010.  Total  net 
ncome  was  thus  determined  as  $5,830.17,  which,  subject  to  a  personal 
exemption  of  $2,000,  left  a  net  taxable  income  at  the  normal  rate  of 
It  per  cent  in  the  amount  of  $3,830.17. 

It  appearing  from  the  revenue  agent’s  computation  of  taxable 
ncome,  as  above  detailed  in  part,  that  no  saving  in  tax  would  be 
lerived  from  the  filing  of  separate  returns  by  the  petitioner  and  his 
vife,  the  petitioner,  on  suggestion  of  the  revenue  agent,  decided  to 
ile  a  joint  return.  Answers  to  certain  of  the  preliminary  questions 
>n  the  return  show  alterations  as  follows: 

Question  3.  “Is  this  a  joint  return  of  husband  and  wife?  ”  The 
inswer  “  Yes  ”  to  this  question  was  stricken  out  by  lines  running 
h rough  it. 


646  13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  ^644; 

Question  4.  44  If  not,  is  a  separate  return  being  tiled  by  your  lius-l 
band  or  wife?”  The  word  44  No  ”  was  superimposed  on  the  word 
44  Yes  ”  as  the  answer  to  this  question. 

Question  5.  44  If  so,  state:  (a)  Name  and  address  entered  at  head 
of  that  return.”  The  name  44  Lola  M.  Ratliff'  ”  entered  following  this 
request  was  stricken  out  by  lines  running  through  it. 

The  petitioner  then  signed  and  swore  to  the  return  before  the 
revenue  agent,  filed  the  return  with  the  collector  at  Dallas,  and  paid 
the  total  tax  shown  due  thereon  in  the  amount  of  $153.21.  The  peti¬ 
tioner  was  not  furnished  a  copy  of  the  return.  Because  of  his  weak¬ 
ened  physical  condition  the  petitioner  did  not  check  over  the  revenue 
agent’s  computations  nor  otherwise  inspect  the  return  as  prepared 
for  him. 

By  letter  dated  April  21,  1925,  the  petitioner  was  advised  that 
errors  had  been  discovered  in  the  computation  of  net  income  in 
Schedule  A  of  the  return  herein  described,  and  that  net  income  should, 
therefore,  be  increased  in  the  amount  of  $2,010.  Net  income  was 
therefore  properly  $7,840.17.  These  errors  were  mathematical,  and 
are  not  disputed  by  the  petitioner. 

As  a  result  of  the  increase  of  the  petitioner’s  taxable  income  the 
deficiency  herein  involved  was  determined,  consisting  of  additional 
normal  taxes  of  4  per  cent  and  8  per  cent  on  the  amounts  of  $163.83 
and  $1,840.17,  respectively,  and  a  surtax  of  1  per  cent  on  the  net 
income  in  excess  of  $6,000,  i.  e.,  on  $1,840.17. 

When  advised  of  the  proposed  deficiency  the  petitioner  and  his 
wife  each  filed  separate  amended  returns  reporting  equal  shares  of 
the  total  income  involved.  The  respondent  rejected  these  returns. 

Neither  the  petitioner  nor  his  wife  were  possessed  of  separate 
estates  or  income  during  the  year  1922. 

opinion. 

Love  :  The  Board  has  heretofore  held  that  where  a  joint  return  is 
filed  for  a  husband  and  wife  under  the  Revenue  Act  of  1921,  they 
may  not  elect  after  the  passage  of  the  date  for  filing  of  a  return  to 
file  separate  returns  and  have  their  tax  liability  computed  upon  the 
basis  of  such  separate  returns.  R.  Downes ,  Jr.,  5  B.  T.  A.  1029: 
J.  W.  Macon,  7  B.  T.  A.  450;  and  G .  P.  Foster ,  7  B.  T.  A.  559.  See 
also  Grant  v.  Rose ,  24  Fed.  (2d)  115. 

While  the  answers  to  questions  3  and  4  on  the  return,  as  altered, 
are  contradictory,  it  is  apparent  from  the  record  that  the  petitioner 
intended  to  include  what  lie  believed  to  be  all  income  of  himself  and 
his  wife  in  the  return  tiled  March  8,  1923,  his  belief  being  at  that 
time  that  the  total  amount  of  such  income  was  $5,830.17,  subject  to 
a  personal  exemption  of  $2,000. 
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The  petitioner  seeks  to  escape  the  effect  of  the  authorities  above 
ited,  and  numerous  others  of  similar  import,  by  the  contention  that 
le  did  not  elect  to  file  a  joint  return,  but  was  led  to  do  so  by  the 
■evenue  agent’s  error  in  computation  of  net  income. 

While  we  may  concede  that,  had  the  petitioner  realized  that  a 
aving  could  have  been  effected  by  the  filing  of  separate  returns  for 
iis  wife  and  himself,  such  returns  would  have  been  filed,  the  fact 
emains,  as  revealed  by  our  findings,  that  he  consciously  and  inten- 
ionally  filed  a  joint  return.  This  was  induced,  it  is  true,  by  a  belief 
hat  the  total  tax  would  not  be  greater  than  it  would  be  under 
eparate  returns  by  himself  and  wife,  but  it  was  a  freely  elected  act 
nd  the  petitioner  is  bound  by  it. 

Bacon  v.  Hopkms ,  U.  S.  Dist.  Ct.,  N.  Dist.  Tex.,  decided  May  25, 
928,  is  distinguishable,  the  issue  therein  having  been  the  taxpayer’s 
ight  to  file  originally  so-called  community  property  returns  for  his 
fife  and  himself,  while  the  issue  herein  is  whether  or  not  a  tax- 
layer,  having  elected  to  file  a  joint  return,  can  substitute  the  alter¬ 
ative  after  the  passage  of  the  date  for  filing  of  the  return,  upon 
iscovery  that  his  original  choice  was  an  unfortunate  one. 

There  is  no  question  of  mala  fldes  on  the  part  of  the  revenue  agent, 
nd,  as  we  see  it,  no  necessity  for  discussion  of  his  possible  status  as 
n  agent  of  the  petitioner  in  the  preparation  of  the  return. 

Judgment  will  be  entered  for  the  respondent. 


Western  Surety"  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  389,  9045.  Promulgated  September  28,  1928. 

1.  Deduction  from  gross  income  of  certain  alleged  bad  debts 

disallowed. 

2.  Amounts  not  included  in  reserves  set  up  as  required  by  law 
not  deductible  from  gross  income  as  reserves  required  by  law. 

3.  Reserves  required  by  law  were  properly  computed  by  the  re¬ 
spondent  in  each  of  the  taxable  years. 

Joseph  H.  Kirby ,  Esq.,  for  the  petitioner. 

Philip  M.  Clark ,  Esq.,  for  the  respondent. 

The  respondent  has  asserted  deficiencies  in  income  taxes  for  the 
ears  1918,  1919,  1920,  and  1921  in  the  respective  amounts  of  $320.22, 
1,673.92,  $1,305.63,  and  $4,334.07.  Three  issues  are  presented  for 
etermi nation — (1)  whether  petitioner  is  entitled  to  deduct  from 
toss  income  for  the  taxable  year  1921  the  amount  of  $9,199.93  as 
id  debts;  (2)  whether  there  should  be  added  to  the  reserve  u  required 
Y  law  ”  for  the  years  1918  and  1919  the  amount  of  loss  on  a  surety 
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bond  ascertained  prior  to  1918  and  paid  in  1920;  and  (3)  whethei 
certain  reserves  set  up  by  petitioner  for  all  the  years  herein  involve! 
constituted  “  reserves  required  by  law  ”  and  whether  such  reserves  ■ 
were  properly  computed. 

By  agreement  of  the  parties,  these  proceedings  were  consolidate!  j 
for  hearing  and  decision. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  South 
Dakota,  with  its  principal  offices  at  Sioux  Falls.  It  is  engaged  in  the 
casualty  insurance  business,  writing  automobile  liability,  workmen^] 
compensation,  fidelity  and  surety  bonds,  bank  burglary,  and  liability  i 
other  than  automobile. 

Some  time  prior  to  the  taxable  year  1921  petitioner  took  two  prom-  ( 
issory  notes  from  one  Hooper,  an  attorney  at  Gregory,  S.  I)ak.,  in 
the  total  amount  of  $9,199.88.  Both  notes  were  secured  by  a  second 
mortgage  on  640  acres  of  farm  land.  On  January  18,  1922,  the  in¬ 
surance  examiner  for  South  Dakota  made  an  examination  of  peti  1 
tioner’s  books  for  the  }^ear  1921.  The  two  notes  were  rejected  by  the] 
examiner  and  placed  in  u  non-admitted  assets.”  From  that  time  on 
the  amount  was  carried  in  “  bills  receivable,”  which  under  the  insur¬ 
ance  law  of  South  Dakota  is  a  nonadmitted  asset.  In  its  income  and 
profits-tax  return  for  1921  the  petitioner  deducted  the  amount  of  such 
notes  from  its  gross  income  as  debts  ascertained  to  be  worthless  and j 
charged  off  in  the  taxable  year.  Upon  audit  the  Commissioner  dis-i 
allowed  such  deduction. 

In  November,  1904,  petitioner  issued  a  bond  of  indemnity  to  one 
C.  B.  Collins,  who  was  at  that  time  treasurer  for  the  State  of  South  I 
Dakota.  Some  time  prior  to  1920  petitioner  became  aware  of  a  lossj 
on  this  bond  and  in  1920  payment  of  the  loss  was  made  in  the  amount  ; 
of  $14,726.  In  1922  the  insurance  examiner  called  attention  of 
petitioner  to  the  fact  that  a  reserve  should  have  been  set  up  in  prior  ; 
years  to  cover  this  liability.  No  such  reserve  had  actually  been 
maintained. 

For  all  the  years  herein  involved  petitioner  maintained  reserves  for 
unpaid  losses  and  for  unearned  premiums.  Petitioner  has  computed 
the  deduction  on  account  of  its  reserve  for  unpaid  losses  by  taking  the  i 
reserve  at  the  beginning  of  the  year  and  deducting  therefrom  the 
amounts  paid  out  during  the  year.  The  balance  was  then  deducted 
from  its  reserve  for  unpaid  losses  at  the  end  of  the  year.  -The  follow¬ 
ing  is  a  synopsis  of  petitioner’s  computation: 
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1918 

1919 

1920 

1921 

Reserve  at  Jan.  1  .  __  _  ...  _ _ _______  __ 

$10,  547.  81 

1,311.  75 

$17,  125.  83 

16,  750. 01 

$24,  328.  01 

30,  766.  68 

$57,  621.  58 

35,  970.  69 

Less: 

Losses  paid  during  year.  ...  _ _ 

Reserve  at  Dec.  31 _ _ _ _ _ 

9,  236.  06 
17, 125.  83 

375.  82 
24,  328.  01 

-6,  438.  67 
57,  621.  58 

21,  650.  89 
76,  558.  65 

Unearned  premiums  reserve... _  .  _  ... 

7,  889.  77 
5,  538.  22 

23,  952.  51 
20,  227.  07 

64,  060.  25 
17,  365.  65 

54,  907.  76 
-5,733. 42 

13,  427.  99 

44, 179.  26 

81,  425.  90 

49, 176.  34 

The  respondent  computed  the  net  addition  to  reserve  funds  for 
unpaid  losses  by  deducting  from  the  reserve  at  the  end  of  the  year 
the  reserve  held  at  the  beginning  of  the  year.  A  synopsis  of  his 
3omputation  follows : 


1918 

1919 

1920 

1921 

Reserve  at  Dec.  31  .  _ _  _ _  .  _  ...  ... 

$17, 125.  83 
10,  547.  81 

$24,  328. 01 
17, 125.  83 

$57,  621.  58 
24,  328.  01 

$76,  558.  65 
57,  621.  58 

Reserve  at  Jan.  1.  ...  _ 

'let  addition  .  . . . . ....  _ 

6,  570.  02 
5,  538.  22 

7,  202.  18 
20,  227.  07 

33,  293.  57 
17,  365.  65 

18,  937.  07 
-5,  733.  42 

Jnearned  premium.  ..  .  _  _  . 

Crror _ ...  .  .  ..  .  _  _  _ 

12, 108.  24 
8.00 

27,  429.  25 

50,  659.  22 

13,  203.  65 

12, 116.  24 

OPINION. 

Lansdon:  Petitioner  seeks  to  deduct  the  amount  of  two  notes  from 
ncome  for  the  year  1921  as  a  bad  debt  on  a  showing  that  on  January 
l8,  1922,  the  insurance  examiner  for  the  State  of  South  Dakota 
•ejected  them  as  admissible  assets  as  of  the  close  of  the  taxable  year 
-921.  From  that  time  forward  the  notes  were  carried  on  the  books 
is  “  bills  receivable,”  which  was  a  nonadmissible  item.  Such  evi- 
lence  is  insufficient  to  establish  that  the  notes  were  ascertained  to  be 
vorthless  and  charged  off  within  the  taxable  year.  The  direction  of  a 
>ank  examiner  to  charge  off  an  account  is  not  proof  of  worthlessness. 
Murchison  National  Bank ,  1  B.  T.  A.  617 ;  Farmers  cb  Traders  Bank , 
-  B.  T.  A.  753;  Prescott  State  Bank ,  11  B.  T.  A.  147.  The  determina- 
ion  of  the  respondent  with  respect  to  the  bad  debt  deduction  is 
ipproved. 

In  1922  the  insurance  examiner  for  the  State  of  South  Dakota 
nformed  petitioner  that  it  should  have  held  a  reserve  against  the 
oss  paid  in  1920  on  a  bond  of  indemnity  to  the  State  of  South 
lakota.  Petitioner  had  not  held  such  a  reserve  but  now  seeks  to 
leduct  such  an  amount  from  gross  income  for  the  years  1918  and 
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1919  as  a  reserve  required  by  law.  The  reserve  was  not  actually  held 
nor  was  it  set  up  on  the  books  during  the  taxable  years.  No  deduc- i 
tion  can  be  allowed  as  an  addition  made  to  a  reserve  unless  such  an 
addition  has  in  fact  been  made.  We  are  of  the  opinion  that  peti¬ 
tioner  is  not  entitled  to  the  deduction  claimed  as  an  addition  to 
reserves  required  by  law. 

The  third  issue  to  be  determined  in  this  proceeding  is  whether 
certain  reserves  set  up  by  petitioner  for  all  the  years  herein  involved 
constituted  66  reserves  required  by  law  ”  and  whether  such  reserves 
were  properly  computed.  Section  234(a)  (10)  (a)  of  the  lie  venue  Act 
of  1918  permits  the  petitioner  to  deduct  from  gross  income  “  the  net 
addition  required  by  law  to  be  made  within  the  taxable  year  to 
reserve  funds."  The  “  reserves  required  by  law  "  are  those  required 
by  the  statutes  of  the  State  or  States  in  which  the  insurance  company 
transacts  business.  TJ rated  States  Fidelity  <T  Guaranty  Co.,  5  B.  T.  A. 
23.  Petitioner  has  maintained  a  “  loss  claims "  reserve  and  an 
“  unearned  premium  ”  reserve  pursuant  to  sections  9398,  9399,  9400. 
and  9401  of  the  Revised  Code  of  South  Dakota  (1919),  and  we  are 
of  the  opinion  that  such  reserves  are  reserves  required  by  law  within 
the  meaning  of  the  Revenue  Act. 


It  remains  for  us  to  determine  the  proper  method  of  computing 
“  the  net  addition  ”  to  reserve  funds  during  the  taxable  year.  Peti- 
tioner  has  deducted  from  the  reserve  at  the  beginning  of  the  year 
losses  paid  during  the  year.  The  balance  was  then  deducted  from 
the  reserve  at  the  end  of  the  year.  Respondent  has  deducted  thp 
opening  reserve  from  the  closing  reserve  and  allowed  the  difference 
as  the  net  addition  during  the  year.  We  have  held  in  United  States 
Fidelity  dj  Guaranty  Co.,  supra,  that  the  deduction  from  gross 
income  to  which  petitioner  is  entitled  is  the  excess  amount  of  the 
reserves  at  the  end  of  the  year  over  the  reserves  at  the  beginning  of 
the  year. 

Petitioner’s  computation  allows  a  deduction  for  losses  paid  during 
the  year.  There  is  a  specific  provision  for  deducting  “  all  losses 
actually  sustained  within  the  year  and  not  compensated  by  insurance 
or  otherwise.”  Section  234(a)(4)  of  the  Revenue  Act  of  1918.  To 
allow  a  deduction  in  computing  the  net  addition  to  reserve  funds,  as 
contended  for  by  petitioner,  would  result  in  a  double  deduction. 
The  respondent's  computation  is  approved.  McCoach  v.  Insurance 
Company  of  Forth  America,  244  U.  S.  585. 

Decision  will  he  entered  for  the  respondent. 
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state  of  Effie  Andrews,  James  M.  Andrews,  and  Alice  F. 
Chamberlain,  Executors,  Petitioners,  v.  Commissioner  of 
Internal  Revenue,  Respondent. 

Docket  No.  13096.  Promulgated  September  28,  1928. 

1.  Value  of  certain  property  determined. 

2.  Respondent’s  action  in  including  among  the  assets  of  the 
estate  a  certain  note  at  a  value  of  $35,000,  plus  accumulated 
interest,  sustained. 

Leon  R.  J ills  on,  Esq .,  for  the  petitioners. 

Frank  8.  E ashy- Smith,  Esq.,  for  the  respondent. 

The  petitioners  seek  the  redetermination  of  a  deficiencv  of 
.0,992.37  in  estate  tax.  It  is  claimed  that  the  respondent  erred  in 
)  valuing  the  following  property  of  the  estate  : 

)  Six  pei  cent  bonds  of  the  Madison  Avenue  Offices,  Inc.,  of  the  par  value 
of  $100,000; 

)  Premises  at  48  West  57th  Street,  New  York  City; 

)  Furniture  and  household  goods; 

)  40  shares  of  the  capital  stock  of  the  Schenectady  Trust  Co. ; 

)  250  shares  Kirby  Lumber  Company  preferred  stock ; 

id  (2)  including  among  the  assets  of  the  estate,  the  balance  due 
1  a  note  of  the  Fifth  Church  of  Christ  Scientist.  Issue  designated 
e)  was  abandoned  at  the  hearing. 

FINDINGS  OF  FACT. 

The  petitioners  are  the  executors  of  the  Estate  of  Effie  Andrews, 
lo  died  October  28,  1923,  a  resident  of  Saratoga  Springs,  N.  Y. 

At  the  time  of  her  death  the  decedent  owned  a  certain  number  of  6 
i  r  cent  serial  bonds  of  the  Madison  Avenue  Offices,  Inc.,  of  the  par 
lue  of  $100,000,  maturing  in  1943,  and  secured  by  a  second  mort- 
;  ge  on  the  Canadian  Pacific  Building,  342  Madison  Avenue,  New 
irk  City.  The  security  was  subordinate  to  a  first  mortgage  in  the 
in  of  $5,500,000.  The  bonds  were  not  listed  on  any  stock  exchange 
d  the  market  for  them  was  not  any  better  in  1926  than  it  was  in 
23.  The  bonds  were  returned  by  the  petitioners  at  a  value  of 
•9,920,  which  value  the  respondent  determined  to  be  correct.  At 
htober  28,  1923,  the  bonds  had  a  value  of  $79,920. 

The  decedent  held  an  undivided  one-half  interest  in  a  parcel  of 
ul  estate  located  at  No.  48  West  57th  Street,  New  York  City,  sub- 
i ‘t  to  a  life  estate  in  the  whole  thereof  to  George  D.  Cochran,  a 
1  other,  who  was  74  years  of  age  at  the  time  of  death  of  the  decedent. 
ie  lot  had  a  frontage  of  25  feet  and  a  depth  of  100  feet  and  was 
i  proved  by  an  old  fashioned  4-story-and-basement  brown  stone 
ilding. 
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On  January  13,  1925,  the  executors  sold  the  undivided  one-ha 
interest  of  the  decedent  in  the  property  to  the  owner  of  the  oth< 
one-half  interest  for  $88,000  cash. 

The  executors  paid  New  York  State  inheritance  tax  on  a  valuatic 
for  the  one-half  interest  of  $08,117.44.  In  their  return  for  estate-ts 
purposes  the  executors  placed  a  valuation  of  $64,873.05  on  the  intere 
of  the  decedent.  On  an  audit  of  the  return  the  respondent  increase 
the  valuation  to  $95,208.75.  The  value  of  the  decedent’s  interest  i 
the  premises  on  October  28,  1923,  Avas  $88,000.  ' 

The  decedent  oAvned  an  undivided  one-half  interest  in  all  the  fu 
niture  and  household  goods  located  in  premises  known  as  No.  4 
West  57th  Street  and  No.  270  Park  Avenue,  NeAV  York  City,  an 
No.  720  North  BroadAvay,  Saratoga  Springs,  N.  Y.,  subject  to 
life  interest  of  George  D.  Cochran  in  the  AA’hole  of  the  property.  T1 
executors  sold  the  property  to  George  D.  Cochran,  oAvner  of  tl 
other  one-lialf  interest,  on  April  12,  1920,  for  $9,080.87.  The  salt 
price  Avas  based  upon  an  appraisal  previously  made  by  a  firm  of  a] 
praisers.  The  property  Avas  returned  by  the  executors  at  a  vali 
of  $9,080.87,  which  the  respondent  increased  to  $12,606.42  by  elim 
nating  the  amount  deducted  by  the  executors  on  account  of  the  fa< 
that  the  decedent’s  interest  Avas  subject  to  the  life  estate  of  Geor< 
D.  Cochran  in  the  property.  The  value  of  the  property  on  Octobt 
28,  1923,  Avas  $9,086.87.  j 

On  October  28,  1923,  the  decedent  owned  40  shares  of  the  capit; 
stock  of  the  Schenectady  Trust  Co.,  Avhich  stock  at  October  28,  1925 
had  a  value  of  $255  per  share  or  $10,200. 

In  or  about  1921  the  decedent  loaned  the  sum  of  $100,000  to  tl 
Fifth  Church  of  Christ  Scientist,  and  as  evidence  of  the  indebtec 
ness  the  church  gave  the  decedent  its  note  for  a  like  amount.  A 
some  subsequent  date  the  church  delivered  to  the  decedent,  as  co 
lateral  for  the  payment  of  the  note,  certain  mortgage  bonds  of  tl 
Madison  Avenue  Offices,  Inc.,  in  the  amount  of  $100,000.  Whenevt 
the  church  had  funds  with  which  to  pay  off  part  of  its  indebtedne 
to  the  decedent  it  would  notify  her  of  the  fact  and  upon  payment  c 
any  sum  the  decedent  would  deliver  an  equivalent  amount  in  bond 
Prior  to  October  28,  1923,  the  church  paid  a  total  of  $40,000  on  tli 
note  and  the  decedent  deli\rered  to  the  church  a  like  amount  of  tli 
bonds. 

On  February  21,  1922,  the  decedent  turned  OATer  $00,000  of  tli 
bonds  to  Alice  F.  Chamberlain  pursuant  to  an  expressed  purpose  c 
making  a  gift  to  Miss  Chamberlain  in  that  amount.  The  transactio 
was  confirmed  by  a  letter  dated  March  4,  1922,  signed  by  James  ^ 
Andrews  and  approved  by  the  decedent  in  October,  1922,  reading  « 
ioIIoavs  : 
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Referring  to  our  conversation  a  few  days  ago  relative  to  the  bonds  of  Madi- 
m  Avenue  Offices,  Inc.,  of  which  sixty,  each  having  a  par  value  of  $1,000.00, 
ere  turned  over  to  you,  and  in  order  to  make  that  conversation  a  matter 
t‘  record,  allow  me  to  repeat  that  the  particular  bonds  you  have  are  those 
'presenting  the  collateral  for  a  loan  Mother  made  the  Fifth  Church  of  Christ 
dentist,  for  $60,000.00. 

Mothei  is  assured  that  the  loan  will  be  paid  in  the  immediate  future,  and 
lat  payments  will  begin  about  April  first  next.  As  these  payments  are  made, 
le  money  will  be  turned  over  to  you  in  exchange  for  a  like  par  value  in  bonds 
util  all  the  bonds  are  exchanged,  unless  you  should  prefer  to  keep  some  of 
iem  in  lieu  of  cash.  Should  there  be  any  delay  in  the  Church  paying  the  loan, 
will  be  glad  to  exchange  any  or  all  bonds  for  other  securities  giving  the 
ime  return  annually. 

The  delivery  of  the  bonds  to  the  donee  was  made  by  James  M.  An- 
rews,  a  son  of  the  decedent  and  one  of  the  residuary  legatees  under 
er  will.  The  petitioners  had  no  knowledge  of  the  existence  of  the 
ote  among  the  effects  of  the  estate  until  they  were  advised  by  a 
wenue  officer  that  it  had  been  found  among  the  papers  of  the  estate 
i  a  safe-deposit  box  at  the  Guaranty  Trust  Co.,  where  the  bonds 
ad  been  kept.  The  unendorsed  note  was  thereafter  delivered  to 
lice  F.  Chamberlain.  The  bonds  and  the  note  have  since  been  de- 
vered  by  her  to  the  church. 

On  an  audit  of  the  return  filed  by  the  executors  of  the  estate  the 
ispondent  included  the  note  among  the  assets  of  the  estate  at  a  value 
f  $35,000,  that  being  the  amount  found  by  him  to  be  the  unpaid 
dance,  plus  $604.11  for  accumulated  interest. 

opinion. 

Arundell  :  In  support  of  their  claim  for  a  lower  valuation  on  the 
per  cent  mortgage  bonds  of  the  Madison  Avenue  Offices,  Inc.,  the 
ditioners  presented  the  oral  testimony  of  two  witnesses  with  con- 
derable  experience  in  the  appraisal  of  stocks  and  bonds,  and  also, 

7  agreement  of  counsel  for  the  parties,  introduced  into  the  record 
e  affidavits  of  the  president  of  the  Madison  Avenue  Offices,  Inc., 
id  an  experienced  bond  salesman.  The  witnesses  testified  to  values 
from  $35,000  to  $66,000.  One  of  the  deponents  expressed 
e  opinion  that  $80,000  represented  a  fair  value  for  the  securities 
id  the  other  deponent  was  of  the  belief  that  the  sum  was  more 
an  the  bonds  could  be  sold  for.  After  a  careful  consideration  of 
l  the  evidence  presented  on  the  question,  we  have  reached  the  con¬ 
cision  that  the  value  as  returned  originally  by  petitioner  in  the 
aount  of  $79,920,  which  valuation  was  accepted  by  respondent, 
ould  not  be  disturbed. 

The  petitioners  are  contending  for  a  valuation  of  $68,593.50  on 
1  g  premises  located  at  48  West  57th  Street.  This  figure  is  reached 
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by  multiplying  an  assumed  value  of  the  decedent’s  undivided  one 
half  interest  in  the  property  ($90,000)  by  the  percentage  of  .7621,' 
found  in  column  3  of  Mortality  Table  A  of  estate  tax  regulation: 
opposite  age  74,  to  reduce  the  value  of  a  remainder  interest  subject  t< 
a  life  estate  to  a  present  worth.  While  the  respondent  found  th« 
interest  of  the  decedent  to  be  worth  $95,268.75  ($125,000  less  a  figun 
found  by  the  use  of  the  above  mentioned  percentage),  he  is  nov 
claiming  that  the  evidence  justifies  a  valuation  of  $100,000. 

From  a  consideration  of  all  the  facts  before  us  we  have  reachei 
the  conclusion  that  the  cash  price  of  $88,000,  at  which  the  decedent'.- 
interest  in  the  property  was  sold  to  the  owner  of  the  other  undividec 
one-half  interest  in  January,  1925,  about  14  months  after  the  deatl 
of  the  decedent,  represents  the  fair  market  value  of  the  interest  or 
October  28,  1923.  This  valuation  is  supported  by  the  testimony  o! 
the  petitioner's  witness,  an  experienced  appraiser  of  real  estate,  wh< 
appraised  the  property  as  a  whole  on  April  30,  1924,  as  of  Octobei 
28,  1923,  at  a  figure  of  $200,000,  and  the  decedent’s  one-half  interest 
at  $90,000,  it  being  his  practice  to  arbitrarily  reduce  the  value  of  ar 
undivided  one-half  interest  in  real  property  by  a  minimum  of  10  pei 
cent  because  of  the  greater  difficulty  of  selling  a  part  interest.  The 
appraisal  was  based  upon  the  condition  of  the  real  estate  market  in 
the  fall  of  the  year  1923,  sales  of  property  in  the  vicinity  of  the 
premises  in  question,  and  other  pertinent  facts.  The  evidence  also 
tends  to  prove  that  there  was  little,  if  any,  change  in  the  value  of  the 
property  between  the  time  of  decedent’s  death  and  the  date  of  sale 
of  the  property. 

The  furniture  and  household  goods  of  the  estate  were  returned  by 
the  executors  at  a  value  of  $9,086.87,  the  amount  for  which  the  prop¬ 
erty  was  sold  to  George  D.  Cochran,  owner  of  the  other  one-half 
interest  of  the  property  and  who  had  a  life  estate  in  the  whole  thereof, 
on  April  12,  1926.  We  are  satisfied  from  the  evidence  that  this  value 
should  be  accepted  as  the  fair  market  value  of  the  furniture  at  tin* 
time  of  the  decedent’s  death. 

The  petitioners  and  respondent  agree  that  the  evidence  of  record 
establishes  a  value  of  $10,200  for  the  stock  of  the  Schenectady 
Trust  Co.  # J 

The  remaining  issue  is  that  of  whether  the  note  found  by  the 
revenue  officer  among  the  effects  of  the  decedent  is  a  part  of  the 
estate.  Counsel  for  the  petitioners  says  that  the  substance  of  the 
issue  is  whether  there  was  an  actual  consummation  of  the  gift,  and  b 
of  the  opinion  that  there  is  some  question  as  to  whether  the  bomb 
were  accepted  by  the  decedent  as  security  for  the  payment  of  tin 
note  or  in  extinguishment  of  the  primary  obligation.  That  the  bomb 
were  received  by  the  decedent  as  collateral  for  the  note  is  amply  sup¬ 
ported  by  the  evidence.  James  M.  Andrews  testified  that,  knowing 
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the  financial  condition  of  the  maker  of  the  note,  he  suggested  to  his 
mother  that  she  ought  to  have  the  promise  to  pay  secured  by  col¬ 
lateral;  that  he  negotiated  with  the  treasurer  of  the  church  for  the 
security  and,  after  obtaining  it,  deposited  the  bonds  in  decedent’s  safe 
leposit  box  in  the  Guaranty  Trust  Co.  The  decedent  likewise  thor¬ 
oughly  understood  that  the  bonds  were  delivered  to  her  to  secure 
he  payment  of  the  note,  for  in  the  letter  quoted  in  our  findings  of 
fact,  the  bonds  are  specifically  referred  to  as  “  collateral  for  a  loan.” 
The  manner  in  which  the  executors  treated  the  instrument  after  its 
presence  among  the  personal  effects  of  the  estate  had  been  brought  to 
heir  notice  by  the  revenue  agent  indicates  very  strongly  that  they 
lid  not  regard  it  as  being  a  void  or  unenforceable  paper  or  the 
property  of  the  church,  otherwise  they  would  have  delivered  it  to  the 
hurch  instead  of  to  the  recipient  of  the  securities.  Alice  Chamber- 
ain  not  only  testified  that  the  bonds  were  delivered  to  the  decedent 
s  security  for  the  payment  of  the  note  but  the  testimony  tends  to 
>rove  that  she  retained  possession  of  the  note  after  its  delivery  to 
ler  by  the  executors  until  the  loan  had  been  repaid  in  full.  We  have 
>een  convinced  without  doubt  that  neither  party  to  the  original 
ransaction  intended  that  the  bonds  should  represent  more  than 
ecurity  for  the  fulfillment  of  the  promise  to  pay  contained  in  the 
mte.  Such  being  the  case,  the  note,  not  the  bonds,  evidenced  the 
lebt. 

We  do  not  doubt  that  the  decedent  intended  to  make  a  gift  to  Alice 
r.  Chamberlain  of  $60,000  or  of  something  of  equivalent  value. 
)he  carried  out  her  intention,  or  attempted  to  do  so,  by  turning  over 
he  bonds  she  held  as  collateral  security  for  the  note.  Whether  she 
ould  legally  pass  title  to  the  bonds  or  violated  the  terms  under  which 
he  held  them  as  security,  is  not  before  us  for  determination.  Our 
nly  question  is  whether  the  decedent  disposed  of  the  note  by  gift  so 
hat  at  her  death  it  was  not  a  part  of  her  estate.  Whether  decedent 
ntended  to  give  Alice  F.  Chamberlain  the  note  or  something  else  of 
he  value  of  $60,000  is  not  clear  from  the  evidence.  All  we  have 
n  this  point  is  the  testimony  of  decedent’s  son  who  says  that  his 
lother  “  wanted  to  make  a  gift  to  Miss  Chamberlain  of  $60,000.” 
assuming,  for  the  purpose  of  discussion,  that  she  intended  to  give 
he  note,  there  is  lacking  the  essential  element  of  delivery  necessary 
P  complete  the  gift.  It  is  well  recognized  in  the  law  of  gifts  that 
hysical  delivery  of  the  subject  of  the  gift  is  not  always  indispensable, 
ut  there  must  be  an  actual  delivery,  as  said  in  the  frequently  quoted 
atement  from  2  Kent’s  Com.  439,  “so  far  as  the  subject  is  capable 
f  it.”  In  Allen  West  Commission  v.  Grumble ,  129  Fed.  287,  290, 
ie  rule  is  stated  in  this  way: 

If  the  subject  of  the  gift  is  a  chose  in  action,  such  as  a  bond,  a  note,  or  stock 
a  corporation,  the  delivery  of  the  most  effectual  means  of  reducing  the 
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chose  to  possession  or  use,  such  as  the  delivery  of  the  bond,  or  the  note,  or  then 
certificate  of  stock,  if  present  and  capable  of  delivery,  is  indispensable  to  the 
completion  of  the  grift.  (Italics  ours.) 

There  is  no  contention  here  that  the  decedent  did  not  have  posses¬ 
sion  of  the  note  or  that  it  was  incapable  of  delivery.  It  does  appear 
that  she  had  the  note  and  could  have  delivered  had  she  intended 
to  do  so. 

We  are  aware  that  there  are  situations  where  a  complete  gift  maj 
be  made  by  a  written  assignment  or  conveyance  without  manual  de¬ 
livery  of  the  subject.  But  the  rule  applied  in  such  cases  is  limited, 
and  its  limitations  are  set  forth  in  the  Allen  West  Commission  case,  , 
supra ,  as  follows : 

It  is  true  that  in  cases  where  manual  delivery  of  the  subject  of  the  gift,  or  of 
the  evidences  which  command  it,  is  impracticable  or  impossible,  and  in  cases  in 
which  a  written  conveyance  is  the  most  effectual  mode  of  divesting  the  donor 
of  dominion  and  control  of  the  thing,  such  a  conveyance  is  sufficient.  But  it  is 
equally  true  that  a  written  assignment  is  utterly  inadequate,  where  the  deliver? 
of  the  subject  of  the  gift  or  the  delivery  of  the  evidences  of  it  is  practicable,  and 
the  latter  is  the  more  ready  and  efficient  way  of  commanding  the  dominion  and 
control  of  the  subject  of  the  gift. 

After  citing  and  discussing  many  cases  the  opinion  continues  with 
the  following: 

The  clew  to  the  labyrinth  of  decisions  upon  this  subject  is  the  reason  of  the 
rule  which  makes  delivery  of  the  thing,  or  of  the  most  available  means  of 
commanding  its  dominion  and  control,  indispensable  to  the  validity  of  a  gift. 
That  reason  is  the  imperative  necessity  of  requiring  the  renunciation  by  tla* 
donor,  not  only  of  all  possession,  dominion,  and  control  of  the  thing,  but  of  all 
appearance  thereof,  lest  by  such  an  appearance  he  should  lead  creditors,  pur¬ 
chasers,  and  others  to  believe,  and  to  credit  him  in  the  belief,  that  he  is  the 
owner  of  that  which  in  reality  belongs  to  his  donee,  and  lest  by  fraud  and  per¬ 
jury  gifts  be  proved  which  never  in  fact  existed.  Yancey  v.  Field,  83  Va.  750. 
8  S.  E.  721.  This  reason  of  the  rule  conditions  the  nature  of  the  delivery  it 
requires,  and  demands  that  the  delivery  shall,  in  every  case,  whether  evidenced 
by  written  assignment  or  oral  statement,  consist  as  far  as  practicable  of  a 
delivery  of  that  thing  which  will  most  effectually  and  irrevocably  divest  the 
donor  of  the  dominion  and  the  control  of  the  subject  of  the  gift,  and  thus  of 
the  appearance  of  title,  whether  that  thing  be  the  subject  itself,  a  symbol  of  the 
subject,  a  written  assignment  of  it,  or  the  patent  evidences  of  it  whose  delivery 
constitute  the  most  effectual  mode  of  transferring  the  dominion  over  it. 

AVliile  the  above  quoted  decision  is  not  a  New  York  case,  we  find 
upon  investigation  that  t lie  courts  of  that  State  hold  the  same  wav. 
See  Heaver  v.  Heaver ,  117  N.  Y.  421 ;  22  N.  E.  940;  in  re  Van  Alstipie, 
207  X.  Y.  298;  100  X.  E.  802,  and  cases  cited. 

We  repeat  that  we  are  not  concerned  with  what  the  decedent  did 
with  the  collateral  security.  The  respondent  has  not  attempted  to 
include  the  collateral  bonds  in  the  estate.  It  is  likewise  of  no  con¬ 
cern  what  the  executors  did  with  the  note  if  it  was  a  part  of  the  estate. 


(651) 


MARBLE  &  SHATTUCK  CHAIR  CO. 


657 


All  that  we  have  before  us  is  whether  the  note  to  the  extent  of  the 
value  of  the  amount  due  on  it  is  properly  included  in  the  estate.  In 
our  opinion  the  decedent  failed  to  divest  herself  of  her  ownership  of 
the  note,  even  if  it  can  be  found  that  she  intended  to  do  so,  which  is 
doubtful,  and  the  respondent  properly  included  it  in  the  assets  of  the 
estate  at  the  value  of  $35,000,  plus  accumulated  interest. 

Judgment  will  be  entered  under  Ride  50. 


Marble  &  Shattuck  Chair  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  14091,  14092,  32033.  Promulgated  September  28,  1928. 

1.  Petitioner  made  a  payment  of  $40,000  to  its  four  principal 
stockholders  as  compensation ,  for  services  in  addition  to  the  com¬ 
pensation  regularly  provided  for  each  of  the  fiscal  years  ended 
June  30,  1920,  and  June  30,  1921.  Thirty-seven  thousand  live 
hundred  dollars  of  this  amount  was  distributed  in  accordance 
with  an  agreement  by  the  principal  officers  and  stockholders  prior 
to  payment.  Held,  that  $2,500  of  such  amount  constituted  a  legal 
deduction  from  gross  income  in  income-tax  returns  for  the  years  in 
question  as  reasonable  compensation  for  personal  services  actually 
rendered. 

2.  Petitioner  made  certain  payments  during  the  fiscal  year  ended 
June  30,  1920,  for  altering  and  repairing  a  building,  installing 
air  ventilation  beneath  the  floor  and  bricking  up  the  windows  in 
one  wall.  The  proportionate  part  of  the  payments  made  for  repairs 
is  a  legal  deduction  from  gross  income. 

3.  Reclassification  of  petitioner’s  assets  for  depreciation  pur¬ 
poses  determined. 

4.  Depreciation  determined  by  the  respondent  approved  subject 
to  correction  due  to  reclassification  of  assets. 

Ben  Jenkins ,  Esq .,  for  the  petitioner. 

L.  L.  Flight,  Esq.,  and  J .  M.  Morawshi ,  Esq.,  foT  the  respondent. 

In  these  proceedings,  consolidated  for  the  purpose  of  hearing  and 
lecision,  petitioner  seeks  a  redetermination  of  income  and  profits- 
ax  liabdity  for  the  fiscal  years  ended  June  30,  1920,  June  30,  1921, 
une  30,  1923,  and  June  30,  1924,  for  which  the  Commissioner  has 
etermined  deficiencies  of  $68,495.16,  $6,218.82,  $342.07,  and  $1,121.84, 
espectively. 

The  petitioner  alleges  error  on  the  part  of  the  Commissioner  (1) 
a  failing  to  allow  as  a  deduction  from  gross  income  in  each  of  the 
seal  years  ended  June  30,  1920,  and  June  30,  1921,  $40,000  paid  to 
tockholders  of  the  petitioner  as  additional  compensation;  (2)  in 
ailing  to  compute  depreciation  upon  the  proper  classification  of 
xed  assets;  (3)  in  failing  to  allow  adequate  rates  of  depreciation 
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on  kiln  equipment  and  machinery;  (4)  in  failing  to  allow  as  a 
deduction  from  gross  income  in  the  fiscal  year  ended  June  30,  1920 
certain  expenditures  made  in  altering  and  repairing  a  building. 

A  fifth  assignment  of  error  relating  to  the  statute  of  limitations 
as  it  might  apply  to  the  returns  for  the  fiscal  years  1920  and  1921 
was  waived  .by  the  petitioner.  A  sixth  assignment  of  error  relating 
to  the  basis  used  by  the  Commissioner  in  computing  depreciation  was 
also  waived  by  the  petitioner. 


FINDINGS  OF  FACT. 


1.  The  petitioner  is  an  Ohio  corporation  with  its  principal  office 
and  place  of  business  near  Cleveland.  It  was  incorporated  in  1886 

2.  During  the  tax  years  involved  it  was  a  manufacturer  of  a  com¬ 
plete  line  of  office  chairs  and  other  chairs  on  orders  from  hotels 
banks,  public  buildings,  and  dining  establishments. 

3.  During  the  fiscal  years  ended  in  1920  and  1921,  the  petitioner’s 
president  was  Fred  D.  Hills.  As  president,  Hills  received  no  salar} 
and  took  no  active  part  in  the  conduct  of  the  business,  but  did  con¬ 
sult  with  his  fellow  members  of  the  board  of  directors  on  matters 
of  finance  and  policy,  and  entertain  trade  as  it  came  to  the  plant. 

4.  Arthur  B.  Hunn,  vice  president,  who  had  been  a  salesman  with 
the  corporation  since  January  1,  1895,  was  in  charge  of  the  Xev 
York  sales  office,  his  territory  covering  Boston,  New  York,  Phila¬ 
delphia,  Baltimore  and  Washington.  For  many  years  prior  to  1917! 
he  received  a  commission  of  7  per  cent  on  his  gross  sales,  out  of  which 
he  was  required  to  pay  and  did  pay  his  office  expenses,  rent,  office 


help,  etc.,  and  his  traveling  expenses.  In  1917  his  compensation  was 
increased  so  that  thereafter  he  received,  in  addition  to  his  commis¬ 
sion,  25  cents  on  each  chair  sold.  For  the  fiscal  year  ended  June  30 
1920,  A.  B.  Hunn’s  sales  amounted  to  $356,282.79,  on  which  he  was 
paid  a  commission  of  $24,939.30;  for  the  succeeding  fiscal  year  his 
sales  for  the  first  six  months,  with  some  sales  in  January,  1921 
amounted  to  $119,756.19,  on  which  he  was  paid  commissions  of 
$8,382.92.  For  the  balance  of  that  fiscal  year  he  was  at  the  plant 
of  the  petitioner  assisting  in  its  management. 

5.  T.  W.  Foote  was  treasurer  and  general  manager,  having  occu¬ 
pied  those  positions  from  November,  1913,  when  he  first  became^ 
connected  with  the  corporation.  He  is  a  graduate  of  Chicago  Man¬ 
ual  Training,  and  of  the  Massachusetts  Institute  of  Technology  with 
the  degree  of  Civil  Engineer.  After  receiving  his  degree  in  1902. 
he  was  employed  as  a  civil  engineer  with  the  Illinois  Steel  Co.  and 
the  Bethlehem  Steel  Corporation  in  the  operation  of  open  hearth 
furnaces  and  other  general  engineering  duties.  Subsequently,  he  was 
secretary  and  sales  manager  of  the  Franklin  Co.  of  Chicago,  de- 
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signers,  engravers  and  printers.  In  1913,  he  purchased  an  interest 
n  the  petitioner  corporation  and  became  its  treasurer  and  general 
nanager  at  a  salary  of  $6,000  per  annum,  which  salary  was  in- 
leased  to  $12,000  per  annum  just  prior  to  the  tax  years  involved. 

6;  In  the  territory  covered  by  the  home  office  at  Cleveland,  Foote 
lad  made  sales  for  the  year  1920  approximating  $200,000.  He  had 
ntire  charge  of  the  management  of  the  factory  and  at  that  time 
onsiderable  factory  extensions  were  being  made.  Questions  of  credit 
nd  purchase  of  material  were  passed  upon  by  him.  He  also  designed 
aachinery  for  use  in  the  plant  and  obtained  patents  thereon  which 
e  assigned  to  the  corporation. 

7.  H.  G.  Hunn  was  a  stockholder  in  the  corporation  during  the  tax 
ears  involved  and  represented  the  corporation  in  and  from  the 
liicago  sales  office.  He  had  been  with  the  company  since  1907  as  a 
desman  and,  like  A.  B.  Hunn,  received  a  commission  of  7  per  cent 
a  his  sales.  Out  of  his  commission  he  paid  his  office  expenses  and 
is  traveling  expenses.  He  spent  close  to  70  per  cent  of  his  time 
a  the  road.  His  sales  for  the  fiscal  year  1920  were  $230,240.08  ^nd 
ir  the  year,  1921,  $131,581.56.  Commissions  paid  to  him  announted 
>  $15,880.26  for  1920,  and  to  $8,861.63  for  1921. 


8.  I  red  D.  Hills,  the  president  of  the  corporation,  was  the  uncle 
f  A.  B.  Hunn  and  H.  G.  Hunn,  and  T.  W.  hfoote  was  the  brother-in- 
w  of  A.  B.  Hunn  and  H.  G.  Hunn.  Ahe  petitioner  was  a  family 
)rporation  and  managed  somewhat  knformallv. 

9.  At  the  beginning  of  the  cal.emdar  year  1920,  petitioner  corpora- 
on  had  a  paid-up  capital  shock  of  $50,000,  divided  into  500  shares 
.  $100  each.  On  Febrigary  2,  1920,  T.  W.  Foote  purchased  for 
,sh  a  block  of  160  scares  of  stock  of  the  company,  retaining  80 
tares  for  himself  apid  transferring  55  shares  to  A.  B.  Hunn  and  25 
tares  to  H.  G.^AHunn.  Immediately  thereafter  and  at  informal 
eetings  of  th^  four  individuals  named  the  question  of  compensation 
as  discussed  and  the  claims  of  the  various  individuals  for  addi- 
rna]  compensation  were  presented.  Hills,  who  at  the  time  was 
ceivin^  no  salary,  claimed  that  he  should  receive  approximately 

■  ,500  pier  annum  to  reimburse  him  for  moneys  expended  by  him  in 
'  ter homing  trade.  The  two  Hunns  showed  that  with  the  gradual 
Icrelase  in  expenses  they  were  required  to  meet  they  should  receive 
’coriimission  rate  of  10  per  cent,  the  rate  paid  by  other  concerns  to 
k Arien  maintaining  branch  offices  at  their  own  expense  and  paying 
eirj  traveling  expenses.  Foote  showed  that  a  commission  of  7  per 
nt^upon  his  sales  of  $200,000  would  give  him  more  than  the  salary 
as  receiving  as  manager  of  the  plant. 

Article  5  of  the  by-laws  of  the  corporation  provided  as  follows : 

ipensation  of  Officers:  The  compensation  of  the  directors  shall  be  such 
i  stockholders  may  from  time  to  time  de. ermine.  The  compensation  of 
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other  officers  shall  ho  fixed  hy  the  hoard  of  directors,  and  said  officers  slial 
if  the  board  of  directors  so  determines,  furnish  bonds  for  the  faithful  perforn 
ance  of  their  duties  in  such  amounts  as  the  board  of  directors  may  require 
and  with  sureties  to  the  satisfaction  of  said  board. 


At  a  directors’  meeting  held  August  10,  1920,  T.  Ar.  Foote  sugl 
gested  that  the  salary  of  the  secretary  be  increased  to  $3,300  pel 
annum,  retroactive  to  July  1,  1920;  same  was  put  as  a  motion  b 
A.  B.  Hunn  and  unanimously  carried.  Compensation  to  the  othej 
officers  was  to  remain  the  same  as  during  the  past  year.  The  record 
of  meetings  of  the  board  of  directors  during  the  fiscal  years  endefl 
in  1920  and  in  1921,  are  otherwise  silent  as  to  salaries. 

11.  As  a  result  of  the  discussions  and  conferences  referred  to  iD 
paragraph  nine  above  it  was  determined  that  there  should  be  paid 
additional  compensation  approximately  as  follows: 


Hills _ $2,500 

Foote _ 20,  000 

A.  B.  Hunn _ 10, 000 

H.  G.  Hunn _  5,000 


The  proper  allocation  of  the  amounts  to  be  paid  was  left  to  Foot( 
He  determjned  that  additional  compensation  for  the  fiscal  year  ende* 
June  30,  1920,  sbtfjjld  be  paid  as  follows :  ; 


• 

Stockholders 

Common 

stock 

Preferre: 

stock 

. - ___ - - -  w 

V 

Shares 
480 
2, 160 
900 
3,  942 
18 

Shares1 

7! 

O li arles  iltuison. — — —  —  —  - ~  ** 

— 

The  additional  compensation  was  distributed  strictly  in  accordant* 
with  the  common  stock  shareholdings,  except  that  Foote  receive* 
the  share  that  would  have  been  paid  to  Hanson  if  he  had  participate* 


in  the  distribution. 

12.  It  was  the  understanding  of  the  stockholders  that  a  simila 
distribution  should  be  made  for  the  fiscal  year  ended  June  30,  1921 
and  such  distribution  was  made. 

13.  The  additional  compensation  of  25  cents  per  chair  to  A.  E 
Hunn  and  to  H.  G.  Hunn  was  made  during  the  fiscal  year  ende*, 
dime  30,  1920.  but  thereafter  discontinued. 

IT  The  surplus  of  the  company  at  July  1,  1919,  was  $405,269.24 
The  net  income  for  the  fiscal  years  ended  June  30,  1920,' and  dune  3(j 
1921.  before  the  deduction  of  any  amounts  as  additional  compensd 
tion.  as  determined  by  the  Commissioner,  was  $241,738. To  an| 
$50,047.41,  respectively.  No  dividends  as  such  were  declared  an* 
paid  to  the  stockholders  during  the  fiscal  year  ended  June  30,  192« 
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15.  In  the  determination  of  the  deficiencies  for  1920  and  1921,  the 
Commissioner  disallowed  the  deduction  of  $40,000  distributed  to 
lockholders  at  June  30,  1920,  and  at  June  30,  1921. 

16.  In  the  fiscal  years  1920  and  1921,  payments  in  the  total  amount 
)f  $25,583.39  were  made  to  the  National  Dry  Kiln  Co.  of  Indian- 
ipolis,  and  this  amount  was  charged  to  building  account  upon  the 
petitioner’s  books.  In  1921,  $6,424  of  this  amount  was  transferred 
o  the  machinery  account  as  follows : 

Kiln  trucks _ $1,  TOO 

Elevator _  1, 180 

Material  for  elevators _  476 

Other  kiln  trucks _  2,  368 

The  balance  of  $19,159.39  was  still  left  standing  in  the  building 
ccount. 

17.  To  other  contractors  payments  were  made  in  1921  as  follows  : 


Elevator - $2,  919.  00 

Elevator _ 625.  50 

Elevator -  195.  00 

Electrical  equipment _  500.  00 


4,  239.  50 

These  amounts  were  also  charged  *to  the  building  account,  making 
total  in  the  building  account  at  June  30,  1921,  for  kiln  equipment, 
23,398.89.  This  total  should  properly  be  classified  as  machinery 
nd  equipment. 

18.  During  the  fiscal  year  ended  June  30,  1920,  it  was  found  that 
be  floor  boards  and  beams  of  one  of  the  petitioner’s  buildings  were 
eing  attacked  by  dry  rot  due  to  lack  of  proper  ventilation.  It  was 
Iso  found  that  the  floors  were  settling  to  some  extent,  cracks  were 
ppearing  in  the  wall,  and  that  the  bricks  were  falling  out.  A  civil 
ngineer  was  consulted  and  his  opinion  received  as  to  the  best 
lethod  of  protecting  and  restoring  the  building.  He  was  paid  a 
:je  of  $300.  In  accordance  with  his  recommendation,  certain 
indows  in  one  of  the  walls  were  bricked  up,  holes  were  cut  in  the 
pundation  and  a  ventilating  pipe  was  run  through  the  building  to 
ie  roof.  The  workmen  installing  the  ventilating  pipe  damaged  the 
>of  in  that  section  so  that  a  portion  thereof  had  to  be  repaired  and 
‘placed.  The  cost  of  repairing  the  roof  was  $1,201.75.  The  cost 
f  bricking  up  windows  and  cutting  holes  in  the  foundation  and  of 
utting  in  the  ventilating  flue  was  $3,831.31,  making  a  total  cost  of 
ie  alterations  and  repairs  including  the  engineer’s  fee  of  $5,333.06. 

19.  In  the  determination  of  the  deficiency  proposed  for  the  fiscal 
3ar  ended  June  30,  1920,  the  respondent  disallowed  these  items  as 
’dinary  and  necessary  business  expenses  and  held  that  these  should 
■  charged  to  the  capital  accounts. 
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OPINION. 

Smith  :  The  principal  question  presented  by  these  proceedings  i 
whether  the  petitioner  is  entitled  to  deduct  from  gross  income  ii 
its  income-tax  returns  for  the  fiscal  years  ended  June  30,  1920,  anc 
June  30,  1921,  $40,000  distributed  at  the  close  of  each  of  those  year 
to  its  stockholders.  The  distribution  was  equal  to  $5.33%  cents  pe: 
share  of  common  stock;  F.  D.  Hills,  A.  B.  Hunn,  and  H.  G.  Hunn 
owning  3,544  shares  of  stock,  received  their  pro  rata  shares  of  tin 
distribution,  but  T.  W.  Foote,  owning  3,942  shares,  received  slighth 
more  than  his  pro  rata  share — he  receiving  the  pro  rata  share  which 
would  have  been  paid  to  Hanson,  owning  18  shares,  if  the  distributioi 
had  been  strictly  in  accordance  with  the  stockholdings.  The  peti  - 
tioner  claims  the  deduction  of  $40,000  distributed  at  the  close  of  eacl 
of  the  taxable  years  referred  to  as  compensation  paid  for  persona 
services  actually  rendered  under  section  234(a)  (1)  of  the  Revenui 
Acts  of  1918  and  1921.  which  provides  that  a  corporation  ma}T  deduc 
from  gross  income  in  its  income-tax  returns  all  ordinary  and  neces 
sary  expenses,  including  “  a  reasonable  allowance  for  salaries  o: 
other  compensation  for  personal  services  actually  rendered."  Th< 
Commissioner  has  disallowed  the  deductions  upon  the  ground  tha 
the  amounts  were  in  effect  distributions  of  profits  to  the  stockholders 

The  evidence  of  record  with  respect  to  this  distribution  shows  tha 
T.  W.  Foote  testified  as  follows: 

Q.  Did  you  reach  any  determination  as  to  approximately  the  salaries  tha 
should  be  paid? 

A.  Mr.  Hills,  who  was  president,  stated  that  he  was  under  some  expense  ii 
taking  our  trade  out  when  they  visited  our  factory,  as  he  was  drawing  nothin; 
in  the  way  of  compensation  as  president,  and  felt  entitled  to  a  reasonabl 
return.  Mr.  A.  B.  Hunn  spoke  about  the  increase  in  his  traveling  expense 
and  maintenance  of  his  ofiire  in  New  York,  and  spoke  of  other  firms  in  the  sanr 
industry  paying  more  in  the  shape  of  commission,  when  the  salesmen  had  t 
pay  their  own  expenses  and  maintenance  of  their  office.  I,  on  the  other  han» 
pointed  out  to  them  that  I  had  sold  over  $200,000  worth  of  goods,  and  if  I  wer 
paid  the  prevailing  commission  of  seven  per  cent,  that  my  sales  alone  woul< 
have  netted  over  $14,000.  Mr.  II.  G.  Hunn  was  in  agreement  with  Mr.  A.  B 
Hunn  relative  to  the  commission  that  should  be  paid,  and  showed  where  othc 
houses  that  were  making  a  high  grade  line,  such  as  we  professed  to  make,  wer< 
paying  their  salesmen  ten  i>er  cent.  So  after  discussing  all  these  points,  w< 
tried  to  set  approximately  what  each  one  would  get  operating  on  some  when 
near  a  correct  basis  of  compensation.  The  thing  was  left  for  me  to  formulae 
after  we  had  arrived  at  the  approximate  amount,  or  benefits,  each  one  wouh 
receive.  In  round  figures,  to  my  best  recollection.  Mr.  Hills  was  allowe* 
.$2,500  a  year;  and.  based  on  my  sales,  which  was  added  remuneration  to  nr 
in  excess  of  the  salary  I  was  allowed,  I  was  to  be  given  about  .$20,000  a  year 
which  would  be  based  on  our  sales,  and  not  on  our — you  can  call  it  a  comiuB 
Mon  or  salary  bonus,  or  however  you  describe  it — dejicndent  upon  what  1  sold 
And,  as  I  recollect,  the  rate  of  sales  being  made  by  Mr.  A.  Ii.  Hunn  were  i 
the  neighborhood  of  $340,000  or  $350,000  a  year,  which  would  entitle  him  to  ir 
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ie  neighborhood  of  $34,000  or  $35,000  in  the  shape  of  commissions.  Mr.  H.  G. 
[unn’s  sales  were  considerably  less,  than  Mr.  Arthur  Hunn  or  myself ;  I  don’t 
unember  just  what  his  sales  figured  but  that  is  a  matter  of  record.  *  *  * 

On  cross  examination  lie  testified  as  follows : 

Q.  Whatever  money  that  you  got  out  of  the  Marble  &  Shattuck  Company  came 
i  the  way  of  dividends  declared  by  the  Company  at  the  close  of  their  fiscal  year 
r  whatever  time  they  made  dividend  declarations? 

A.  Yes,  sir. 

Q.  It  is  true,  is  it  not,  if  there  had  been  a  declaration  of  dividends  whereby 
lur  company  would  have  distributed  $40,000  in  dividends,  you  would  have 
reived  dividends  to  the  same  amount,  of  that  $40,000,  that  you  received  in 
le  way  of  additional  compensation?  That  is  true,  isn’t  it? 

A.  I  would  have  received  slightly  more  on  a  strictly  commission  basis  than  I 
reived  through  the  salary  bonus. 

Q.  You  would  have  received  slightly  more? 

A.  If  I  had  been  paid  on  a  commission  basis  and  had  been  paid  for  the  work 

did. 

Q.  In  the  year  1920,  it  was  not  by  any  vote  of  the  directors  that  you  should 
;ceive  a  commission  in  addition  to  salaries? 

A  That  was  the  point  I  raised,  in  discussing  what  I  felt  I  was  entitled  to. 

Q.  Was  there  any  discussion  toward  the  close  of  the  year  how  you  were 
)ing  to  split  up  this  very  big  profit  that  you  had,  before  it  was  decided  that 
)u  could  pay  more  pay  to  the  people  who  had  been  doing  your  work? 

A.  Based  upon  what  they  were  accomplishing. 

Q.  Based  upon  what  you  found  they  had  done  in  the  way  of  sales? 

A.  Yes. 

Q.  Your  Company  declared  dividends  on  other  amounts  this  year,  did  they? 

A.  Which  year? 

Q.  In  1920.  You  received  dividends  as  well  as  additional  salary? 

A.  No  dividends. 

Q.  You  used  the  money  you  would  have  used  in  paying  dividends  in  paying 
ilaries,  didn’t  you? 

A.  That  is  the  way  that  we  used  it. 

Q.  That  which  you  distributed,  if  you  had  not  taken  up  this  proposition  of 
Iding  to  your  compensation,  you  would  have  received  in  dividends  if  a  dividend 
idaration  had  been  made? 

A.  Yes,  sir. 

Q.  As  a  matter  of  fact,  I  believe  that  you  reported  this  as  a  dividend? 

A.  No ;  I  reported  it  as  a  salary  bonus. 

Q.  Some  of  your  men  reported  it  as  a  dividend. 

A.  I  reported  it  as  salary. 

Q.  So  far  as  you  are  concerned,  you  reported  it  as  salary? 

A.  Yes. 

This  evidence  indicates  that  at  the  close  of  the  fiscal  year  ended 
une  30,  1920,  the  petitioner  knew  that  its  profits  for  the  fiscal  year 
ould  be  unusually  large.  The  stockholders  considered  that  the 
>mpensation  which  was  being  paid  to  them  was  less  than  they  were 
i titled  to  receive  for  personal  services  actually  rendered  to  the 
>rporation.  It  was  believed  that  fair  commissions  were  10  per 
‘nt  of  the  gross  sales.  The  stockholders  agreed  among  themselves 
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that  in  lieu  of  paying  a  dividend  of  approximately  $40,000,  the  sam< 
should  be  distributed  to  them  as  additional  compensation.  Thi; 
amount  in  addition  to  the  amounts  theretofore  received  would  male 
the  commissions  on  sales  of  the  principal  stockholders  for  the  fisea 
year  ended  in  1920  approximately  10  per  cent.  It  appears  to  hav< 
been  the  expectation  of  the  stockholders  that  $37,500  would  thus  bt 
distributed.  But  the  determination  of  the  distribution  was  left  t( 
Foote,  who  was  the  principal  stockholder,  the  treasurer,  and  tht 
general  manager.  He  determined  that  the  distribution  should  bt 
made  according  to  stockholdings,  except  that  Hanson,  who  owned 
only  18  shares,  was  to  receive  no  part  thereof.  Foote  being  tht 
principal  stockholder,  received  the  pro  rata  share  that  would  have 
gone  to  Hanson  if  the  amount  were  paid  as  a  dividend  on  stock 
holdings. 

Although  a  payment  of  additional  amounts  to  employees  of  a 
corporation  as  compensation  for  personal  services  actually  rendered 
is  not  to  be  disallowed  as  a  deduction  from  gross  income  simply 
because  paid  in  direct  proportion  to  the  stockholdings  of  such 
employees,  it  must  be  made  plain  that  the  amounts  distributed  are 
paid  as  compensation  for  personal  services  rendered  and  not  merely 
as  a  distribution  of  profits.  In  Woodcliff  Silk  Mills ,  1  B.  T.  A.  715. 
we  said : 

*  *  *  The  fact  that  salaries  paid  to  its  officers  by  a  corporation  are  in 

direct  proportion  to  the  stockholdings  of  the  respective  officers  is  strong  evidence 
of  an  intent  to  distribute  profits  as  salaries  and  must  be  overcome  by  clear 
evidence  showing  that  the  salaries  are  reasonable  in  amount  and  actually  repre¬ 
sent  compensation  for  personal  services  rendered.  *  *  * 

The  amount  of  compensation  which  a  corporation  shall  pay  its  officers  for 
their  personal  service  is,  in  the  first  instance,  a  matter  within  the  judgment 
and  discretion  of  its  board  of  directors,  and  the  only  limitation  upon  the 
deduction  of  such  amount  for  income  tax  purposes  is  that  the  amount  must 
be  reasonable.  *  *  * 

We  can  not  determine  from  the  evidence  before  us  what  would 
constitute  reasonable  compensation  of  the  stockholders  for  services 
actually  rendered  during  the  fiscal  years  ended  June  30,  1920,  and 
June  30,  1921.  Foote  was  paid  a  salary  of  $12,000,  which  was  double 
the  amount  that  he  had  received  prior  to  some  time  in  1919  or  early 
1920.  He  claims  that  in  addition  to  that  amount  paid  him  for 
managing  the  business  he  should  receive  10  per  cent  upon  sales  made 
at  the  factory  for  which  presumably  he  was  responsible.  This,  how¬ 
ever,  is  not  clearly  proven.  The  evidence  does  not  show  that  Foote 
maintained  any  separate  office  for  the  making  of  sales  or  that  lie 
incurred  any  expenses  in  connection  with  the  making  of  such  sales. 
Neither  does  it  appear  that  he  was  responsible  for  any  sales  made 
during  the  fiscal  year  1921.  It  also  appears  that  A.  B.  Hunn  and 
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I.  (I.  Hunn  received  during  the  fiscal  year  ended  June  30,  1920,  in 
ddition  to  compensation  of  7  per  cent  upon  sales,  25  cents  for  each 
hair  sold.  The  amount  of  this  additional  compensation  is  not  before 
s.  Fred  D.  Hills,  the  president,  received  no  salary  up  to  the  begin- 
ing  of  the  fiscal  year  ended  June  30,  1920.  He  was  under  some 
xpense  for  entertaining  customers  who  came  to  the  office.  The 
2,560  paid  to  him  during  each  of  the  years  1920  and  1921  was  for 
he  purpose  of  reimbursing  him  for  expenses  made.  We  think  that 
his  amount  is  clearly  an  ordinary  and  necessary  expense  of  the 
etitioner.  It  is  immaterial  that  it  was  paid  directly  in  proportion 
)  his  shareholdings.  We  believe,  however,  that  the  evidence  war- 
ants  the  determination  that  the  balance  of  the  $40,000  paid  during 
ach  of  the  years  1920  and  1921  was  a  distribution  of  profits  as 
etermined  by  the  Commissioner.  The  disallowance  of  the  deduction 
f  $37,440  of  the  $40,000  distributed  during  each  of  these  years  is 
lerefore  sustained. 

It  has  been  set  forth  in  the  findings  of  fact  and  agreed  to  by  the 
arties  that  the  expenditures  for  kiln  equipment  made  in  1920  and 
921,  and  included  in  the  building  account,  should  properly  be 
•ansferred  to  the  machinery  and  equipment  account. 

The  petitioner  alleges  that  it  is  entitled  to  a  depreciation  rate  of 
0  per  cent  on  machinery  and  equipment,  whereas  the  Commissioner 
as  allowed  depreciation  at  the  rate  of  only  7%  per  cent  per  annum, 
u  support  of  its  contention  petitioner  introduced  the  testimony  of 
'.  W.  Foote,  the  superintendent  and  manager  of  the  company,  who 
ated  that  in  his  opinion  machinery  and  equipment  had  a  life  of 
nly  10  years.  However,  it  appears  from  his  testimony  that  he  left 
ut  from  his  consideration  the  normal  replacement  of  parts  of 
perating  mechanism  and  pipe  due  to  use,  accidents,  and  rusting 
nee  he  stated,  “  I  am  not  saying  that  the  main  structure  of  the 
lachines  won’t  be  as  good  as  the  day  it  was  manufactured.  I  am 
leaking  of  the  operating  mechanism.”  It  has  not  been  shown  that 
le  replacement  of  rusted  pipes  and  operating  mechanism  has  been 
tiarged  to  capital.  After  a  review  of  the  testimony  on  this  point 
e  are  of  the  opinion  that  the  petitioner  has  failed  to  show  that  the 
epreciation  allowed  by  the  Commissioner  was  inadequate  except 
lat  an  adjustment  should  be  made  on  account  of  a  transfer  of 
23,398.89  from  the  building  account  to  the  machinery  and  equipment 
ccount  which  would  institute  a  recomputation  of  depreciation. 
Petitioner  claims  that  the  $5,333.06  spent  by  it  during  the  fiscat 
ear  ended  June  30,  1920,  in  the  remodeling  of  a  building,  was  for 
qiairs.  The  respondent  contends,  on  the  other  hand,  that  it  was 
>r  an  improvement  or  betterment  to  the  building  and  that  the 
mount  does  not  constitute  an  ordinary  and  necessary  expense  of 
peration. 
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The  evidence  indicates  that  the  repairs  made  upon  the  roof  consti¬ 
tuting  $1,201.75  was  a  repair  expense.  The  roof  was  damaged  by 
workmen  walking  across  it  in  putting  the  flue  pipe  through  the  roof 
and  it  was  necessary  to  replace  about  one-fourth  of  the  roof.  We 
are  of  the  opinion,  however,  that  the  cost  of  bricking  up  the  windows 
in  a  wall  for  the  purpose  of  strengthening  the  wall  was  in  no  proper 
sense  a  repair  of  the  wall.  The  evidence  indicates  that  the  wall  was 
close  to  the  main  line  of  the  New  York  Central  Railroad  tracks  ami 
that  the  vibration  of  the  trains  passing  caused  cracks  to  come  in  the 
wall  and  it  was  the  engineer’s  opinion  that  the  wall  should  be 
strengthened  by  bricking  up  the  windows.  We  are  also  of  the  opinion 
that  the  cost  of  putting  in  the  ventilating  pipe  was  a  betterment  or 
improvement  and  that  the  respondent  has  correctly  classified  the 
payment  as  a  capital  payment.  Of  the  $5,333.06  disallowed  as  a 
deduction,  we  think  that  only  $1,201.75  paid  for  the  replacement  of 
a  portion  of  the  roof  can  properly  be  claimed  as  such. 

Judgment  will  be  entered  under  Rule  50. 


Stephens  Fuel  Co.,  Inc.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  15343,  26383.  Promulgated  September  2S,  1928. 

1.  Basis  used  by  respondent  for  computing  depreciation  approved 
for  lack  of  evidence. 

2.  Additional  depreciation  allowed  on  motors  due  to  overtime 
use. 

3.  Depreciation  on  boats  for  1923  allowed. 

4.  Amounts  for  attorneys’  fees,  appraisals,  and  other  items  spent 
in  connection  with  the  acquisition  of  property  held  not  deductible 
as  ordinary  and  necessary  expenses. 

5.  Donations  to  various  organizations  and  institutions  held  not 
deductible  as  ordinary  and  necessary  expenses. 

6.  Good  will  acquired  for  stock  valued  for  inclusion  in  invested 
capital. 

Francis  J .  Batchelder ,  Esq.,  for  the  petitioner. 

Frank  S.  Easby-Smith ,  Esq.,  for  the  respondent. 

In  this  proceeding  the  petitioner  seeks  a  redetermination  of  it? 
income  and  profits  taxes  for  the  fiscal  years  ending  July  31,  1920. 
to  July  31,  1924,  inclusive,  for  which  the  Commissioner  has  deter¬ 
mined  deficiencies  as  follows: 


Fiscal  year  ending  July  31,  1920 _ i _ $2,216.01 

“  “  “  July  31,  1921 _ 14,712.90 

.  July  31.  1922 _  836.  83 

“  “  “  July  31,  1923 _  3.941.97 

“  “  “  July  31,  1924 _  192. 18 


(666) 


STEPHENS  FUEL  CO.,  INC. 


667 


The  petitioner  alleges  error  on  the  part  of  the  Commissioner : 

(1)  In  failing  to  allow  as  a  deduction  from  income  the  total  depre¬ 
ciation  claimed  by  the  petitioner; 

(2)  In  failing  to  allow  as  deductions  from  income  amounts  written 
off  as  organization  expenses; 

(3)  In  failing  to  allow  as  deductions  from  income  certain  alleged 
charitable  contributions ;  and 

(4)  In  failing  to  include  in  the  computation  of  invested  capital 
an  adequate  amount  on  account  of  good  will  acquired  for  stock. 

FINDINGS  OF  FACT. 

Petitioner  is  a  corporation  organized  under  the  laws  of  the  State 
of  New  York,  in  May,  1919. 

During  the  month  of  August,  1919,  petitioner  acquired  for  stock 
certain  machinery,  equipment,  land  and  buildings,  from  various  own¬ 
ers  and  also  acquired  for  stock  the  good  will  of  four  different  coal 
dealers  in  New  York  City,  represented  by  contracts  wherein  the 
dealers  agreed  not  to  engage  in  the  coal  business  for  a  period  of  10 

years. 

*/ 

Stock  was  issued  for  cash  and  assets  as  follows : 

5,000'  shares:  of  first  preferred  stock  were  issued  for  $500,000'  cash 
2,500  shares  of  second  preferred  stock  were  issued  for  $250,000  cash 
5,000  shares  of  common  no  par  stock  were  issued  as  a  bonus  with  some  of  the 
cash  subscriptions 

50  shares  of  common  stock,  no  par  value  were  issued  for  $500  cash 
7,644  shares  of  second  preferred  stock  were  issued  for  property  which  was  sec 
up  on  the  books  at  a  value  of  $764,000'  plus 
14,618  shares  of  no  par  common  stock  were  issued  for  property  set  up  on  the 
books  at  a  figure  of  $247,524.57 

33  shares  of  second  preferred  stock,  were  issued  for  good  will  set  up  on  the 
books  at  a  value  of  $3,273.25 

20,227  shares  of  common  no1  par  stock  were  issued  for  good  will  and  set  up 


on  the  books  at  a  value  of  $1,034,275.43 

The  stock  issued  for  good  will  was  as  follows : 

To  Olin  J.  Stephens,  Inc.,  13,601  shares  common  stock  valued  at—  697,  666.  46 

To  Marco  Brothers,  1,905  shares  common  stock  valued  at -  97,  717.  42 

To  G.  Robitzek  &  Bro.  2,958  shares  common  stock  valued  at -  151,  731.  31 

To  H.  Meyer  &  Co.  1,763  shares  common  stock  valued  at -  87, 160.  24 

Total  20,277  common  stock  valued  at - - - $1.  034,  275.  43 

To  H.  Meyer  &  Co.  33  shares  second  preferred  stock  valued  at—  3,  273.  25 

Total _ - _ $1,  037,  548.  68 


Olin  J.  Stephens,  Inc.,  received  66  per  pent  of  the  voting  stock 
of  the  petitioner  for  the  property  transferred. 

In  computing  the  invested  capital  of  the  petitioner  the  Commis¬ 
sioner  applied  section  331  of  the  Revenue  Act  of  1918  in  the  case  of 
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the  property  turned  in  by  Olin  J.  Stephens,  Inc.,  and  reduced  the 
value  of  tangible  property  set  up  on  the  books  of  the  petitioner  to 
the  amount  shown  to  have  been  cost  to  Olin  J.  Stephens,  Inc.  The 
Commissioner  disallowed  from  the  computation  of  invested  capita] 
the  good  Avill  set  up  on  the  books  as  received  from  Olin  J.  Stephens, 
Inc.,  with  the  exception  of  an  amount  of  $22,271.01,  which  repre¬ 
sented  cost  of  good  will  acquired  by  Olin  J.  Stephens,  Inc.  The  Com¬ 
missioner  also  disallowed  in  the  computation  of  invested  capital  the 
balance  of  the  good  will  acquired  from  the  other  parties. 

For  the  year  1923  the  Commissioner  allowed  depreciation  on 
motors  at  a  rate  of  25  per  cent.  During  that  year  the  motors  of 
petitioner  suffered  excessive  depreciation  due  to  overtime  use  and 
the  severe  conditions  under  which  they  operated.  The  amount  of 
coal  hauled  during  the  various  fiscal  years  was  as  follows: 


Tons 

Fiscal  year  ending  July  31,  1920 _  157,379 

Fiscal  year  ending  July  31.  1921 _ 515,548 

Fiscal  year  ending  July  31,  1922 _  427,  955 

Fiscal  year  ending  July  31,  1923 _ _  782,359 

Fiscal  year  ending  July  31.  1924 _  026, 125 


The  depreciation  on  motors  for  the  year  1923  was  30  per  cent. 

Petitioner  is  entitled  to  depreciation  on  boats  at  a  rate  of  10  per 
cent  for  the  fiscal  year  ended  July  31.  1923. 

The  Commissioner  used  as  a  basis  for  computing  the  depreciation 
the  same  amounts  that  he  included  for  such  assets  in  computing  the 
invested  capital  of  the  petitioner. 

During  the  year  1919  petitioner  set  up  on  its  books  as  organization 


expenses  the  following  amounts: 

Commissions  paid  for  sale  of  first  preferred  stock _ $50,  000.  00 

Lawyers’  fees _ _  16.  604.  02 

Accountants’  fees _  6,  652.  50 

Appraisals  of  property  bought _  570.  00 

Stamp  taxes  on  certificates  of  stock _  2,911.33 

Recording  and  other  fees  and  expenses _  1.958.27 


Total -  78,  756. 12 

The  petitioner  deducted  each  year  from  1920  to  1923,  inclusive, 
one-tenth  of  this  amount  as  expenses,  following  the  provision  of  the 
by-laws  which  required  it  to  write  off  the  organization  expenses  dur¬ 
ing  the  first  10  years,  and  in  1924  deducted  $2,362.88.  The  Com¬ 
missioner  disallowed  the  deduction  claimed  each  year  as  expense. 

During  the  period  under  review  the  petitioner  made  various  do¬ 
nations  of  from  $1,000  to  $2,000  a  year  to  charitable  and  other  simi¬ 
lar  organizations  when  approached  by  its  customers  with  requests 
therefor. 


666) 


669 


STEPHENS  FUEL  CO.,  INC. 

The  good  will  acquired  from  the  various  parties  for  stock  was 
.^presented  by  a  list  of  customers  and  the  tonnage  of  coal  required 
jy  them,  together  with  the  contracts  with  the  parties  not  to  engage 
n  the  coal  business  for  a  period  of  10  years.  It  is  common  practice 
n  the  City  of  New  York  to  buy  and  sell  such  good  will  on  the  basis 
)f  the  tons  of  coal  per  year  represented  by  the  customers.  The  peti¬ 
tioner  acquired  from  Olin  J.  Stephens,  Inc.,  approximately  340,000 
tons  of  this  character,  and  160,000  tons  from  the  other  firms  listed. 

The  value  of  the  good  will  represented  by  160,000  tons  of  coal  a 
/ear  was  $112,000  and  the  petitioner  is  entitled  to  include  this  amount 
n  the  computation  of  invested  capital. 

opinion. 

Arundell:  The  petitioner  claims  that  in  computing  the  depreci- 
ition  allowable  during  the  years  under  review  it  is  entitled  to  use 
is  a  basis  the  fair  market  value  of  all  the  assets  subject  to  depreci- 
ition  when  acquired  in  August,  1919,  for  stock,  and  the  Commissioner 
■rred  in  using  as  a  basis  the  same  figure  that  he  used  in  computing 
nvested  capital,  which  had  been  computed  under  section  331  of  the 
Revenue  Act  of  1918.  It  appears  from  the  record  that  the  Com- 
nissioner  reduced  the  book  value  of  the  assets  acquired  from  the 
)lin  J.  Stephens  Co.  only.  Therefore,  the  value  of  the  property 
tcquired  from  the  Olin  J.  Stephens  Co.  is  the  only  value  at  issue, 
[t  apparently  is  conceded  by  the  Commissioner  that  the  basis  for 
•omputing  depreciation  is  not  limited  by  the  provisions  of  section 
>31  of  the  Revenue  Act  of  1918,  but  he  does  not  admit  that  the  de- 
ireciation  allowed  was  inadequate.  The  only  testimony  introduced 
>y  the  petitioner  was  to  the  effect  that  certain  appraisals  were  made 
)V  an  appraisal  company  of  the  tangible  assets  acquired  from  the 
arious  concerns  and  that  the  values  thus  determined  were  used 
)y  all  of  the  parties  and  were  the  amounts  for  which  the  stock  was 
ssuecl.  There  is  no  evidence,  other  than  this  statement  and  the 
imounts  placed  on  the  books,  to  prove  what  the  fair  market  value 
>f  the  assets  was  in  August,  1919.  In  our  opinion  the  petitioner 
las  failed  to  prove  that  the  values  allowed  by  the  Commissioner 
is  the  basis  for  depreciation  did  not  represent  fair  market  values 
>f  the  assets  on  that  date.  The  basis  for  computing  depreciation  as 
ised  by  the  Commissioner  must  therefore  be  accepted. 

The  petitioner  has  agreed  with  all  of  the  rates  of  depreciation  used 
>y  the  Commissioner  except  the  rate  on  motors  for  the  year  1923. 
Petitioner  has  shown  that  during  that  year  motors  were  put  to 
xcessive  use  and  subjected  to  excessive  wear  and  tear,  and  that  the 
easonable  depreciation  for  that  year  was  30  per  cent.  We  are, 
here fore,  of  the  opinion  that  for  the  fiscal  year  ending  July  31, 
923,  the  fair  rate  of  depreciation  on  motors  was  30  per  cent. 
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Iii  the  60-day  letter  attached  to  the  petition  covering  the  fiscal 
years  ending  July  31,  1922,  to  July  31.  1924,  inclusive,  a  table  is 
attached  showing  the  computation  of  depreciation.  In  this  table 
it  is  evident  that  no  depreciation  was  allowed  for  boats  for  the  fiscal 
year  ending  July  31,  1923,  although  it  is  shown  therein  that  the 
account  stood  at  $3,275  on  July  31,  1922,  and  $7,275  on  July  31,  1923. 
In  our  opinion  the  petitioner  is  entitled  to  depreciation  for  the  fiscal 
year  ending  July  31,  1923,  on  boats  at  a  rate  of  10  per  cent. 

The  petitioner  apparently  concedes  that  $50,000  commissions  paid 
for  the  sale  of  first  preferred  stock  is  not  deductible  as  an  ordinary 
and  necessary  expense,  but  claims  that  the  balance  of  $28,756.12  was 
properly  expense.  These  expenses  consisted  of  lawyers’  fees,  ac¬ 
countants’  fees,  appraisals  of  property,  and  other  items  incurred  in 
connection  with  the  examination  and  acquisition  of  various  prop¬ 
erties.  They  were  not  ordinary  and  necessary  expenses  of  doing 
business.  See  First  National  Bank  of  St.  Louis ,  3  B.  T.  A.  807, 
and  Emerson  Electric  Manufacturing  Co .,  3  B.  T.  A.  932.  The 
petitioner  entered  the  $78,756.12  in  its  ledger  as  “organization  ex¬ 
pense,  thus  in  effect  treating  it  as  a  capital  expenditure,  and  there¬ 
after  endeavored  to  write  it  off  bv  annual  charges.  In  advancing 
its  present  claim  it  has  failed  to  segregate  the  expenditures  over 
the  years  involved,  although  it  is  apparent  that  the  major  portion 
was  incurred  prior  to  1920.  In  order  for  a  deduction  to  l>e  allowed 
as  an  ordinary  and  necessary  expense  it  must  be  either  paid  or 
incurred  during  the  taxable  year.  The  record  does  not  show  what 
expenditures  were  made  or  incurred  during  the  years  at  issue. 
Therefore,  even  if  certain  of  the  expenditures  were  of  such  a  nature 
as  to  come  under  the  head  of  business  expenses  we  would  be  unable 
to  make  a  finding  thereon  without  knowledge  of  the  amounts  of 
such  expenditures  and  the  dates  when  incurred.  The  action  of  the 
C  ommissioner  in  disallowing  the  deduction  of  these  expenditures 
as  ordinary  and  necessary  expenses  is,  therefore,  approved. 

During  the  years  involved  the  petitioner  spent  from  $1,000  to 
$2,000  a  year  as  donations  to  various  organizations  and  claims  that 
such  expenditures  were  in  the  nature  of  business  expenses  made  to 
retain  the  good  wfill  and  the  trade  of  the  customers,  and  that,  there¬ 
fore,  it  is  entitled  to  deduct  such  expenditures  from  income. 

The  evidence  submitted  on  this  issue  is  insufficient  to  prove  that 
the  action  of  the  (  ommissioner  in  disallowing  these  expenditures 
as  expenses  was  incorrect. 

It  is  conceded  by  petitioner  that  the  tonnage  acquired  from  Olin 
J.  Stephens,  Inc.  is  not  subject  to  revaluation  under  section  331  of 
‘he  Revenue  Act  of  1918.  It  is  claimed,  however,  that  the  good 
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dll,  represented  by  customers  consuming  approximately  160,000  tons 
year,  obtained  from  other  concerns,  and  for  which  stock  was  issued, 
hould  be  included  in  invested  capital.  Under  the  decision  in  R.  H. 
5 erry  &  Co .,  12  B.  T.  A.  328,  the  petitioner  may  include  in  invested 
apital  the  fair  market  value  of  the  property  acquired  in  August, 
919,  from  these  other  concerns. 

Melvin  G.  Palliser,  an  attorney,  who  had  an  intimate  part  in  the 
rganization  of  the  petitioner  and  the  acquisition  of  its  assets  and 
:ho  was  familiar  with  the  buying  and  selling  of  good  will  of  this 
haracter,  testified  that  such  good  will  was  bought  and  sold  at  a 
ate  of  $1.50  to  $2  a  ton  on  coal  tonnages  represented  by  customers’ 
equipments.  He  further  stated  that  he  had  negotiated  the  sale  of 
ood  will  of  this  character  in  1920  at  a  rate  of  $1.50  a  ton.  Mr.  Pal- 
ser’s  testimony  convinces  us  that  good  will  represented  by  customers 
ad  customers’  requirements  is  susceptible  of  valuation  and  had  a  rec- 
Uiizable  market  value.  However,  he  has  not  given  us  any  substanti- 
ting  date  or  transactions  that  would  apply  to  the  year  1919  and 
mvince  us  that  his  judgment  and  recollection  were  not  at  fault. 

It  is  shown  in  the  findings  of  fact  that  the  petitioner  acquired  both 
pod  will  and  tangible  assets  at  approximately  the  same  time  by  the 
suance  of  stock.  Some  of  the  tangible  property  was  acquired  by 
le  issuance  of  14,618  shares  of  no  par  common  stock. 

It  is  reasonable  to  assume  that  all  shares  of  common  stock  in 
ugust,  1919,  were  of  equal  value,  and  that  the  common  stock  was 
sued  for  assets  in  proportion  to  the  value  of  such  assets.  There- 
>re,  the  agreed  value  of  the  tangible  assets  acquired  for  common 
ock  would  reflect  a  value  per  share  of  common  stock  which  would 
}  a  limiting  figure  to  be  applied  to  common  stock  issued  for  intan- 
ble  assets  which  are  not  susceptible  of  such  definite  determination 
;  are  tangible  assets. 

By  applying  the  ratio  between  the  value  of  tangible  assets  acquired 
>r  common  stock  and  the  common  stock  issued  for  them,  to  the  com- 
on  stock  issued  for  intangibles,  a  figure  would  be  obtained  which 
ould  reflect  the  fair  market  value  of  the  good  will  when  acquired, 
tsed  upon  the  value  of  tangible  assets  as  determined  by  the  parties 
emselves. 


Taking  into  account  this  fact,  together  with  all  of  the  other  evi¬ 
nce  and  testimony  in  the  record,  we  are  of  the  opinion  that  the 
due  of  the  good  will  represented  by  customers  consuming  approxi- 
ately  160  tons  of  coal  a  year  was  not  in  excess  of  $112,000,  and  that 
e  petitioner  is  entitled  to  include  this  amount  in  the  computation 
invested  capital. 

Judgment  will  be  entered  under  Rule  BO. 

15077—28 - 4 
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Internal  Revenue,  Respondent. 

Docket  No.  12347.  Promulgated  October  1,  1928. 

The  acceptance  of  a  return  containing  a  deduction  for  amortiza¬ 
tion  of  war  facilities  is  not  the  “  tentative  ”  allowance  of  a  deduc¬ 
tion  for  amortization  so  as  to  make  the  statute  of  limitations 
inoperative. 

Jesse  I.  Miller ,  Esq .,  and  Douglas  D.  Felix ,  Esq.,  for  the  petitioner 

John  D.  Foley ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  for  the  fiscal  year  ended  March  31,  1919,  oi 
$156,380.  The  errors  alleged  are  that  (1)  the  respondent  erred  in 
refusing  to  permit  a  deduction  of  $212,906.75  as  amortization  of  war 
facilities;  (2)  the  deficiency  is  barred  from  assessment  by  the  statute 
of  limitations;  and  (3)  the  method  of  computing  the  deficiency  is 
erroneous. 

FINDINGS  OF  FACT. 


The  petitioner  is  a  Kentucky  corporation  with  principal  office  at 
Greenville,  Ky.  It  is  engaged  in  the  production  of  coal  and  has 
mines  at  Luzerne  and  Graham,  Ky.  It  keeps  its  accounts  upon  the| 
basis  of  a  fiscal  year  ending  March  31st. 

When  the  United  States  entered  into  the  World  War,  the  United 


States  Fuel  Administration  was  created  to  have  general  supervision 
over  the  coal  mines  of  the  country.  State  fuel  administrators  were 
appointed  by  the  Federal  Fuel  Administration  and  production  man¬ 
agers  were  appointed  for  the  purpose  of  trying  to  stimulate  the 
production  of  coal.  The  president  of  petitioner  was  appointed  pro¬ 
duction  manager  for  Western  Kentucky.  The  following  telegram 
was  received  by  the  petitioner  from  the  Fuel  Administrator:* 


On  account  shortage  of  coal  supply  absolutely  necessary  every  effort  be  mad* 
to  continue  operations  during  holidays  except  Christmas  day.  Advise  extent 
you  anticipate  production  will  be  curtailed  during  this  period.  Earnestly 
solicit  cooperation  operators  and  miners  in  this  connection  which  is  very  neces¬ 
sary  in  this  emergency. 

Signed:  H.  A.  Garfield,  Fuel  Administrator. 

At  a  special  meeting  of  the  board  of  directors  of  the  petitioner  the 
following  minutes  were  recorded: 

The  president  of  the  company  stated  that  the  purpose  of  the  meeting  was  t< 
consider  the  advisability  of  contracting  for  a  new  power  plant  to  be  located  at 
the  Graham  mines  of  the  company.  It  was  further  explained  that  the  reason 
for  the  desirability  of  the  discussion  of  this  subject  was  occasioned  by  the  fact 
that  the  j>ower  plant  at  present  in  use  at  Graham  had  gotten  to  a  point  where 
it  was  considered  that  a  breakdown  was  apt  to  occur  and  serious  curtailment 
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f  production  by  reason  of  suspension  of  operations  during  such  possible  break- 
own.  The  grave  crisis  now  confronting  the  country  by  reason  of  the  coal 
hortage  was  fully  discussed  and  at  this  juncture,  Mr.  C.  W.  Taylor  reported 
hat  Mr-  Means,  Consulting  Engineer  for  the  company,  had  advised  that 

would  be  Possible  to  secure  without  unreasonable  delay  equipment  for  the 
istallation  of  a  new  plant.  After  full  discussion  of  all  phases  of  the  matter 
was  moved,  seconded  and  unanimously  carried  by  the  board  of  directors  that 
ie  manager  be  authorized  to  proceed  in  the  closing  of  contracts  for  a  new 
mtral  power  plant  at  Graham  at  whatever  cost  might  be  necessary  in  order 
*  secure  tbe  building  and  equipment  in  order  to  insure  continuous  power  for 
ie  operation  of  the  property.  It  was  realized  by  the  board  of  directors  that 
lis  called  for  an  unusually  heavy  expenditure  but  it  was  unanimously  agreed 
1  the  discussion  that  no  chance  must  be  taken  in  the  production  of  coal  in  the 
te&ent  National  crisis,  and  that  all  steps  necessary  would  be  taken  by  this 
>mpany  in  order  to  guard  against  any  interruptions  of  operations  by  reason 
.  a  bieakdown  of  any  character  or  shortage  of  electric  current. 

Pursuant  to  this  resolution,  the  petitioner,  in  February,  1918, 
arted  the  construction  of  a  new  power  plant  to  operate  its  coal 
tines.  The  petitioner’s  coal  mines  were  operated  almost  entirely  by 
ectric  power.  The  coal  was  undercut  by  electric  mine  machines, 
as  hauled  to  the  surface  by  electric  mine  locomotives  and  the  tipple 
achinery  was  operated  electrically.  The  new  plant  was  completed 
irly  in  the  year  1920.  Prior  to  acquiring  the  new  power  plant  the 
ititioner  had  used  a  power  plant  having  generating  power  units 
taling  900  kilowatts. 

The  new  power  plant  consisted  of  two  units,  one  of  2,000  kilowatts 
id  one  of  1,000  kilowatts. 

The  total  cost  of  the  plant  as  authorized  was  $300,000.  No  at- 
nipts  were  made  to  bargain  in  the  acquisition  of  materials  and 
1  uipment  for  the  plant  because  of  the  difficulty  to  locate  equipment 
at  could  be  purchased,  ihe  prices  paid  for  such  equipment  were 
ore  than  the  usual  prices  because  of  the  World  War  then  in  prog- 
ss.  The  actual  net  cost  of  the  new  plant  was  $305,412.02.  On  No- 
mber  11,  1918,  the  plant  was  not  completed  and  could  not  be  used, 
ht  some  time  during  1919,  it  reached  a  point  of  completion  where 
>wer  was  generated.  On  November  11,  1918,  the  petitioner  had  con¬ 
tacted  for  material  not  yet  received  in  the  amount  of  $35,552.22. 
ie  contracts  contained  no  cancellation  clauses.  On  November  11, 
18,  equipment  costing  $131,907.23  had  been  received  and  paid  for. 
f  that  time  tllere  had  also  been  received  equipment  in  the  amount 
]  $82,538.30  which  had  not  been  paid  for.  In  order  to  complete  the 
iant  it  was  necessary  after  November  11,  1918,  to  order  more  mate- 
yl  and  equipment,  the  cost  of  which  was  $58,063.76.  It  was  neces- 
ry  to  finish  this  plant  because  in  its  condition  at  November  11, 
?18,  ^  could  not  be  used  in  generating  power,  and  in  order  to  put  it 
1  operating  condition  it  was  necessary  to  couple  up  the  plant  as  a 
uole.  If  construction  had  been  abandoned  on  November  11,  1918, 
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the  only  value  attached  to  the  plant  would  have  been  the  salvat 
value  for  the  sale  of  part  of  the  machinery.  The  boilers  would  hai 
had  practically  no  salvage  value.  The  secondhand  market  at  thi 
time  was  flooded  with  such  equipment.  It  would  have  been  possibl 
however,  to  have  completed  either  unit  and  operated  it  withoi 
completion  of  the  other. 

The  old  power  plant  could  have  been  kept  in  good  conditio 
indefinitely  and  was  sufficient  to  meet  the  demands  of  the  petitions 
before  1917  and  after  1918. 

The  coal  produced  by  the  petitioner  during  the  years  1914  to  19$ 


was  as  follows : 

Tons 

Tons 

1014 

483,  800.  21 

1018  __ 

_  741.  445.  { 

1015 

_  405,  611.  51 

1010 

425.  125.  i 

1016 

443,  003.  36 

1920 

586,  237.  \ 

1017 

713,  888.  28 

1921  __ 

375.  906.  k 

In  its  return  for  the  fiscal  year  ended  March  31, 1919,  the  petition! 
claimed  as  a  deduction  from  its  gross  income  on  account  of  amortize 
tion  of  war  facilities  the  sum  of  $212,906.75,  which  was  about  tw< 
thirds  of  the  cost  of  construction  of  the  new  plant.  The  responder 
has  never  made  any  allowance,  tentative  or  otherwise,  of  this  amo; 
tization  claim. 

Between  November  11,  1918,  and  the  end  of  the  year  1921,  no  us 
was  made  by  the  petitioner  of  the  surplus  power  generated  at  its  no 
power  plant.  Finally,  efforts  were  made  to  salvage  a  portion  of  tl 
surplus  through  the  sale  thereof.  A  power  contract  was  entered  in t 
with  the  Kentucky  Utilities  Co.  on  June  9,  1921.  The  life  of  tl 
contract  was  10  years.  The  contract  provided  in  part: 


1.  The  Mining  Company  agrees  lo  furnish  to  the  Utility  Company  (and  tl 
Utility  Company  agrees  to  take  from  the  Mining  Company)  under  and  i 
accordance  with  the  terms  and  conditions  of  this  agreement  subject  to  clause  1 


hereof,  the  following  amounts  of  electrical  energy: 

(a)  1,000  KW  of  “Monthly  Maximum  Demand”  between  the  hours  of  7 :( 
o'clock  in  the  morning  and  4  :00  o’clock  in  the  afternoon  of  the  same  day. 

(b)  2,000  KW  of  “Monthly  Maximum  Demand”  between  the  hours  of  4:( 
o’clock  in  the  afternoon  and  7  :00  o’clock  of  the  following  morning, 

and  agrees  to  furnish  to  the  Utility  Company  such  amounts  thereof  as  set  oi 
in  Subsections  “a”  and  “b”  as  the  latter  may  desire  to  draw  and  use;  an 
such  amounts  in  addition  thereto  as  the  Utility  Company  may  at  any  time  ca 


for,  out  of  any  excess  that  the  Mining  Company  may  generate  and  be  able  t 
deliver  at  substations  in  excess  of  and  over  and  above  the  current  and  pow( 
required  or  consumed  in  its  mining  or  other  operations  or  developments,  presei 
or  future,  *  *  *. 


During  the  period  November,  1921,  to  March  31,  1922,  the  pet 
tioner  furnished  the  Kentucky  L  tilities  Co.  401.408  kilowatt  hoiu 
of  power  and  received  therefor  $5,945.64.  The  cost  of  generatin 
such  power  was  $6,302.10. 
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From  April  1,  1922,  to  March  31,  1923,  3,265,200  kilowatt  hours 
were  furnished.  The  petitioner  received  therefor  $47,505.71  and  the 
cost  of  producing  the  same  was  $41,141.52. 

From  April  1,  1923,  to  March  31,  1924,  the  petitioner  furnished 
the  company  4,848,344  kilowatt  hours  and  received  $71,591.17,  there¬ 
for.  The  cost  of  producing  this  was  $51,392.  No  other  income  was 
received  by  the  petitioner  from  the  power  plant. 

Units  in  the  old  power  plant  had  been  built  in  1903,  1907,  1910, 
and  1924,  and  had  been  in  operation  ever  since  installation. 

The  petitioner  had  an  agreement  with  the  St.  Bernard  Mining 
Co.  which  provided  that  in  case  the  latter  had  a  breakdown  the 
petitioner  would  furnish  power  to  it.  By  the  same  agreement  the 
petitioner  was  to  be  furnished  power  by  the  St.  Bernard  Mining 
Co.  in  case  it  had  a  breakdown  in  its  power  plant.  Before  1917  and 
after  1918,  the  petitioner  operated  only  about  half  of  the  time  and 
it  would  have  made  no  material  difference  to  it  which  days  of  the 
week  it  operated.  During  1917  and  1918  the  petitioner  operated 
all  the  time  and  a  breakdown,  whereby  electric  power  could  not 
taave  been  furnished  to  the  mines,  would  have  caused  the  cessation 
af  the  production  of  coal  until  repairs  were  made.  During  1917 
:he  petitioner  was  furnishing  coal  to  the  Illinois  Central  Railroad 
Co.  and  also  furnished  some  coal  to  Camp  Knox,  which  is  situated 
Detween  Greenville  and  Louisville,  and  to  Camp  Taylor,  at  Louis- 
ville,  Ky. 

The  mines  of  the  petitioner  operated  from  7.30  a.  m.  until  4  p.  m., 
ind  the  purpose  of  the  provision  in  the  contract  with  the  Kentucky 
Utilities  Co.  limiting  the  amount  of  power  which  the  company 
night  receive  from  7  a.  m.  until  4  p.  m.  was  to  safeguard  the  petitioner 
n  its  own  requirements  for  power  as  well  as  to  provide  for  the 
equirements  of  both  the  St.  Bernard  Mining  Co.  and  the  Kentucky 
Utilities  Co. 

Neither  before  nor  after  the  war  period  did  the  petitioner’s  mining 
>peration  require  more  than  a  1,000  kilowatt  power  plant.  The 
dlowatt  hours  consumed  during  any  period  would  indicate  an  aver- 
ige  far  below  the  peak  load,  and  it  was  necessary  to  have  a  minimum 
■apacity  equal  to  the  maximum  load  at  any  instant  of  time. 

A  coal  mine  load  is  divided  into  two  parts,  a  small  load  which 
)perates  24  hours  a  day,  30  days  a  month,  and  consists  principally 
)f  fan  load;  and  an  operating  load  which  consists  of  the  power 
•equired  to  undercut  the  coal,  haul  it,  and  operate  the  tipple.  The 
an  load  also  requires  only  a  very  small  part  of  the  total  capacity 
)f  the  plant  and  on  account  of  its  continuous  operation  consumes  a 
arge  per  cent  of  the  total  kilowatt  hours  required  for  the  month. 
The  undercutting  and  hauling  load  accounts  for  a  large  per  cent  of 
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the  total  capacity  required  to  operate  t he  mine,  but  on  account  of  tin 
small  number  of  hours  that  this  load  is  operated  during  the  montl 
it  requires  a  much  smaller  per  cent  of  the  total  kilowatt  hours  con 
sinned.  In  other  words,  a  fan  runs  on  100  per  cent  load  factor  and 
mines  on  low  load  factor. 

The  constant  load  factor  was  a  little  larger  in  1921  and  1921  thar 
it  was  in  1917  because  in  1917  one  of  the  fans  was  operated  by  steam 

To  obtain  the  contract  with  the  Kentucky  Utilities  Co.,  the  peti 
tioner  had  to  provide  an  additional  water  supply  which  cost  about 
$46,700,  and  a  tie  line  at  a  cost  of  about  $26,700. 

The  petitioner  filed  income  and  profits-tax  returns  for  the  fiscal 
year  ended  March  31,  1919,  in  June,  1919.  The  tax  shown  by  said 
returns  was  paid  in  full.  No  waivers  were  ever  filed  by  the  petitionei 
with  respect  to  such  year.  No  assessment  of  any  part  of  the  defi¬ 
ciency  involved  in  this  proceeding  has  been  made. 

In  the  returns  filed  by  the  petitioner  it  claimed  a  deduction  of  $212.- 
906.75  for  amortization  of  war  facilities.  This  deduction  was  tenta¬ 
tively  disallowed  in  a  30-day  letter  sent  to  the  petitioner  and  was 
finally  disallowed  in  the  deficiency  letter  as  to  which  this  proceeding 
was  filed.  The  deficiency  letter  was  mailed  January  18,  1926. 

OPINION. 

Siefkin  :  Our  view  of  the  question  as  to  the  statute  of  limitations 
involved  in  this  case  is  such  that  we  do  not  deem  it  necessary  to  enter 
into  a  discussion  of  the  merits  of  the  controversy.  Except  for  the 
provisions  of  section  278  (b)  of  the  Revenue  Acts  of  1924  and  1926. 
which  are  similar  to  a  portion  of  section  250  (d)  of  the  Revenue  Act 
of  1921,  the  assessment  and  collection  of  the  deficiency  would  be 
barred.  Section  278  (b)  of  the  Revenue  Acts  of  1924  and  1926 
provides : 

Any  deficiency  attributable  to  a  change  in  a  deduction  tentatively  allowed 
under  paragraph  (9)  of  subdivision  (a)  of  section  214,  or  paragraph  (8)  of  sub¬ 
division  (a)  of  section  234,  of  the  Revenue  Act  of  1918  or  the  Revenue  Act  of 
1921,  may  be  assessed,  or  a  proceeding  in  court  for  the  collection  of  such  tax 
may  be  begun  without  assessment,  at  any  time. 

Sections  214  (a)  (9)  and  234  (a)  (8)  relate  to  the  deduction  for 
amortization  of  war  facilities. 

The  respondent  argues  that  when  the  returns  of  the  petitioner 
containing  the  deduction  of  $212,906.75  for  amortization  of  war 
facilities  were  received  by  the  collector  of  internal  revenue,  there  was 
a  tentative  allowance  of  the  deduction.  We  can  not  agree  with  this 
argument.  The  responsibility  for  the  return  is  that  of  the  taxpayer. 
1  he  fact  is,  in  this  proceeding,  that  the  first  time  this  deduction  came 
before  the  Bureau  of  Internal  Revenue  for  allowance  or  disallowance 
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it  was  tentatively  disallowed,  and  the  petitioner  was  so  notified  in 
the  so-called  30-day  letter  which,  in  the  procedure  of  the  Bureau,  is 
the  tentative  action.  That  letter  states : 

Amortization  as  shown  by  schedule  herein  has  been  disallowed,  subject  to 
review  by  Department. 

The  disallowance  was  of  the  entire  amount  claimed  by  the  peti¬ 
tioner.  It  is  our  opinion  that  the  deduction  was  not  tentatively 
allowed  so  as  to  make  the  statute  of  limitations  inoperative.  A  con¬ 
trary  holding  would  have  the  effect  of  holding  that  there  was  no 
datute  of  limitations  operative  where  the  deduction  for  amortization 
was  being  considered.  The  language  of  278  (b)  above  negatives  such 
i  conclusion.  In  view  of  the  proceeding,  it  is  unnecessary  to  discuss 
)ther  aspects  of  the  case. 

Reviewed  by  the  Board. 

Judgment  of  no  deficiency  will  be  entered. 

Love  concurs  in  the  result. 

Smith,  Arundell,  Milliken,  and  Van  Fossan,  dissent. 


Thomas  P.  Beal  et  al.,  Executors,  Estate  of  Thomas  P.  Beal, 

Petitioners,  v.  Commissioner  of  Internal  Revenue,  Re¬ 
spondent. 

Docket  No.  9069.  Promulgated  October  1,  1928. 

The  decedent  filed  his  income-tax  return  for  1921  and  took  a  de¬ 
duction  therein  for  amortization.  Within  the  four-year  statutory 
period  applicable  to  the  determination  of  tax  for  1921,  but  subse¬ 
quent  to  March  3,  1924,  the  Commissioner  for  the  first  time  exam¬ 
ined  the  return,  and  disallowed  the  amortization  claim,  thus  giving 
rise  to  a  deficiency.  Held,  that  the  deficiency  is  not  barred  because 
the  examination  was  not  made  prior  to  March  3,  1924. 

John  F.  M alley ,  Esq.,  and  John  N.  O'1  Donohue,  Esq.,  for  the 
>etitioners. 

Bruce  A.  Low,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  in  income  tax  for  the 
alendar  year  1921  of  $2,992.45.  It  is  claimed  that  the  Commissioner 
i*red  in  disallowing  a  deduction  for  amortization  in  the  amount  of 
0,683.44  on  account  of  certain  schooners  in  which  the  decedent  owned 
n  undivided  interest. 

FINDINGS  OF  FACT. 

lliomas  P.  Beal  died  in  1923.  He  owned  a  interest  in  the 
'•hooner  Jennie  F.  Kreger,  for  which  he  paid  $4,300.  He  also  owned 
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a  -6\  interest  in  the  schooner  Edna  M.  McNight,  for  which  he  paid 
$3,485.  Both  of  these  schooners  were  constructed  and  launched  sub¬ 
sequent  to  April  6,  1917,  and  were  engaged  in  the  transportation  of 
articles  contributing  to  the  prosecution  of  war. 

In  his  income-tax  returns  for  1918, 1919,  and  1920,  decedent  claimed 
no  deduction  for  amortization.  He  filed  with  the  collector  at  Boston. 
Mass.,  on  March  15,  1922,  an  income-tax  return  in  the  usual  form, 
showing  the  income  received  by  him  during  the  calendar  year  1921. 
With  that  return,  and  attached  thereto,  he  filed  a  claim  for  amortiza¬ 
tion  on  account  of  the  above-named  schooners,  in  the  amount  of 
$0,683.44,  on  the  form  authorized  by  the  Commissioner  of  Internal 
Revenue,  which  form  contained  detailed  information  as  prescribed 
thereon.  The  amount  of  $6,083.44,  as  shown  on  the  claim  for  amor¬ 
tization,  was  deducted  by  decedent  in  computing  his  net  income  for 
1921.  The  return  for  1921  was  filed  by  the  decedent  with  the  collec¬ 
tor  for  his  district,  showing  the  tax  due  after  taking  as  a  deduction 
from  gross  income  the  amortization  in  question.  At  this  time  the 
tax  shown  due  was  assessed,  and  the  first  installment  thereof  paid. 

In  February,  1925,  an  internal  revenue  agent  examined  the  returns 
and  books  of  decedent  for  the  years  1919,  1920,  and  1921,  and  ren¬ 
dered  a  report,  dated  July  29,  1925,  in  which  he  recommended,  among 
other  things,  the  disallowance  of  the  deduction  of  $6,683.44  for 
amortization  which  had  been  deducted  in  the  return  for  1921. 

On  November  5,  1925,  by  the  usual  notice  the  Commissioner  noti¬ 
fied  the  petitioners  of  his  determination  of  a  deficiency  for  the  }Tear 
1921  in  the  amount  of  $2,992.45,  which  determination  resulted  princi¬ 
pally  from  the  disallowance  of  the  deduction  for  amortization. 

OPINION. 

Littleton  :  The  petitioners  contend  that  under  the  provisions  of 
section  214  (a)  (9)  of  the  Revenue  Act  of  1921, 1  the  Commissioner  is 


1  Sec.  214.  (a)  That  in  computing  net  income  there  shall  be  allowed  as  deductions: 
******* 

(9)  In  the  case  of  buildings,  machinery,  equipment,  or  other  facilities,  constructed, 
erected,  installed,  or  acquired,  on  or  after  April  6,  1917,  for  the  production  of  articles 
contributing  to  the  prosecution  of  the  war  against  the  German  Government,  and  in  the 
case  of  vessels  constructed  or  acquired  on  or  after  such  date  for  the  transportation  of 
articles  or  men  contributing  to  the  prosecution  of  such  war,  there  shall  be  allowed,  for 
any  taxable  year  ending  before  March  3,  1924  (if  claim  therefor  was  made  at  the  time  of 
filing  return  for  the  taxable  year  1918,  1919,  1920  or  1921)  a  reasonable  deduction  for 
the  amortization  of  such  part  of  the  cost  of  such  facilities  or  vessels  as  has  been  borne 
by  the  taxpayer,  but  not  again  including  any  amount  otherwise  allowed  under  this  title 
or  previous  Act  of  Congress  as  a  deduction  in  computing  net  income.  At  any  time  before 
March  3,  1924.  the  Commissioner  may,  and  at  the  request  of  the  taxpayer  shall,  reexamine 
the  return,  and  if  he  then  finds  as  a  result  of  an  appraisal  or  from  other  evidence  that 
the  deduction  originally  allowed  was  incorrect,  the  income,  war-profits,  and  excess-profits 
taxes  for  the  year  or  years  affected  shall  be  redetermined  ;  and  the  amount  of  tax  due 
upon  such  redetermination,  if  any,  shall  be  paid  upon  notice  and  demand  by  the  collector, 
or  the  amount  of  tax  overpaid,  if  any,  shall  be  credited  or  refunded  to  the  taxpayer  in 
accordance  with  the  provisions  of  section  252. 
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without  authority  to  determine  a  deficiency  for  the  year  1921  by  dis¬ 
allowing  a  deduction  for  amortization  claimed  in  and  deducted  on 
the  return  for  that  year,  unless  a  reexamination  of  the  return  was 
made  before  March  3,  1924,  and  the  deduction  for  amortization 
claimed  and  taken  in  the  return  was  then  found  to  be  incorrect. 

Briefly  stated,  the  evidence  shows  that  the  decedent  owned  an 
undivided  interest  in  certain  amortizable  facilities;  that  in  his  re¬ 
urn  for  the  years  1918,  1919,  and  1920,  he  did  not  claim  or  take  any 
leduction  for  amortization;  that  in  his  return  for  1921  he  claimed 
md  took  as  a  deduction  for  amortization  of  the  amortizable  facili- 
ies  in  which  he  owned  an  undivided  interest,  the  amount  of 
j>6, 683.44;  and  that  in  the  37ear  1925  his  books  and  returns  for  the 
^ears  1919,  1920,  and  1921  were  examined  and  as  a  result  of  that 
'xamination  the  deduction  for  amortization  taken  in  his  1921  return 
was  disallowed,  thereby  producing  in  part  the  deficiency  herein. 

Since  the  determination  and  appeal  here  in  question  were  made  and 
aken,  respectively,  within  the  four-year  statutory  period  applicable 
o  returns  for  1921,  our  question  is  not  whether  this  general  statute 
)f  limitations  has  run,  but  rather,  whether  the  above-quoted  pro¬ 
vision  with  respect  to  the  reexamination  of  amortization  claims  prior 
o  March  3,  1924,  constitutes  such  a  special  statute  of  limitations  that 
he  deficiency  here  under  consideration  is  barred,  because  the  exami¬ 
nation  which  gave  rise  to  the  deficiency  was  made  subsequent  to 
March  3,  1924.  The  petitioner  contends  that,  since  the  return  was 
iccepted  by  the  Commissioner  when  filed,  there  was  at  that  time  an 
‘xamination  and  that  a  further  examination  was  precluded  after 
March  3,  1924.  But  can  it  be  said  that  when  a  return  is  filed  there  is 
hen  an  examination  in  the  sense  that  the  deductions  claimed  are 
ven  tentatively  allowed?  We  think  not.  Officials  of  the  Internal 
Revenue  Bureau,  charged  with  the  duty  of  accepting  returns  filed 
>y  taxpayers,  make  little  or  no  attempt  to  examine  a  return  at  the 
ime  of  receipt  in  the  sense  that  they  determine  whether  given  de- 
dictions  claimed  are  proper.  Obviously,  when  we  consider  the  num¬ 
ber  of  returns  which  were  being  submitted  on  March  15,  1922,  when 
he  return  in  question  was  filed,  it  would  seem  unreasonable  to  say 
hat  upon  the  filing  of  a  return  involving  a  claim  for  amortization, 
he  acceptance  of  the  return  and  an  installment  of  the  tax  shown  due 
onstitute  an  examination  and  tentative  allowance  of  the  amortiza- 
ion  claim.  In  effect,  this  was  what  we  called  in  James  Comens  v. 
Commissioner,  11  B.  T.  A.  1040,  a  “  perfunctory  act  ”  on  the  part  of 
he  Commissioner  and  did  not  amount  to  an  acceptance  or  allow - 
nee  of  this  item  or  any  other  item  stated  or  implied  in  the  return. 

In  recognition  of  the  fact  that  the  examination  is  to  be  made  after 
he  return  is  filed,  section  250  (b)  of  the  Revenue  Acts  of  1918  and 
921,  and  section  271  of  the  Revenue  Acts  of  1924  and  1926,  provide 
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that,  as  soon  as  practicable  after  the  return  is  filed,  the  Commissione: 
shall  examine  it  and  determine  the  correct  tax.  To  accomplish  thi: 
purpose  the  Commissioner  had  under  his  supervision  an  audit  ant 
field  force  as  distinguished  from  the  collection  force  with  whom  tht 
returns  were  filed.  The  force  which  examined  returns  included  noi 
only  auditors,  but  also  engineers  to  whom  technical  features  similai 
to  the  claim  here  involved  were  referred.  To  follow  the  petitioner! 
theory  would  be  to  say  that  the  original  examination  and  allowance 
are  made  when  the  return  is  filed,  and  that  the  provision  in  questior 
gave  the  Commissioner  permission  to  make  a  further  examinatior 
and  the  taxpayer  the  right  to  require  such  an  examination.  To  thb 
we  can  not  accede. 

While  speculations  as  to  all  classes  of  cases  which  might  conn 
within  the  purview  of  the  provision  are  unwarranted,  a  study  of  tht 
manner  in  which  an  amortization  allowance  is  computed  shows  win 
a  reexamination  of  a  claim  which  had  previously  been  considered 
and  disposed  of,  either  by  an  allowance  or  rejection,  might  be  desired 
either  by  the  Government  or  the  taxpayer.  For  example,  in  the  case 
of  amortizable  facilities  which  had  some  value  at  the  close  of  the  war. 
and  which  were  used  in  the  taxpayer’s  peace-time  business,  the  amorti¬ 
zation  allowance  is  determined  upon  the  basis  of  a  decline  in  value 
as  reflected  by  the  difference  between  the  cost  of  the  facility  and  its 
value  to  the  taxpayer  during  the  postwar  period,  costs  during  this 
period  as  compared  with  costs  at  acquisition,  and  other  similar 
factors.  The  postwar  period  extends  from  the  close  of  the  war. 
March  3,  1921,  to  March  3,  1924.  Manville  Jenckes  Co .,  4  B.  T.  A. 
765;  F.  Burkhart  Manufacturing  Co .,  9  B.  T.  A.  1228.  Obviously, 
if  a  taxpayer’s  claim  came  up  for  consideration  and  was  disposed  of 
during  the  early  part  of  the  postwar  period,  the  decision  reached 
might  have  been  very  different  from  what  it  would  have  been  had 
the  same  claim  been  considered  at  a  later  time  on  the  basis  of  addi¬ 
tional  facts  as  to  postwar  use  or  postwar  costs.  A  greater  or  les- 
use,  or  higher  or  lower  costs,  might  be  reflected,  which  in  turn  would 
affect  the  amortization  allowance.  Hence,  the  desirabilitv  of  allo\t- 
ing  the  taxpayer  the  right  to  require  such  reconsideration.  But 
Congress  apparently  realized  that  some  limitation  should  be  placed 
on  the  time  within  which  taxpayers  might  require  reexamination  of 
claims  once  considered  and.  accordingly,  fixed  the  date  of  March  3. 
1924,  which  is  likewise  the  end  of  the  postwar  period.  As  we  said 
in  Manville  Jenckes  Co.,  a upra,  with  respect  to  the  end  of  the  post¬ 
war  period,  “  Doubtless  Congress  realized  that  for  the  purposes  of 
proper  administration  of  the  amortization  provisions  of  the  statute  a 
line  would  have  to  be  drawn  somewhere."  By  this  limitation,  tax- 
payers  could  not  require  the  reopening  of  amortization  claims  once 
disposed  of  unless  action  to  that  end  be  taken  prior  to  March  3.  1924. 
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We  find  nothing  in  the  statute  which  in  any  way  requires  that 
the  original  examination  of  the  amortization  claim  shall  be  made 
prior  to  March  3,  1924,  or  that  a  failure  to  make  such  examination 
prior  to  March  3,  1924,  precludes  the  examination  and  disposition 
of  such  claim  on  its  merits  after  March  3,  1924,  when  the  general 
statutory  period  for  the  consideration  of  such  returns  had  not  yet 
run.  To  hold  otherwise  would  mean,  in  cases  where  taxpayers  had 
war  contracts  which  extended  their  amortization  period  several  years 
beyond  1918,  that  returns  involving  the  allowance  might  not  be 
reached  for  examination  or  well  might  not  have  been  filed  by  March 
3,  1924,  and,  therefore,  no  examination  could  be  made  of  such  returns 
)ther  than  such  examination  as  is  made  when  the  return  is  filed  and 
which  we  do  not  consider  an  examination  as  here  contemplated. 
Surely,  no  such  results  were  intended  by  Congress  and  we  are  of  the 
ipinion  have  not  been  accomplished. 

A  further  consideration  for  rejecting  the  contention  advanced  by 
he  petitioner  is  found  in  section  278  (b),  Revenue  Act  of  1924 
(and  in  effect  the  same  provision  in  the  1921  and  1926  Acts)  which 
provides  that: 

Any  deficiency  attributable  to  a  change  in  a  deduction  tentatively  allowed 
aider  paragraph  (9)  of  subdivision,  (a)  of  section  214.  or  paragraph  (8)  of 
ubdivision  (a)  of  section  234,  of  the  Revenue  Act  of  1918  or  the  Revenue  Act 
>f  1921,  may  be  assessed,  or  a  proceeding  in  court  for  the  collection  of  such  tax 
nay  be  begun  without  assessment,  at  any  time. 

It  is  difficult  to  conceive  of  how  the  determination,  assessment  and 
ollection  of  tax  shown  due  on  account  of  a  decrease  in  an  amortiza- 
ion  allowance  could  be  accomplished  “  at  any  time  ”  if  the  position 
advanced  by  the  petitioner  is  sound.  In  fact,  the  examination  which 
rave  rise  to  the  deficiency  here  in  question  was  merely  an  examination 
>y  a  revenue  agent,  such  as  is  usual  in  the  determination  of  an  ordi¬ 
nary  deficiency  where  amortization  is  not  involved.  An  examina- 
ion  of  the  claim  by  an  engineer  was  made  more  than  a  year  later, 
fter  the  appeal  had  been  filed,  and,  therefore,  was  not  the  examina- 
ion  which  gave  rise  to  the  deficiency,  though  the  record  does  not 
lisclose  why  this  examination  was  made.  The  action,  therefore, 
aken  by  the  respondent  in  1925,  prior  to  this  appeal,  amounted  to 
ittle,  if  any,  more  than  might  be  required  in  any  case  for  the  deter- 
unation  of  the  tax  shown  by  the  rejection  in  whole  or  in  part  of  an 
mortization  claim. 

The  foregoing  provision  of  the  statute  certainly  evidences  an 
itent  on  the  part  of  Congress  to  extend,  rather  than  limit,  the 
eneral  statutory  period  within  which  the  Commissioner  may  deter- 
une,  assess  and  collect  tax  shown  due  on  account  of  a  change  in  an 
mortization  allowance  previously  taken  or  allowed.  Whether  this 
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provision,  together  with  the  permissive,  rather  than  prohibitive, 
language  used  in  section  214  (a)  (9)  with  respect  to  reexaminations 
on  the  initiative  of  the  Commissioner  prior  to  March  3,  1924,  would 
permit  the  Commissioner  to  reopen  and  reexamine  claims  after 
March  3,  1924,  we  deem  it  unnecessary  to  decide,  since  the  record  in 
this  case  indicates  that  the  first  action  taken  bv  the  Commissioner 
after  the  return  was  filed  gave  rise  to  the  deficiency  and,  therefore, 
a  reexamination  after  March  3,  1924,  is  not  properly  involved.  Xor 
is  it  necessary  to  pass  on  the  question  whether,  by  section  214  (a) 
(9).  the  Commissioner’s  authority  as  otherwise  provided  with  respect 
to  the  reexamination  of  amortization  claims  affirmatively  disposed 
of  prior  to  March  3,  1924,  was  thereby  increased  or  decreased. 
Suffice  it  to  sav  that  we  find  nothing  in  the  statute  which  would  bar 
the  assessment  and  collection  of  the  deficiency  here  in  question  merely 
because  the  original  examination  which  gave  rise  to  the  determina- 
tion  was  made  subsequent  to  March  3,  1924.  The  Commissioner’s 
action  is  accordingly  sustained. 

Reviewed  bv  the  Board. 

Judgment  will  be  entered  for  the  respondent. 

Arundell  and  Milliken  concur  in  the  result. 

Love,  dissenting:  I  do  not  agree  with  the  decision  or  opinion  in 
this  case.  The  claim  for  amortization  was  made  in  the  return  for 
1921.  The  reexamination  was  not  made  or  begun  until  subsequent 
to  March  3,  1924.  Section  214  (a)  (9)  of  the  Revenue  Act  of  1921 
provides : 

At  any  time  before  March  3,  1024,  the  Commissioner  may,  and  at  the  request 
of  the  taxpayer  shall,  rc  examine  the  return,  and  if  he  finds  as  a  result  of  an 
appraisal,  or  from  other  evidence  that  the  deduction  originally  allowed  was 
incorrect,  the  income,  war-profits,  and  excess-profits  taxes  for  the  year  or  years 
affected  shall  be  redetermined. 


It  occurs  to  me  that  the  provision  above  quoted  plainly  implies 
that  in  the  event  no  reexamination  be  made  prior  to  March  3,  1924, 
the  taxpayer  is  thereafter  barred  from  making  a  request  for  such 
reexamination  for  the  purpose  of  getting  a  larger  deduction  for 
amortization  than  claimed  in  his  return,  and  that  the  Commissioner 
thereafter  is  barred  from  such  reexamination,  on  his  own  initiative, 
for  the  purpose  of,  or  resulting  in,  the  decrease  of  the  amount  of  such 
deduction  claimed  in  the  return.  If  such  be  not  the  proper  construc¬ 
tion  of  that  statute,  then  1  am  unable  to  perceive  any  meaning  in  it. 

But  it  is  urged  that  section  250  (d)  of  the  1921  Act,  and  278  (b) 
of  later  Acts,  provide  that  such  reexamination  may  be  made  by 
the  Commissioner  at  any  time.  I  do  not  construe  those  sections  in 
that  way.  To  give  such  a  construction  to  them  renders  the  part  of 
section  214  quoted  above  absolutely  meaningless  and  superfluous.  It 
also  nullifies  the  general  limitation  statutes. 


.77) 


HAWAIIAN  SUGAR  CO. 


683 


One  of  the  cardinal  rules  of  statutory  construction  is  that  in  the 
rent  two  statutes  appear  to  conflict,  a  construction  will  be  given  them, 
'  such  may  be  done  without  doing  violence  to  the  language  employed, 
mt  will  harmonize  them  both,  and  leave  them  both  active. 

To  my  mind  the  statutes  in  question  may  be  construed  harmo- 
iously.  Section  214  (a)  (9)  means  just  what  it  says — that  at  any 
me  prior  to  March  3,  1924,  the  Commissioner  may,  and  at  the  request 
f  the  taxpayer  shall,  reexamine  the  return,  and  determine  the  correct 
mount  of  deduction  allowable  for  amortization,  whether  more  or  less 
lan  the  amount  taken  in  the  return.  If  no  reexamination  be  made 
rior  to  March  3,  1924,  the  taxpayer  may  not  thereafter  demand  such 
■examination ;  neither  may  the  Commissioner,  on  his  own  initiative, 
ake  such  reexamination  and  change  the  amount  shown  in  the  return. 
In  the  event  such  reexamination  were  made  prior  to  March  3, 
>24,  any  additional  tax  shown  to  be  due  as  a  result  of  such  reexam- 
lation,  “may  be  assessed,  or  a  proceeding  in  court  for  the  eollec- 
on  of  such  tax  may  be  begun  without  assessment,  at  any  time.” 
Section  214  (a)  (9)  provides  for,  and  prescribes  a  limitation  on, 
le  ascertainment  or  determination  of  the  tax  and  the  amount  of 
me,  while  section  278  (b)  provides  for  the  collection  of  such  tax 
5  theretofore  ascertained  to  be  due. 

Section  214  (a)  (9)  provides  for  the  ascertainment  of  the  correct 
nount  of  tax,  with  limitations  on  the  time  within  which  such  may 
)  done.  Section  278  (b)  provides  for  the  collection  of  the  tax.  The 
vo  sections  deal  with  separate  and  distinct  functions. 

When  properly  applied,  each  may  be  carried  out  and  enforced. 


aw aii an  Sugar  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  17551,  21190,  23144.  Promulgated  October  1,  1928. 

1.  The  March  1,  1913,  value  of  leaseholds  of  sugar  cane  lands 
determined  for  the  purpose  of  fixing  a  reasonable  allowance  for 
the  exhaustion  thereof. 

2.  The  evidence  shows  that  in  the  taxable  year  petitioner  re¬ 
placed  a  broken  roller  of  its  sugar  mill  and  charged  the  cost  to 
expense,  that  such  rollers  have  a  life  of  from  one  day  to  three 
years,  that  breakage  is  frequent,  and  that  replacement  does  not 
extend  the  life  of  the  mill  as  a  whole.  Held,  that  the  cost  of 
such  roller  is  deductible  as  an  expense. 

d.  A.  Ballanti/ne ,  Esq .,  S.  Milton  Simpson ,  Esq .,  and  Bernard 
nollenberg ,  Esq.,  for  the  petitioner. 

M.  N .  Fisher ,  Esq.,  and  L.  0.  Mitchell ,  Esq.,  for  the  respondent. 
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lliese  consolidated  proceedings  are  for  redetermination  of  deficie 
cies  in  income  and  profits  taxes  for  the  calendar  years  1918,  191 
1921,  and  1922,  amounting  to  $11,466.68,  $40,686.81,  $2,928.40,  ai 
$20,412.84,  respectively. 


FINDINGS  OF  FACT. 


Petitioner  is  a  corporation  existing  under  the  laws  of  the  Territoi 
of  Hawaii,  with  its  principal  office  at  119  Merchant  Street,  Honolul 
It  is  engaged  in  the  operation  of  a  sugar  cane  plantation  and  sug; 
mill.  Its  plantation  is  located  on  the  Island  of  Kauai,  Territory  . 
Hawaii.  It  was  organized  for  the  purpose  of  taking  over  leases  up< 
approximately  6,914  acres  of  waste  and  arid  land  on  the  island  < 
Kauai  and  for  the  purpose  of  developing  a  sugar  plantation  on  sa 
land.  On  or  about  November  4,  1889,  petitioner  acquired  for  $50,0< 
a  lease  covering  5,720  acres  and  a  sublease  covering  1,194  acres.  T1 
lease  will  expire  on  December  31,  1939.  The  sublease  expired  ( 
December  31,  1917.  Petitioner  agreed  to  pay  as  rental  for  the 
premises  one-sixteenth  of  the  first  5,000  tons  of  sugar  produced  c 
the  leased  lands;  one-twentieth  of  the  next  2,500  tons  of  sugar  pr< 
duced  on  such  lands ;  and  one-thirtieth  of  all  sugar  produced  on  sue 
lands  in  excess  of  7,500  tons.  Petitioner  agreed  to  pay  taxes  ai 
assessments  and  a  minimum  rental  of  $5,000  a  year.  The  said  lea 
also  provided  that  petitioner  should  furnish  water  to  a  600-acre  tra 
owned  by  the  lessors  and  should  have  the  right  to  grind  the  cai 
produced  on  such  tract,  retaining  seven-sixteenths  of  the  proceet 
for  such  grinding.  This  grinding  contract  will  expire  on  Decemh 
31,  1939.  The  lease  and  sublease  also  provided  that  petitioner  slioul 
have  the  right  for  one  year  after  the  end  of  the  term  of  the  lease  an 
sublease  to  remove  machinery,  mills,  mill  buildings,  mill  warehouse 
tool  shops  and  mill  fixtures.  Petitioner,  however,  was  not  given  ti 
right  to  remove  other  warehouses  and  other  fixtures. 

When  petitioner  acquired  the  right  to  develop  the  leased  land 
they  had  never  been  cultivated  and  were  barren  and  dry.  Shortl 
after  acquisition  of  the  lease,  petitioner  developed  a  water  supplj 
built  a  mill  and  cultivated  and  irrigated  the  fields.  A  project  ft 
bringing  additional  water  to  the  land  was  completed  in  1905. 

On  March  1,  1913,  petitioner  had  a  complete  sugar  plantation,  wit 
all  necessary  facilities  for  irrigating  and  cultivating  the  soil  and  ft 
milling  cane  and  converting  it  into  raw  sugar.  It  had  about  6,8r> 
acres  planted  with  sugar  cane.  The  said  lease,  together  with  tl) 
grinding  contract,  had  a  fair  market  value  on  March  1,  1913.  c 
$1,200,000.  In  computing  the  taxable  net  income  the  Commission^ 
allowed  no  deduction  for  the  exhaustion  of  these  leaseholds. 

During  the  course  of  manufacturing  the  1922  crop  of  cane  into  ra' 
sugar  one  of  the  rollers  in  the  crushing  mill  broke  and  was  replace 
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I  a  cost  of  $2,543.43.  Crusher  rollers  are  used  in  crushing  cane  to 
xtract  the  juice  from  which  the  sugar  is  manufactured.  These 
oilers  are  about  35  inches  in  diameter  and  about  78  inches  long  and 
onsist  of  a  shell  and  shaft.  The  shell  is  made  of  cast  iron,  weighs 
rom  12  to  13  tons,  and  the  rollers  operate  under  a  pressure  of  about 
50  tons  and  are  subject  to  considerable  wear.  Their  life  is  indefinite, 
hey  may  last  from  one  day  to  three  years.  Hawaiian  sugar  mills 
ustomarily  carry  a  few  spare  shells  and  shafts  on  hand  at  all  times, 
n  1922  it  had  become  petitioner’s  customary  practice  to  charge  the 
xpense  of  replacing  its  crusher  rollers  as  an  expense.  In  his  com- 
utation  of  taxable  net  income  for  1922,  the  Commissioner  disallowed 
s  a  deduction  for  repairs  the  amount  expended  by  petitioner  in  that 
ear  for  the  replacement  of  the  said  broken  crusher  roller. 

OPINION. 

Phillips  :  The  principal  issue  in  each  of  these  appeals  is  the  March 
,  1913,  value  of  the  petitioner’s  leaseholds.  These  proceedings  were 
eard  at  the  same  time  as  those  of  Oahu  Sugar  Co.,  Ltd.,  13  B.  T.  A. 
34,  and  Evm\  Plantation  Co.,  13  B.  T.  A.  625.  Much  of  the  evi- 
ence  with  respect  to  the  general  situation  of  the  sugar  industry  in  the 
lawaiian  Islands  is  the  same  in  all  of  these  cases  and  much  that 
e  have  said  in  the  opinions  in  those  cases  applies  here  with  equal 
>rce. 

The  leasehold  interest  of  the  petitioner  as  of  March  1,  1913,  in- 
uded  a  sublease  of  1,194  acres,  which  sublease  expired  on  December 
1,  1917.  Since  the  first  year  before  us  is  1918,  no  deduction  for  the 
diaustion  of  this  sublease  can  be  or  is  claimed.  We  are  concerned 
ith  the  value  of  the  lease  upon  5,720  acres,  expiring  December  31, 
139,  and  the  grinding  contract  which  was  an  inherent  part  of  the 
ase  agreement. 

When  the  lease  was  obtained  these  lands  were  arid.  Tliev  were 
rought  under  irrigation  by  the  construction  of  a  system  of  ditches, 
nmes,  tunnels,  and  a  syphon  which  brought  water  from  the  moun- 
Ins  by/gravity.  This  system  appears  to  have  been  very  successful 
id  economical,  for  the  petitioner  operated  its  plantation  upon  a 
UCV  smaller  investment  in  improvements  and  tangible  assets  than 
leather  companies  mentioned  above  and  realized  very  substantial 
'’Opts  despite  an  average  production  of  less  than  seven  tons  an  acre. 
H  comparatively  low  cost  of  production  per  ton  placed  it  in  a 
lorable  position  to  withstand  the  threatened  lower  prices  for  its 
pduct.  We  are  of  the  opinion  that  the  fair  market  value  of  the 
Isehold  interest  expiring  December  31, 1939,  together  with  the  grind- 
|g  contract  which  formed  a  part  thereof,  exclusive  of  that  portion 
the  leasehold  interest  which  expired  in  1917  and  exclusive  of  the 
(lue  of  any  improvements  upon  the  premises,  was  $1,200,000  on 
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March  1.  1913,  and  have  so  found.  A  reasonable  allowance  for  th 

exhaustion  thereof  during  each  of  the  taxable  years  involved  i 

$44,720.50.  11 

The  petitioner  further  alleges  that  the  taxable  net  income  for  192 

was  incorrectly  increased  by  $21,611.  Error  is  admitted  by  the  re 

spondent.  Taxable  income  should  be  adjusted  accordingly. 

With  respect  to  the  year  1922,  it  is  alleged  that  the  Commissione 

erred  in  disallowing  as  an  expense  $2,543.43  expended  to  replace  ;< 

broken  crusher  roller.  The  testimonv  discloses  that  such  rollers  ar< 

«/ 

only  a  part  of  the  mill,  that  they  are  operated  under  heavy  pressure 
and  are  subject  to  frequent  replacement,  that  such  replacement  i 
necessary  to  the  operation  of  the  mill  but  does  not  extend  the  life  0 
the  mill  as  a  whole,  that  such  rollers  have  a  maximum  useful  life  0  * 
three  years  and  a  much  shorter  average  life.  Breakage  is  so  frequen 
an  occurrence  that  spare  rollers  are  always  carried  at  the  mills  ii 
order  that  broken  rollers  may  be  replaced  without  loss  of  operatin: 
time  at  the  mill.  We  have  no  doubt  that  in  such  circumstances  th< 
petitioner  was  justified  in  charging  the  cost  as  an  expense  and  thai 
the  respondent  erred  in  disallowing  the  deduction  claimed.  Se< 
Libby  <&  Blouin ,  Ltd.,  4  B.  T.  A.  910;  Illinois  Merchants  Trust  Co. 
Executors ,  4  B.  T.  A.  103. 

Decision  will  be  entered  under  Rule  50 


Kauai  Railway  Co.,  Ltd.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

McBryde  Sugar  Co.,  Ltd.,  Petitioner,  ik  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  11101.  11102.  Promulgated  October  1,  1928. 

1.  Collection  of  amounts  assessed  within  five  years  .after  the 
return  was  filed  held  not  to  be  barred.  Art  Metal  Works,  9  R.  T.  A. 
491.  followed. 

2.  Taxes  not  assessed  within  five  years  after  return  was  filed 

may  not  thereafter  be  assessed  or  collected,  New  York  rf  AlbartU 
Lighterage  Co.  v.  Bowers,  273  U.  S.  346.  \ 

3.  Filing  of  a  return  by  a  corporation  is  sufficient  to  start\ 
running  the  period  of  limitations,  although  it  may  later  be  deter¬ 
mined  that  petitioner  is  affiliated  with  another  corporation  and 
that  taxes  are  to  be  computed  on  basis  of  consolidated  income  of 
the  two.  Mabel  Elevator  Co.,  2  B.  T.  A.  517.  and  17  Fed.  (2d)  605. 

4.  Amounts  paid  to  a  railroad  company  to  induce  it  to  construct 
a  warehouse  upon  its  right  of  way  to  provide  storage  held  not 
taxable  income. 

5.  In  the  absence  of  any  agreement  to  the  contrary,  tax  due 
from  an  affiliated  group  is  to  be  api>ortioned  among  its  members 
according  to  their  net  income. 
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W.  W.  Spalding ,  Esq.,  for  petitioner. 

M.  N.  Fisher ,  Esq.,  and  L.  C.  Mitchell,  Esq.,  for  the  respondent. 

These  proceedings,  which  have  been  duly  consolidated,  are  for 
‘determinations  of  deficiencies  in  income  and  profits  taxes.  In  the 
ise  of  Kauai  Kailway  Co.,  Ltd.,  the  amounts  of  such  deficiencies  are 
s  follows : 


1918  - $2,178.84 

1919  -  742.  94 

1920  -  3,179.49 


In  the  case  of  McBryde  Sugar  Co.,  Ltd.,  the  amounts  of  such  defi- 
encies  are  as  follows: 


1918  -  $1,  534.  69 

1919  -  4,  839.  21 

1920  -  161,  432.  52 


The  petitioner,  Kauai  Kailway  Co.,  Ltd.,  alleged  that  collection 
:  the  taxes  asserted  against  it  for  1918  and  1919  is  barred  by  the 
atutes,  that  an  excessive  portion  of  the  total  tax  liability  for  1918 
;  an  affiliated  group,  of  which  it  was  a  member,  was  asserted  against 
,  and  that  its  income  for  1918  and  1919  has  been  overstated  by  the 
nount  of  the  cost  of  a  warehouse  constructed  on  its  right  of  way. 
he  petitioner,  McBryde  Sugar  Co.,  Ltd.,  alleges  that  assessment 
id  collection  of  the  proposed  deficiencies  for  1918  and  1919  are 
irred  by  statute,  that  the  income  of  an  affiliated  group,  of  which 
was  a  member,  was  overstated  for  1918  and  1919  by  the  amount  of 
e  cost  of  a  warehouse,  and  that  for  1920  the  Commissioner  errone- 
isly  disallowed  territorial  income  taxes  which  accrued  in  that  year. 


FINDINGS  OF  FACT. 


Petitioners  are  corporations  organized  under  the  laws  of  Hawaii, 
ith  their  principal  offices  at  Honolulu.  The  petitioner,  McBryde 
igar  Co.,  Ltd.,  is  engaged  in  the  business  of  raising  sugar  cane  and 
anufacturing  sugar  therefrom  on  the  Island  of  Kauai,  Llawaii. 
tie  petitioner,  Kauai  Kailway  Co.,  Ltd.,  owns  and  operates  a  short 
le  railroad  on  the  same  island.  The  McBryde  Sugar  Co.,  Ltd., 
med  93  per  cent  of  the  stock  of  Kauai  Kailway  Co.,  Ltd.,  in  1918. 
The  petitioner,  Kauai  Kailway  Co.,  Ltd.,  filed  its  income-tax  return 
r  1918  on  May  14,  1919,  and  filed  its  income-tax  return  for  1919  on 
arch  15,  1920.  In  January,  1924,  jeopardy  assessments  of  addL 
>nal  income  taxes  were  assessed  against  said  petitioner  as  follows: 
v  78.84  for  1918,  $742.94  for  1919,  and  $3,179.49  for  1920.  Upon 
~eipt  of  notice  and  demand  from  the  Honolulu  collector  for  the 
yment  for  said  alleged  deficiencies  for  1918  and  1919,  petitioner 
gd  seasonably  with  said  collector  its  abatement  claim  covering  said 
15077—28 - 5 
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alleged  deficiencies  for  1918  and  1919,  which  claim  was  duly  accepts 
by  said  collector  and  forwarded  by  him  to  the  Bureau  of  Intern; 
Revenue  in  Washington,  D.  C.  Under  date  of  December  11,  192 
the  Commissioner  notified  said  petitioner  that  its  claim  for  abat 
ment  had  been  rejected.  Petitioner  duly  appealed  to  this  Boat 
from  the  determination  evidenced  by  such  notice  of  December  1 
1925.  Xo  consent  extending  the  time  fixed  by  statute  for  the  dete 
mination,  assessment,  or  collection  of  such  taxes  has  been  signed  l 
said  petitioner  for  either  of  such  years. 

The  petitioner,  McBryde  Sugar  Co.,  Ltd.,  filed  its  income-tax  r 
turn  for  1918  on  May  II,  1919,  and  filed  its  income-tax  return  f( 
1919  on  March  15,  1920.  LTnder  date  of  November  25,  1925,  the  Con 
missioner  notified  said  petitioner  that  he  had  determined  the  d 
ficiencies  for  said  year  which  are  here  in  question.  Petitioner  dul 
appealed  to  the  Board  from  the  determination  evidenced  by  sue 
notice.  Xo  consent  extending  the  time  fixed  by  the  statute  for  tl 
assessment  of  such  taxes  has  been  signed  by  said  petitioner  for  eith< 
of  such  years. 

For  1918,  1919,  and  1920  the  McBryde  Sugar  Co.,  Ltd.,  filed  coi 
soli  dated  income-tax  returns  with  the  Kauai  Electric  Co.  The  Kau: 
Railway  Co.,  Ltd.,  filed  separate  returns.  The  Commissioner  sul 
sequently  determined  that  the  three  companies  named  were  affiliate 
and  computed  the  total  tax  liability  of  the  affiliated  group  upon  tl 
basis  of  consolidated  income  and  invested  capital.  The  Commission' 
determined  the  net  incomes  of  the  McBryde  Sugar  Co.,  Ltd.,  and  < 
the  Kauai  Railway  Co..  Ltd.,  for  1918  as  $316,992.20  and  $13,400.7 
respectively,  and  determined  that  Kauai  Electric  Co.  had  a  loss  d 
$1,689.45  for  that  year.  The  net  income  of  the  affiliated  group  f( 
1918  was  determined  as  $328,703.48  and  the  tax  as  $52,460.82.  Sue 
tax  was  allocated  by  the  Commissioner  as  follows: 

McBryde  Sugar  Co.,  Ltd - $49.  324. 18 

Kauai  Railway  Co.,  Ltd _  3, 136.  64 

The  amount  allocated  to  the  Kauai  Railway  Co.,  Ltd.,  equaled  tl 
tax  shown  upon  its  return  plus  the  amount  of  the  additional  asses 
ment  made  in  January,  1924.  The  amount  asserted  against  tl 
McBryde  Sugar  Co.,  Ltd.,  represented  the  balance  of  the  tax  liabilit 
of  the  affiliated  group.  Xo  agreement  was  executed  by  either  pet 
tioner  consenting  to  a  division  of  the  total  tax  on  any  other  basis  tha 
the  net  income  properly  assignable  to  each. 

In  1912,  the  McBryde  Sugar  Co.,  Ltd.,  and  the  Hawaiian  Sag; 
Co.  entered  into  contracts  with  the  Kauai  Railway  Co..  Ltd.,  wherei 
the  railway  company  agreed  to  furnish  storage  space  in  its  warehou 
at  Port  Allen,  a  port  on  the  south  side  of  the  Island  of  Kauai,  f< 
sugar  produced  by  the  said  sugar  companies.  Said  contracts  pr< 
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icled  that  the  Hawaiian  Sugar  Co.  should  have  space  in  such  ware- 
ouse  for  5,000  tons  and  the  McBryde  Sugar  Co.  for  4,000  tons.  The 
lilway  company  agreed  to  perform  all  services  incident  to  storing 
le  sugar  and  finally  loading  it  on  outgoing  ships.  The  contracts 
ere  to  expire  on  September  30,  1921. 

In  1917,  the  railway  company  agreed  to  build  a  75-foot  extension 
i  its  warehouse  located  on  its  right  of  way  at  Port  Allen  and  to 
lrnish  to  the  McBryde  Sugar  Co.,  Ltd.,  and  the  Hawaiian  Sugar 
o.,  space  in  the  new  part  of  the  warehouse  in  proportion  to  the 
>ace  allotted  to  the  sugar  companies  in  the  old  part.  The  sugar 
anpanies  agreed  to  reimburse  the  railway  company  for  the  cost 
!  building  the  extension  to  the  warehouse,  in  proportion  to  the  stor- 
^e  space  they  were  to  have.  The  Hawaiian  Sugar  Co.  agreed  to 
ly  five-ninths  and  the  McBryde  Sugar  Co.,  Ltd.,  four-ninths  of  the 
>st  of  the  extension.  The  addition  to  the  warehouse  was  to  become 
ie  property  of  the  railway  company  when  it  should  be  completed. 
The  extension  to  the  warehouse  was  built  by  the  railway  company 
iring  1918  and  1919.  The  railway  company  expended  $6,418.03  in 
>18  and  $2,249.07  in  1919  for  constructing  the  extension  and  were 
imbursed  those  amounts  in  those  years  by  the  sugar  companies, 
lie  extension  to  the  warehouse  became  the  property  of  the  railway 
mpany  as  and  when  it  was  completed. 

The  Commissioner  has  included  the  cost  of  the  extension  to  the 
arehouse  in  the  railway  company’s  income  for  1918  and  1919  in 
e  following  amounts :  1918,  $6,418.03 ;  1919,  $2,249.07. 

OPINION. 

Phillips:  The  petitioner,  McBryde  Sugar  Co.,  Ltd.,  is  sustained 
its  contention  that  assessment  and  collection  of  the  additional 
xes  asserted  against  it  for  1918  and  1919  are  barred  by  the  period 
limitations  prescribed  by  statute.  New  York  &  Albany  Lighter- 
Co.  v.  Bowers ,  273  U.  S.  346.  The  respondent  seeks  to  avoid  the 
«  ect  of  this  decision  upon  the  ground  that  this  petitioner  filed  a 
parate  return  when  it  should  have  filed  a  consolidated  return  with 
1e  Kauai  Railway  Co.,  Ltd.  This  is  untenable.  Mabel  Elevator 
2  B.  T.  A.  517;  Urdted  States  v.  Mabel  Elevator  Co .,  17  Fed. 
d)  605. 

The  contention  of  the  petitioner,  Kauai  Railway  Co.,  Ltd.,  that 
( Hection  of  the  taxes  assessed  in  J anuary,  1924,  is  barred  by  statute 
J  ist  be  denied  upon  authority  of  our  decision  in  Art  Metal  Works, 

IB.T.A.491. 

The  petitioner,  Kauai  Railway  Co.,  Ltd.,  asserts  that  the  Commis- 
•  >ner  has  asserted  against  it  more  than  its  proper  proportion  of 
'  e  total  tax  determined  as  due  from  the  affiliated  group  of  which  it 
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was  a  member.  It  appears  that  before  the  Commissioner  determine* 
that  this  petitioner  was  one  of  an  affiliated  group,  he  had  determine* 
its  tax  liability  upon  the  basis  of  its  separate  return  and  assesse* 
tax  accordingly.  When  it  was  determined  that  affiliation  existed  n« 
change  was  made  in  the  amount  of  this  petitioner’s  tax  liability 
although  the  effect  of  the  ruling  was  to  reduce  its  tax  if  the  total  ta: 
of  the  affiliated  group  was  apportioned  among  the  members  of  th< 
group  on  the  basis  of  their  net  income,  as  provided  in  section  240(a) 
Revenue  Act  of  1918.  No  other  basis  for  an  apportionment  of  tin 
tax  existed.  The  liability  of  this  petitioner  for  1918  taxes  shoul* 
be  recomputed  on  that  basis,  after  adjusting  its  income  and  the  in 
come  of  the  affiliated  group  in  accordance  with  this  decision.  Cin 
cinnati  Mining  Co .,  8  B.  T.  A.  79. 

We  are  of  the  opinion  that  the  amounts  by  which  petitioner  rail 
way  company  was  reimbursed  for  warehouses  erected  on  its  riglr 
of  way  do  not  constitute  taxable  income  to  it.  The  record  disclose; 
that  this  was  done  more  as  a  matter  of  convenience  to  the  shipper; 
than  for  the  benefit  of  this  petitioner.  See  Edwards  v.  Cuba  R .  R 
Co.,  268  IT.  S.  628;  Liberty  Light  <&  Rower  Co.,  4  B.  T.  A.  155 
Aransas  Compress  Co.,  8  B.  T.  A.  155;  Great  Northern  Ry.  Co. 
8  B.  T.  A.  225.  Proper  adjustment  should  be  made  in  the  consoli 
dated  income  and  in  the  net  income  of  the  taxpayer. 

The  Commissioner  has  confessed  error  in  disallowing  $9,980.1: 
of  the  amount  claimed  in  1920  as  a  deduction  for  territorial  income 
taxes  accrued  in  that  year.  The  deficiencies  should  be  recompute* 
accordingly. 

Decision  will  be  entered  under  Rule  50 


Kekaha  Sugar  Co.,  Ltd.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  15435.  Promulgated  October  1,  1928. 

1.  The  determination  of  a  deficiency  in  tax  under  the  Revenue 
Act  of  1924  does  not  bar  the  subsequent  determination  of  a  further 
deficiency. 

2.  Payment  of  a  deficiency  determined  by  the  Commissioner  under 
the  Revenue  Act  of  1924  does  not  constitute  a  final  settlement 
which  would  bar  a  subsequent  determination. 

3.  Congress  having  prescribed  that  a  determination  may  be  made 
final  and  conclusive  by  an  agreement  in  writing  between  the  tax¬ 
payer  and  the  Commissioner  with  the  approval  of  the  Secretary, 
payment  of  the  amount  determined,  without  any  such  agreement 
having  been  made,  can  not  serve  to  take  the  place  of  the  statute 
and  make  such  determination  conclusive. 

4.  Amounts  paid  by  petitioner  to  churches  which  held  services 
on  its  plantation  and  to  organizations  which  did  welfare  work 
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among  its  employees  held  to  result  in  a  direct  benefit  to  it  and 
to  be  deductible  in  computing  taxable  income. 

5.  Leaseholds  acquired  at  organization  in  payment  for  capital 
stock  held  to  have  had  no  fair  market  value. 

6.  The  March  1,  1913,  value  of  leasehold  determined  for  purpose 
of  a  deduction  for  the  exhaustion  thereof. 

7.  Petitioner  kept  its  books  and  rendered  its  returns  upon  the 
basis  of  its  annual  crops,  the  planting,  cultivation  and  harvest  of 
which  extended  over  three  taxable  years.  Its  rental  was  payable 
in  a  percentage  of  sugar  produced.  Held,  that  such  rental  was 
properly  chargeable  against  the  crop  from  which  it  was  paid  and 
deductible  as  an  expense  of  producing  that  crop. 

8.  Cost  of  reclaiming  swamp  lands  held  to  be  a  capital  expenditure 
to  be  included  in  petitioner’s  assets  in  computing  its  earned  surplus 
for  invested  capital  purposes. 

9.  Assessment  under  section  328  of  the  Revenue  Act  of  1918 
denied. 

W.  W.  Spalding ,  Esq.,  for  the  petitioner. 

M.  N.  Fisher ,  Esq.,  and  L.  C .  Mitchell,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in  income 
nd  profits  taxes  for  1920  of  $98,776.92  and  an  overassessment  of 
10,591.65  for  1921.  The  petition,  so  far  as  it  relates  to  1921,  has 
eretofore  been  dismissed  by  order  of  the  Board  for  lack  of  juris- 
iction  to  redetermine  the  tax  for  that  year.  It  is  alleged  that  the 
Commissioner  was  without  authority  to  determine  any  deficiency  for 
920,  having  previously  determined  a  deficiency  for  that  year  which 
ad  been  paid.  It  is  further  alleged  that  the  Commissioner  com- 
litted  error  in  determining  the  deficiency  for  1920  in  the  following 
sspects : 

(1)  In  refusing  to  allow  as  a  deduction,  in  computing  taxable  net  income, 
nounts  paid  to  certain  religious  and  charitable  organizations  in  consideration 

services  performed  upon  petitioner’s  plantation  and  among  its  employees, 
id  in  reducing  invested  capital  by  that  portion  of  such  payments  in  prior 
lars  which  constituted  a  part  of  the  cost  of  umnatured  crops ; 

(2)  In  refusing  to  allow,  in  computing  invested  capital,  a  surplus  of 

>0,656.90  for  the  cash  value  of  leaseholds  acquired  by  petitioner  at  organi- 

ition ; 

(3)  In  refusing  to  allow  in  computing  taxable  income,  a  reasonable  deduc- 
on  for  the  exhaustion  of  the  March  1,  1913,  value  of  leasehold ; 

(4)  In  decreasing  the  deduction  from  income  for  rentals  by  $72,053.22  and 
eliminating  a  part  of  such  amount  from  earned  surplus  in  computing 

vested  capital ; 

(5)  In  decreasing  the  deduction  for  depreciation  of  physical  assets  from 
12,554.38  to  $40,000 ; 

(6)  In  eliminating  from  earned  surplus,  in  computing  invested  capital,  the 
amortized  cost  of  reclaiming  several  hundred  acres  of  swamp  lands; 

(7)  In  refusing  to  compute  petitioner’s  tax  under  section  328  of  the  Revenue 

t  of  1918. 
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FINDINGS  OF  FACT. 


Petitioner  is  a  corporation  organized  under  the  laws  of  Hawaii 
with  its  principal  office  in  Honolulu. 

In  April,  1925,  the  Commissioner  of  Internal  Revenue  mailed  to 
the  petitioner  notice  of  the  determination  of  a  deficiency  in  income 
and  profits  taxes  for  the  year  1920  of  $36,973.40  and  an  overassess¬ 
ment  of  income  and  profits  taxes  for  the  }7ear  1919  of  $41,493.93.  This 
notice  stated  that  in  accordance  with  the  provisions  of  section  274 
of  the  Revenue  Act  of  1924,  the  petitioner  corporation  was  allowed 
60  days  from  the  date  of  mailing  such  notice  within  which  to  file 
an  appeal  with  the  United  States  Board  of  Tax  Appeals,  contesting 
in  whole  or  in  part  the  correctness  of  the  respondent’s  determination. 
No  appeal  to  the  United  States  Board  of  Tax  Appeals  was  filed  by 
the  petitioner  from  such  determination.  On  or  about  December  15, 
1925,  the  net  amount  of  the  overpayment  of  tax  for  the  years  1919 
and  1920,  as  determined  by  the  Commissioner  in  such  letter,  was 
credited  by  the  collector  of  internal  revenue  at  Honolulu  upon  an 
installment  of  the  petitioner’s  income  taxes  for  1924,  payable  on  that 
date.  Thereafter  and  on  or  about  March  13,  1926,  the  respondent 
mailed  to  the  petitioner  notice  that  he  had  determined  a  deficiency 
in  income  and  profits  taxes  against  the  petitioner  of  $98,776.92  for 
the  year  1920  Und  an  overassessment  of  $10,591.65  for  1921.  The 
petitioner  within  60  days  thereafter  filed  with  this  Board  its  petition 
for  a  redetermination  of  such  taxes,  which  petition  is  the  basis  of 
the  present  proceeding. 

During  1920  and  for  many  years  prior  thereto  the  petitioner  was 
engaged  in  the  operation  of  a  sugar  plantation,  including  the  opera- 
tion  of  its  own  sugar  mill,  on  the  Island  of  Kauai.  In  the  Hawaiian 
Islands  a  crop  of  sugar  cane  takes  from  eighteen  months  to  two  years 
to  mature.  It  is  usually  planted  or  ratooned  in  the  summer,  be¬ 
ginning  in  April  or  May,  and  is  brought  under  cultivation  by 
September.  It  is  cultivated,  fertilized,  and  irrigated  during  the 
second  year,  and  harvested  and  manufactured  into  raw  or  commercial 
sugar  in  the  third  year.  During  each  calendar  year  work  is  being 
performed  on  three  separate  crops:  the  crop  that  is  being  harvested; 
the  crop  under  cultivation,  which  was  planted  the  prior  year;  and 
the  crop  that  is  being  planted,  which  will  be  harvested  two  years 
thereafter.  The  petitioner,  with  the  approval  of  the  Commissioner 
of  Internal  Revenue,  has  for  many  years  kept  its  accounts  and  made 
its  Federal  income-tax  returns  on  the  so-called  “  crop  basis,’  as 
permitted  by  the  Treasury  Regulations.  The  crop  basis  of  account¬ 
ing  is  very  generally  in  use  on  sugar  plantations  throughout  the 
Islands.  Under  this  system  of  accounts  a  crop  is  treated  as  a  venture 
and  an  account  kept  for  each  crop.  All  expenses  incident  to  the  crop, 
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from  the  preparation  of  the  soil  to  the  harvest  and  manufacture  of 
the  cane  into  raw  sugar,  are  charged  to  the  crop  account  and  all 
receipts  from  the  crop  are  credited  to  the  crop  account.  When  the 
crop  is  harvested  and  disposed  of  the  account  is  closed,  and  it  is 
then  determined  whether  there  has  been  a  profit  realized  or  a  loss 
sustained  from  the  crop.  Under  this  system  of  accounting  there 
are  items  of  expense  and  income  that  can  not  be  allocated  to  anv 
particular  crop  and  are  properly  to  be  accounted  for  in  the  year  in 
which  they  are  incurred  or  received. 

During  the  years  1918,  1919,  and  1920  churches  and  charitable 
organizations,  at  the  instance  and  request  of  the  petitioner,  conducted 
church  services  upon  petitioner’s  plantation  and  aided  the  petitioner 
in  various  ways  in  its  welfare  work  among  its  employees.  During 
1918  the  petitioner  paid  to  such  organizations  $1,030.30,  of  which 
one-third,  $343.43,  was  charged  against  the  1920  crop.  During  the 
^ear  1919  it  paid  to  such  organizations  $1,795,  of  which  $742.76  was 
charged  to  the  1920  crop  and  $309.48  to  the  1921  crop.  During  the 
rear  1920  it  paid  to  such  organizations  $1,610,  of  which  $546.59  was 
charged  to  the  1920  crop.  In  computing  the  deficiency  the  Commis¬ 
sioner  failed  to  allow  any  deduction  for  such  payments. 

Prior  to  the  organization  of  the  petitioner  in  1898,  one  H.  P.  Faye 
vas  engaged  in  the  cultivation  of  sugar  cane  lands  under  a  sublease  of 
;uch  lands  from  one  V .  Knudsen.  Wd  Meier  and  E.  Kruse  were  like- 
vise  in  1898  cultivating  sugar  cane  lands  under  a  sublease  from  said 
vnudsen.  A  partnership  known  as  the  Kekaha  Sugar  Co.  operated  a 
ugar  grinding  mill,  also  upon  lands  which  they  held  under  sublease 
rom  said  Knudsen.  Knudsen  held  said  lands  under  a  lease  from 
he  Kingdom  of  Hawaii,  dated  June  1,  1890,  and  expiring  May  31, 
920.  The  sublease  from  Knudsen  to  Faye  expired  May  31,  1920. 
The  sublease  from  Knudsen  to  Meier  &  Kruse  expired  in  1905. 
nder  each  of  these  subleases  two-sixteenths  of  the  sugar  produced  on 
he  plantations  was  to  be  paid  to  Knudsen  as  rent.  Faye  and  Meier  & 
vruse  had  grinding  agreements  with  the  Kekaha  Sugar  Co.  under 
vhich  their  sugar  was  ground  at  the  mill  of  the  company,  the  com- 
,an3r  retaining  seven-sixteenths  of  the  sugar  as  compensation.  In 
898  petitioner  was  organized  for  the  purpose  of  consolidating  the 
•lantations  of  Faye  and  Meier  &  Kruse  and  the  sugar  mill  owned  and 
perated  by  the  Kekaha  Sugar  Co.,  and  there  were  transferred  to 
he  petitioner  all  of  the  assets  used  in  the  operation  of  those  busi- 
esses,  including  the  subleases  from  Knudsen  which  each  held.  In 
xchange  therefor  the  petitioner  issued  its  capital  stock,  consisting  of 
.000  shares  of  the  par  value  of  $100  each.  The  subleases  so  acquired 
y  the  petitioner  in  exchange  for  its  capital  stock  had  no  value  at 
ie  time  of  acquisition. 
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In  July,  1898,  the  petitioner  entered  into  an  agreement  with  the 
widow  of  Knudsen  under  which  it  acquired  a  sublease  upon  certain 
sugar  lands  for  a  period  expiring  October  1,  1918,  under  which  it 
agreed  to  pay  as  rental  for  such  lands  9  per  cent  of  all  sugar  up  to 
7,000  tons  and  5  per  cent  of  all  sugar  in  excess  of  7,000  tons  manu¬ 
factured  annually  from  cane  grown  below  the  elevation  of  100  feet 
above  sea  level,  and  2 y2  per  cent  of  all  sugar  grown  at  an  elevation 
of  more  than  100  feet  above  sea  level,  the  annual  rental  to  be  not  less 
than  250  tons.  Under  this  lease,  which  included  the  land  theretofore 
under  sublease  from  Knudsen  to  Faye,  Meier  &  Kruse,  and  the 
Kekaha  Sugar  Co.,  the  petitioner  undertook  to  proceed  with  reason¬ 
able  diligence  to  the  development  and  maintenance  of  an  enlarged 
water  supply  for  the  plantation  to  be  conducted  upon  the  demised 
premises  and  to  develop,  if  possible,  a  sweeter  and  fresher  supply  of 
water  than  then  existed.  On  November  11,  1907,  the  widow  of 
Knudsen  assigned  to  Augustus  F.  Knudsen  and  Eric  A.  Knudsen 
the  unexpired  portion  of  the  lease  from  the  Kingdom  of  Hawaii  to 
Knudsen  and  on  the  same  date  said  assignees  entered  into  an  agree¬ 
ment  with  the  petitioner  to  thereafter  execute  to  the  petitioner  a 
sublease  of  said  lands  from  October  1,  1918,  to  April  30,  1920,  upon 
the  same  terms  and  conditions  as  were  contained  in  the  original 
sublease.  On  March  1,  1913,  the  petitioner  was  operating  a  sugar 
plantation  and  sugar  mill  upon  said  property  and  continued  to  hold 
the  sublease  of  such  property  from  the  widow  of  Knudsen  and  the 
contract  of  her  assignees  for  its  extension  to  April  30,  1920.  On 
March  1,  1913,  said  sublease,  together  with  the  agreement  for  its 
extension,  had  a  fair  market  value  of  $300,000. 

In  1918  the  petitioner  paid  as  rental  under  the  sublease  $114,159.68. 
representing  the  market  value  of  the  sugar  which  the  lessor  was 
entitled  to  receive  under  the  lease  from  the  crop  of  that  year.  1  pon 
its  books  of  account  the  petitioner  charged  one-third  of  such  amount 
to  the  1918  crop  account,  one-third  to  the  1919  crop  account,  and  one- 
third,  $38,053.22,  to  the  1920  crop  account.  Upon  its  income-tax 
return  for  1920  it  deducted  the  amount  of  such  payment  so  allocated 
to  the  1920  crop.  In  determining  the  deficiency  the  Commissioner 
refused  to  allow  any  part  of  such  payment  as  cost  of  the  1920  crop. 

On  or  about  October  1,  1918,  the  assignees  of  Knudsen  granted 
to  the  petitioner  an  extension  to  April  30,  1920,  of  the  sublease  which 
it  then  held.  In  1920  there  was  in  force  in  the  Territory  of  Hawaii 
a  law  which  gave  the  Commissioners  of  Public  Lands  the  right  to 
extend  the  term  of  a  lease  on  territorial  lands  for  one  year  for  the 
purpose  of  permitting  the  tenant  to  remove  crops  then  under  culti¬ 
vation.  For  the  purpose  of  enabling  it  to  take  advantage  of  this 
provision  of  law,  the  petitioner  entered  into  negotiations  with 
the  widow  of  Knutsen  and  her  assignees  to  secure  a  sublease  for  the 
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month  of  May,  1920,  or  to  secure  an  assignment  of  their  interest 
under  the  lease  from  the  Commissioners  of  Crown  Lands  to  Knudsen. 
On  Dececmber  4,  1918,  an  agreement  was  entered  into  between  peti¬ 
tioner  and  repersentatives  of  said  Knudsens  under  which  petitioner 
paid  $240,000  to  said  Knudsens  for  their  reversionary  interest  in  the 
Lease  from  the  Commissioners  of  Crown  Lands  and  in  commutation 
and  settlement  of  the  rental  for  the  unexpired  period  of  the  sublease. 
In  computing  its  taxable  income  for  1920  the  peitioner  deducted 
$130,000  on  account  of  such  payment.  In  computing  the  deficiency 
for  that  year  the  respondent  allowed  as  a  deduction  $96,000  of  such 
payment. 

A  reasonable  allowance  for  depreciation  of  the  assets  of  the  peti¬ 
tioner  for  1920  was  $112,554.38.  This  amount  was  claimed  as  a  de- 
luction  by  peititioner  upon  its  income-tax  return.  The  respondent 
lllowed  only  $40,000. 

Several  years  prior  to  1920  the  petitioner  began  the  reclamation  of 
ow  or  swamp  lands  lying  within  the  boundary  of  its  lease.  Ditches 
vere  made  from  the  high  lands  to  the  low  lands  by  which  storm  water 
md  silt  were  carried  down  from  the  hills  to  the  low  land  to  be  re¬ 
claimed.  The  reclamation  was  effected  by  the  deposit  of  silt  from 
he  upper  lands  upon  the  swamp  lands,  the  elevation  of  such  lands 
hereby  being  secured.  The  total  amount  expended  by  petitioner  for 
his  work  to  January  1,  1920,  was  $67,220.11.  Such  cost  has  been 
imortized  on  the  basis  of  the  life  of  the  lease  and  the  cost  remaining 
inamortized  on  January  1,  1920,  was  $9,515.39.  In  computing  the 
earned  surplus  of  the  corporation  for  the  purpose  of  determining  its 
nvested  capital,  the  Commissioner  refused  to  allow  any  part  of  such 
imount  to  be  included. 

The  petitioner  marketed  its  sugar  through  an  agency  known  as 
American  Factors,  Ltd.  A  substantial  portion  of  the  stock  of  peti- 
ioner  was  owned  by  this  agency.  A  number  of  the  directors  of 
he  petitioner  were  directors  of  American  Factors,  Ltd.  The  officers 
>f  the  petitioner  were  either  substantial  stockholders  or  officers  of 
American  Factors,  Ltd.  A  salary  was  paid  to  its  officers  by  Ameri¬ 
can  Factors,  Ltd.,  but  no  salary  was  paid  by  petitioner  to  any  of  its 
•fficers,  except  to  the  plantation  manager,  who  also  served  as  a  vice 
>resident.  On  Januray  1,  1920,  petitioner  had,  among  other  assets, 
42, 444.80  cash  on  hand  and  in  the  bank,  accounts  receivable  of 
496,856.16,  growing  crops  of  $751,027.73,  and  sugar  in  coolers  of 
534,968.  It  had  drafts  and  accounts  payable  and  accrued  liabilities 
>f  $74,265.76.  The  agreement  between  petitioner  and  its  agents, 
American  Factors,  Ltd.,  provided  that  such  agents  should  finance 
he  petitioner  pending  the  receipt  by  it  of  the  proceeds  of  each  year’s 
rop.  Its  receipts  from  its  1920  crop  were  $5,288,865.86. 
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The  fixed  assets  of  the  petitioner,  substantially  all  of  which  were 
fixed  to  the  leasehold  premises  by  way  of  improvements  thereto  or 
buildings  thereon,  had  cost  the  petitioner  $1,594,547.91.  Such  assets 
were  included  by  the  respondent  in  computing  invested  capital  at  a 
depreciated  cost  of  $210,016.72.  The  total  invested  capital  of  the 
petitioner,  as  determined  by  the  respondent,  was  $2,814,880.34. 

OPINION. 

Phillips:  It  is  the  primary  contention  of  the  petitioner  that  the 
determination  of  the  tax  liability  for  the  year  1920  made  by  the 
Commissioner  and  evidenced  by  his  letter  of  April  16,  1925,  was  a 
bar  to  the  determination  of  any  further  tax  liability  for  that  year. 
It  is  first  urged  that  section  274  of  the  Revenue  Act  of  1924  con¬ 
templates  only  one  determination  by  the  Commissioner.  The  Board 
has  already  determined  this  issue  adversely  to  the  claim  of  the 
petitioner  in  J.  W.  Bowman ,  8  B.  T.  A.  526,  where  it  was  held  that 
the  mailing  of  one  definciency  notice  under  the  Revenue  Act  of 
1924  did  not  bar  the  determination  of  a  further  deficiency  and  the 
mailing  of  notice  thereof. 

It  is  further  urged  that  the  petitioner  accepted  the  determination 
evidenced  by  the  letter  of  March  13,  1925,  and  that  the  result  was  a 
settlement  which  can  only  be  set  aside  for  fraud  or  mistake.  Section 
1006  of  the  Revenue  Act  of  1924,  under  which  the  determination  of 

the  deficiency  was  made,  provides : 

\ 

If  after  a  determination  and  assessment  in  any  case  the  taxpayer  has  paid 
in  whole  any  tax  or  penalty,  or  accepted  any  abatement,  credit,  or  refund  based 
on  such  determination  and  assessment,  and  an  agreement  is  made  in  writing 
between  the  taxpayer  and  the  Commissioner,  with  the  approval  of  the  Secretary, 
that  such  determination  and  assessment  shall  be  final  and  conclusive,  then 
(except  upon  a  showing  of  fraud  or  malfeasance  or  misrepresentation  of  fact 
materially  affecting  the  determination  or  assessment  thus  made)  (1)  the  case 
shall  not  be  reopened  or  the  determination  and  assessment  modified  by  any 
officer,  employee,  or  agent  of  the  United  States,  and  (2)  no  suit,  action,  or 
proceeding  to  annul,  modify,  or  set  aside  such  determination  or  assessment 
shall  l>e  entertained  by  any  court  of  the  United  States. 

It  is  not  claimed  that  any  agreement  was  made  in  writing  between 
the  taxpayer  and  the  Commissioner,  with  the  approval  of  the  Secre¬ 
tary,  the  claim  being  in  effect  that  a  payment  of  the  tax  has  the  same 
effect  as  if  the  agreement  provided  for  in  the  Act  had  been  made. 
Congress  has  provided  the  method  by  which  the  determination  and 
assessment  may  be  made  final  and  conclusive.  To  adopt  the  peti¬ 
tioner’s  theory  would  be  to  disregard  the  safeguard  which  the  law 
has  seen  fit  to  throw  about  final  and  conclusive  settlements.  IVe  are 
of  the  opinion  that  the  Commissioner  was  authorized  to  make  a  second 
determination  of  deficiency  and  to  notify  petitioner  thereof. 
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The  decision  of  several  of  the  errors  alleged  to  have  been  made  in 
computing  income  or  invested  capital  involves  the  digesting  and 
weighing  of  the  testimony  offered  and  the  consideration  of  many 
primary  facts  in  arriving  at  one  or  more  ultimate  facts,  such  as  that 
of  value.  It  seems  unnecessary  to  set  out  or  discuss  such  evidence 
in  detail.  We  have  confined  our  findings  to  those  which  seem  neces¬ 
sary  or  appear  essential  to  an  understanding  of  the  case,  and  we 
limit  our  discussion  of  the  evidence  as  much  as  seems  possible,  con¬ 
sistent  with  our  purpose  to  indicate  the  basis  of  our  decision. 

In  computing  the  deficiency  for  1920  the  Commissioner  refused  to 
allow  as  a  deduction  the  amount  of  certain  payments  or  donations 
made  by  petitioner  to  churches  which  conducted  services  upon  its 
plantation  and  certain  charitable  organizations  which  did  welfare 
work  among  its  employees.  The  principles  which  govern  the  deduc¬ 
tion  of  contributions  by  corporations  for  such  purposes  have  been 
iiscussed  by  us  in  Poinsett  Mills ,  1  B.  T.  A.  6;  Elm  City  Cotton 
Mills ,  5  B.  T.  A.  309;  Franklin  Mills ,  7  B.  T.  A.  1290,  and  other 
3ases.  Without  discussing  the  evidence  in  detail,  we  are  satisfied  that 
oecause  of  the  extent  of  its  plantation  the  petitioner  was  under  the 
necessity  of  making  some  provision  for  a  place  of  worship  for  its 
employees  and  that  the  small  payments  made  to  welfare  organizations 
vere  made  for  the  purpose  of  enabling  those  associations  to  continue 
lecessary  work  among  petitioner’s  employees.  Donations  were  made 
:o  a  few  organizations  from  which  the  petitioner  received  no  direct 
3enefit,  but  these  have  been  eliminated  from  the  amounts  set  forth 
n  our  findings  of  fact.  We  are  satisfied  that  as  to  the  balance  set 
)ut  in  our  findings,  the  benefit  to  the  petitioner  wTas  so  direct  as  to 
constitute  those  payments  ordinary  and  necessary  expenses. 

The  question  then  arises  as  to  whether  such  payments  must  be 
leducted  in  the  year  when  paid  or  may  be  apportioned  to  the  crops, 
is  the  petitioner  has  done  upon  its  books.  These  payments  were 
nade  for  the  benefit  of  employees  who  were  working  upon  three 
crops,  and  in  such  circumstances  we  are  of  the  opinion  that  the  pay¬ 
ments  were  sufficiently  related  to  the  crops  so  that  we  may  not  say 
hat  the  system  of  accounting  employed  by  the  petitioner  did  not,  in 
his  respect,  clearly  reflect  its  income.  The  taxable  income  as  deter¬ 
mined  by  the  Commissioner  should  be  reduced  by  $1,632.78  and 
nvested  capital  increased  by  $1,395.67. 

The  petitioner  contends  that  upon  organization  it  acquired,  among 
>ther  assets,  a  sublease  which  had  a  cash  value  of  $1,300,000,  which 
t  is  entitled  to  include  in  invested  capital  at  that  amount,  less 
xhaustion  thereof  to  the  beginning  of  the  taxable  year.  The  evi- 
ience  discloses  that  petitioner  acquired  three  subleases.  These  were 
lmost  immediately  replaced  by  a  new  sublease  with  different  terms. 
Substantially  all  the  evidence  and  argument  are  directed  toward 
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showing  the  value  of  the  corporation  as  an  operating  unit  after  it 
had  obtained  this  new  sublease.  This  has  little,  if  any,  bearing  upon 
the  value  of  the  three  subleases  acquired  at  organization.  It  is  this 
latter  value,  if  any,  which  petitioner  is  entitled  to  include  in  its  in¬ 
vested  capital  for  it  was  these  subleases  which  were  obtained  in 
exchange  for  stock.  The  evidence  does  not  indicate  that  petitioner 
obtained  the  new  sublease  from  the  widow  of  Knudsen  for  its  capital 
stock  and  no  basis  exists  for  computing  invested  capital  on  the  basis 
of  the  value  of  this  substituted  asset. 

We  see  nothing  in  the  record  which  would  indicate  that  the  sub¬ 
leases  assigned  to  the  petitioner  by  its  incorporators  at  the  time  of 
organization  had  any  value.  According  to  the  oral  testimony  these 
leases  provided  for  a  rental  of  two-sixteenths  of  the  crop.  The  new 
sublease  which  superseded  them  provided  for  a  much  smaller  rental. 
Such  a  situation  does  not  indicate  that  the  subleases  received  from 
the  incorporators  had  a  substantial  value.  The  picture  which  we 
visualize  from  the  record  is  that  of  two  plantations  and  a  mill  there¬ 
tofore  operated  with  indifferent  success,  reorganizing  and  combining 
their  resources  with  the  aid  of  their  landlord  in  an  attempt  to  arrive 
at  a  result  which  would  permit  of  successful  operation.  It  is  our 
opinion  that  neither  the  three  subleases  originally  acquired  or  the 
new  sublease  which  replaced  them,  had  any  cash  or  market  value  at 
the  time  of  acquisition.  The  Commissioner  properly  refused  to 
allow  any  amount  to  be  included  in  invested  capital  for  such 
subleases. 

At  March  1,  1913,  however,  the  situation  was  different.  In  1907 
extensive  additions  were  made  to  the  irrigating  system  which  per¬ 
mitted  not  only  of  the  cultivation  of  higher  lands  but  produced  a 
better  and  greater  supply  of  water  for  the  lower  lands,  which  were 
the  only  lands  under  cultivation  prior  to  1907.  By  1913  the  oper¬ 
ations  of  the  company  had  been  conducted  profitably  over  a  number 
of  years.  In  Oahu  Sugar  Company,  Limited ,  13  B.  T.  A.  404,  we 
have  had  occasion  to  discuss  some  of  the  factors  to  which  consider¬ 
ation  must  be  given  in  determining  the  March  1,  1913,  value  of  lease¬ 
holds  of  sugar  lands  in  the  Hawaiian  Islands.  Much  of  what  was 
said  there  is  equally  applicable  here.  The  remaining  life  of  the 
lease  was  short.  This  is  particularly  important  when  we  consider 
that  the  sugar  industry  was  considered  as  facing  a  period  during 
which  profits  probably  would  decrease.  On  the  other  hand,  the  im¬ 
provements  placed  upon  the  property  were  valued  at  a  small  fraction 
of  their  original  cost.  Considering  the  size  of  the  plantation,  the 
initial  cost  of  the  improvements  at  the  depreciated  values  assigned 
to  them  by  both  parties  would  be  comparatively  small,  but  it  would 
have  to  be  recovered  in  a  short  period  unless  the  lessee  could  secure 
a  new  lease.  Here  lies  a  factor  deserving  of  much  consideration. 
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'he  lessee  in  possession  would  be  the  logical  person  to  secure  a  lease. 
Lmong  other  things,  there  would  be  no  interruption  of  operation  and 
o  loss  of  income  or  rentals  such  as  would  result  from  a  change  of 
[enants  where  the  crop  takes  two  years  to  mature.  The  tenant  in 
ossession  could  afford  to  pay  more  than  a  new  tenant,  and  the 
mdlord  could  afford  to  take  less  because  of  this  continuity  of  oper- 
tions.  Upon  the  basis  on  which  the  improvements  were  valued,  the 
iase  would  have  been  attractive  to  one  who  believed  he  could  secure 
new  lease  at  a  reasonable  rental.  There  was  no  reason  to  suppose 
his  would  not  be  done,  at  least  as  to  a  large  part  of  the  lands.  We 
ave  no  intention  of  intimating  that  the  March  1,  1913,  value  should 
iclude  any  value  for  a  new  lease  which  would  presumably  be  negoti- 
ted  at  current  rentals  or  should  include  any  part  of  the  exhaustion 
educted  in  arriving  at  the  March  1,  1913,  value  of  the  improve- 
lents.  There  can  be  no  question,  however,  that  any  purchaser  would 
ave  seriously  considered  what  advantage  he  would  have  as  owner 
f  the  existing  lease  in  obtaining  a  new  lease,  and  that  this  is  properly 
>  be  considered  in  arriving  at  the  value.  It  is  our  opinion  that  on 
[arch  1,  1913,  petitioner’s  leasehold  interest  had  a  fair  market  value 
f  $300,000  in  excess  of  the  value  of  the  improvements  thereon,  and 
lat  in  computing  taxable  income  it  is  entitled  to  deduct  a  reasonable 
[lowance  for  the  exhaustion  thereof. 

Although  in  the  lease  it  was  provided  that  the  petitioner  should 
ay  its  rental  in  sugar,  it  was  customary  for  the  petitioner  to  market 
ich  sugar  and  pay  the  lessor  the  market  value.  In  1918  it  paid 
L14, 159.58  as  the  rental  for  that  year.  One-third  of  this  was  charged 
a  its  books  to  the  1920  crop  and  deducted  in  computing  1920  income, 
etitioner  contends  that,  since  the  plantation  was  used  during  1918 
)r  the  cultivation  of  three  crops  this  represented  a  rental  for  all  of 
ie  land  and  that  on  the  crop  system  of  accounting  it  may  properly 
locate  one-third  of  this  rental  to  each  of  the  three  crops.  The 
ispondent,  on  the  other  hand,  contends  that  such  a  rental  payment 
unlike  other  expenses  of  producing  the  crop  and  may  not  be  allo¬ 
tted  over  three  crop  years,  that  the  lease  provides  for  a  payment  in 
ind  which  must  necessarily  be  taken  from  the  crop  harvested,  and 
tat  the  rental  may  only  be  deducted  as  a  part  of  the  cost  of  such 
'op.  We  are  of  the  opinion  that  the  respondent  is  correct  in  his 
mtention.  The  proof  of  this  may  be  seen  if  we  look  at  the  situation 
i  which  the  petitioner  would  have  found  itself  had  it  not  been  able 
»  secure  the  renewal  of  its  leases  beyond  1920.  In  such  a  situation, 
blowing  the  basis  on  which  the  1918  rental  was  apportioned,  the 
ntal  paid  in  1919  would  have  been  apportioned  one-half  for  the  crop 
f  that  year  and  one-half  for  the  crop  of  1920,  and  the  rental  paid 
>r  1920  would  all  have  been  apportioned  tp  the  1920  crop,  for  tbe 
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petitioner  would  not  have  cultivated  any  1921  or  1922  crops  and  could 
therefore  not  have  charged  any  part  of  the  rent  for  1920  to  such  i 
crops.  The  result  would  be  that  the  1920  crop  would  be  charged  aJ 
rental  with  one-third  of  the  rent  paid  in  1918,  one-half  of  the  rent 
paid  in  1919  and  all  of  the  rent  paid  in  1920.  Such  a  situation  would! 
obviously  work  a  distortion  of  income.  The  reverse  of  this  situation 
would  occur  in  the  case  of  a  tenant  first  entering  upon  the  cultivation 
of  lands  who,  under  petitioner’s  theory,  would  be  entitled  to  deduct 
nothing  for  the  first  two  years  and  only  one-third  of  the  rent  paid  in 
the  third  year.  We  are  of  the  opinion  that  the  rental  is-  a  direct 
charge  against  the  crop  from  which  it  is  paid  and  is  deductible  as  a 
part  of  the  cost  of  that  crop.  It  follows  that  the  Commissioner  was 
correct  in  refusing  to  allow'  a  deduction  in  1920  of  $38,053.22  of  the 
amount  paid  in  1918,  and  in  refusing  to  allow  that  amount  to  be 
included  in  earned  surplus  as  a  part  of  the  cost  of  the  1920  crop. 

In  December,  1918,  the  petitioner  paid  $240,000  in  order  to  secure 
the  remainder  interest  held  by  the  Knudsens  under  their  lease  from 
the  Kingdom  of  Hawaii  (the  lease  having  been  made  before  Hawaii 
became  a  territory  of  the  United  States)  and  in  settlement  of  the 
rents  which  would  become  due  during  the  remainder  of  the  period 
for  which  it  had  a  sublease.  In  computing  its  income  it  deducted  as 
rental  $130,000  of  this  amount.  The  Commissioner  disallowed 
$34,000.  It  is  contended  by  the  petitioner  that  $30,000  of  this  amount 
was  paid  specifically  for  the  month  of  May,  1920,  being  the  unex¬ 
pired  portion  of  the  lease  held  by  the  Knudsens.  The  only  evidence 
of  this  is  that  the  directors  at  a  meeting  authorized  the  payment  of 
$30,000  to  secure  these  rights.  There  is  nothing  to  indicate  that  w'hen 
the  agreement  was  reached  between  petitioner  and  the  Knudsens  anv 
specific  amount  w'as  paid  for  this  month.  The  agreement  appears  to 
have  been  reached  on  the  basis  of  a  lump-sum  payment  of  $240,000 
lor  the  balance  of  the  term  and  it  is  our  opinion  that  the  payment 
must  be  treated  on  this  basis.  Aside  from  their  difference  with 
respect  to  this  item  of  $30,000,  counsel  for  the  parties  are  now  agreed 
that  the  payment  should  be  distributed  over  29  months  and  that 
Iwelve-twenty-ninths  is  the  proper  deduction  for  1920.  The  income 


and  invested  capital  should  be  adjusted  accordingly. 

The  Commissioner  reduced  the  amount  of  depreciation  claimed  by 
the  petitioner  from  $112,554.38  to  $40,000.  This  is  now  conceded  by 
Ins  counsel  to  have  been  in  error  and  the  income  should  be  adjusted 
accordingly. 


Over  a  period  of  several  years  the  petitioner  had  reclaimed  swamp 
lands  near  the  shore  by  diverting  the  water  which  ran  down  from 
the  hills  in  the  rear  of  its  plantations  into  such  swamps,  causing  the 
fdlt  to  be  deposited  there  and  gradually  raising  the  elevation  until 
in  1920  it  had  reclaimed  some  300  or  more  acres,  all  of  which  it  had 
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ider  cultivation  and  which  had  proved  to  be  very  productive.  In 
doing  it  was  necessary  to  construct  ditches  from  time  to  time.  In 
s  determination  of  invested  capital  the  Commissioner  treated  these 
lyments  as  annual  expenses  to  be  charged  off  each  year  and  refused 
permit  any  part  of  the  amount  so  expended  to  be  included  in  com- 
iting  the  earned  surplus  of  the  petitioner.  At  the  hearing  the  Com- 
issioner  sought  to  show  that  these  ditches  were  used  for  the  purpose 
protecting  the  lands  of  the  petitioner  against  inundation  by  heavy 
infalls  in  the  hills,  but  was  not  successful  in  that  effort.  The 
•imary  purpose  of  the  ditches  and  drains  constructed  by  the  peti- 
mer  appears  to  have  been  to  permit  the  reclamation  of  these  low 
nds  and  there  seems  to  be  no  doubt  on  the  record  before  us  that 
ititioner  is  entitled  to  include  the  unamortized  cost  in  computing 
5  earned  surplus.  See  J .  H.  Sanford ,  2  B.  T.  A.  181. 

The  petitioner  claims  to  be  entitled  to  assessment  under  section  328 
the  Kevenue  Act  of  1918.  It  urges  that  no  salaries  were  paid 
its  officers,  thereby  creating  an  abnormal  condition.  There  is 
>thing  to  indicate  that  any  of  the  officers  devoted  a  substantial 
>rtion  of  their  time  to  the  affairs  of  the  petitioner  and  it  appears 
at  it  was  not  customary  on  the  Islands  for  sugar  companies  to 
ly  salaries  to  their  officers.  These  officers  apparently  functioned 
uch  as  do  directors  of  a  corporation,  dealing  with  the  general  in¬ 
rests  of  the  corporation  but  leaving  the  details  to  others  who  were 
dd.  We  see  nothing  abnormal  in  this  situation. 

The  petitioner  further  urges  as  a  ground  for  special  assessment 
ider  section  328  of  the  Act  that  an  abnormality  exists  because  the 
isiness  of  the  petitioner  was  conducted  so  largely  upon  leased  lands, 
hereby_  the  necessity  for  a  capital  investment  in  real  estate  was 
mecessary.  We  believe  that  this  claim  for  special  assessment  dis- 
)pears  when  it  is  considered  that  the  petitioner  was  entitled  to  a 
Auction  of  the  amount  of  the  rental  paid  and  also  a  deduction  for 
,e  amortization  of  the  March  1,  1913,  value  of  the  leaseholds,  neither 
!  which  deductions  would  be  granted  in  the  case  of  a  corporation 
vning  its  lands  in  fee.  Moreover,  it  appears  that  each  of  the 
irporations  submitted  by  the  petitioner  as  comparatives  is  in  much 
e  same  situation  as  the  petitioner,  operating  their  plantations 
rgely  under  leases. 

It  is  urged  by  the  petitioner  that  an  abnormality  exists  because 
‘  the  small  amount  of  working  capital  which  it  was  necessary  for 
ie  petitioner  to  provide.  This  was  due  to  the  fact  that  American 
actors,  Ltd.,  who  were  the  agents  of  the  petitioner  for  the  purpose 
:  selling  its  sugar,  wTere  under  an  agreement  to  finance  the  operations 
:  the  petitioner  pending  the  sale  of  its  crop.  We  see  nothing  ab- 
)rmal  in  this  situation,  for  presumably  the  agents  were  compen- 
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sated  by  the  commission  which  they  received  for  acting  as  sue 
which  in  turn  served  to  reduce  the  taxable  income  of  the  petitione: 

The  claim  of  abnormality  most  seriously  urged  by  the  petition 
is  that  while  its  physical  assets  were  acquired  at  a  cost  in  excess  < 
$1,500,000,  these  assets  were  reflected  in  its  invested  capital  for  19‘ 
at  $210,000.  This  was  due  to  the  fact  that  at  January  1,  1920,  tl 
petitioner’s  lease  had  only  a  short  period  to  run  and  that  the  co 
of  the  assets  had  been  amortized  over  the  period  of  the  lease, 
is  claimed  by  the  petitioner  that  this  created  an  abnormality  in  i 
invested  capital  as  compared  with  other  corporations  in  the  sail 
business.  The  primary  purpose  of  the  invested  capital  provisions  < 
the  excess-profits-tax  laws  have  been  to  provide  for  a  certain  retui 
upon  capital  invested  in  the  business  before  taxes  were  assessed  upc 
the  balance  of  the  earnings.  When  the  amount  is  invested  in  asse 
having  a  fixed  or  determinable  life,  provision  is  made  in  the  act  f< 
allowing  a  return  of  the  capital  invested  by  way  of  a  deduction  f( 
the  exhaustion  thereof.  In  this  way  the  capital  invested  is  returns 
free  of  any  tax  over  the  useful  life  of  the  assets.  It  is  for  this  reasc 
that  the  $1,500,000  originally  invested  in  assets  has  been  reduced  1 
$210,000.  This  latter  figure  represents  the  amount  which  the  pet 
tioner  had  originally  invested  in  tangible  assets  and  which  it  ha 
not  recovered  free  of  tax  by  way  of  a  deduction  in  computing  ii 
come.  Although  the  amount  originally  invested  in  these  assets  w; 
substantially  larger,  all  that  was  at  risk  in  the  business  in  1920  wi 
the  unexhausted  or  undepreciated  cost.  It  is  on  this  amount  thf 
the  taxpayer  is  entitled  to  earn  the  credit  provided  by  the  law  befoi 
the  profits  tax  is  computed  upon  the  balance  of  its  income.  It  mu* 
also  be  understood  that  by  reason  of  the  shorter  life  of  the  petitioner 
lease,  its  annual  deduction  for  depreciation  and  exhaustion  of  it 
assets  is  greater,  thus  serving  to  reduce  its  annual  taxable  incom< 
We  are  of  the  opinion  that  the  taxpayer  has  not  established  an 
abnormal  condition  affecting  either  its  income  or  its  capital  wine 
entitled  it  to  a  computation  of  its  tax  under  section  328  of  th 
1918  Act.  ,  ( 

Decision  will  be  entered  under  Rule  f>t 


Gaylord  Mercantile  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  13077.  Promulgated  October  1,  1928. 

George  E.  Wallace ,  Esq.,  and  Charles  U.  Preston ,  C.  P.  A .,  for  th 
petitioner. 

L.  A.  Luce ,  Esq.,  for  the  respondent. 
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This  proceeding  results  from  the  determination  of  deficiencies  in 
ncome  and  profits  taxes  amounting  as  follows:  for  the  year  1919, 
138.01 ;  for  the  year  1920,  $16.86. 

Petitioner  alleges  error  with  reference  to  the  following  issues: 
1)  The  .income  for  1919  is  overstated  by  an  amount  of  $648.30,  due 
o  a  failure  to  take  into  consideration  the  correct  merchandise  in- 
entories  at  the  beginning  and  the  end  of  the  taxable  year;  (2)  the 
ncome  for  1920  is  overstated  by  an  amount  of  $1,592.20,  due  to  a 
ailure  to  consider  the  correct  inventory  at  the  beginning  of  the 
axable  year;  and  (3)  for  the  years  1919  and  1920  there  has  been  a 
ailure  to  allow  as  a  deduction  from  income  a  reasonable  allowance 
or  depreciation  of  fixed  assets. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  with  its  principal  office  at  Gaylord, 

linn. 

During  the  years  1919  and  1920,  the  petitioner  owned  assets  as 
ollows,  and  the  cost  thereof  to  petitioner,  less  depreciation  charged 
ff  on  the  books,  amounted  as  follows: 


Assets 

1919 

1920 

ore  building,  _ _ 

$11, 000.00 
213.  78 
3, 000.  00 
317. 45 

$11,  000.  00 
213.  78 
3,  000.  00 
317.  45 
161.  10 
865.  00 
3, 000.  00 

Addition  in  1919 _ _ 

xtures.  _  . 

Additions  in  1919 _ 

Addi  tions  in  1920. 

mating  plant _ 

865.  00 
3,  000.  00 

ame  building _ 

Allowances  for  the  exhaustion,  wear  and  tear  of  the  above  assets 
ave  been  allowed  as  deductions  from  income  as  follows :  for  1919, 
(21.42;  for  1920,  $736.94. 

The  construction  of  the  store  building  was  completed  in  April, 
)08,  at  a  cost  slightly  in  excess  of  $14,000.  This  store  is  of  brick 
instruction,  which  has  deteriorated  and  the  brick  work  will  have  to 
}  renewed.  At  the  front  of  the  building  the  metal  flashing  around 
coping  has  rusted  away  and  requires  renewal  to  prevent  leaks. 
Fixtures  were  originally  installed  in  the  building  in  1907  and  1908 

'  a  cost  at  least  $2,900.  A  heating  plant  was  installed  in  the 
immer  of  1908  at  a  cost  of  approximately  $1,000. 

The  frame  building  was  located  upon  a  farm  in  Stutsman  County, 
.  Dak.,  when  the  farm  was  acquired  in  1911. 

Ihe  additions  to  store  building  in  1919  consisted  of  shelving  and 
i  overhead  balcony  in  the  warehouse  for  storage  purposes. 
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The  additions  to  fixtures  in  1919  consisted  of  fixtures  for  the  ready- 
to-wear  department,  racks  and  mirrors. 

At  the  beginning  of  1919,  the  inventory  of  the  petitioner  was  taken 
on  the  basis  of  the  lower  of  cost  or  market.  As  soon  as  possible  after 
January  1  the  physical  count  and  inspection  was  started  and  the 
inventory  was  completed  as  rapidly  as  possible  throughout  the  month 
of  January.  As  the  month  of  January  passed  the  taking  of  the 
inventory  was  hastened  in  order  to  complete  the  inventory  by  Jan¬ 
uary  31.  Revisions  were  made  by  way  of  deductions  for  goods  sold 
after  inventorying  and  the  completed  inventory  listed  the  goods  on 
hand  on  January  31.  The  inventory  at  the  beginning  of  the  year 
1920  was  taken  and  valued  upon  the  same  method  and  basis. 

The  inventory  of  January  31,  1919,  was  valued  at  an  aggregate  of 
$38,406.26,  from  which  amount  was  deducted  an  allowance  amount¬ 
ing  to  $2,240.50,  designed  to  cover  contingencies  or  depreciation  of 
stock,  leaving  a  net  inventory  value  of  $36,165.76. 

The  inventory  of  January  31,  1920,  was  valued  at  an  aggregate  of 
$45,491.64,  from  which  amount  was  deducted  an  allowance  for  con¬ 
tingencies  or  depreciation  amounting  to  $1,592.20,  leaving  a  net 
inventory  value  of  $43,899.40,  to  which  was  added  for  merchandise 
entered  in  various  books  and  for  sundry  charges  and  claims  an 
amount  of  $1,116.20,  the  final  amount  of  the  inventory  value  being 
$45,015.64. 

In  the  return  for  the  calendar  year  1919,  the  petitioner  computed 
the  cost  of  goods  sold  in  consideration  of  an  inventory  at  the  beginning 
of  the  year  amounting  to  $39,204.69,  and  at  the  end  of  the  year 
amounting  to  $49,306.94.  In  the  return  for  the  calendar  year  1920. 
the  petitioner  computed  the  cost  of  goods  sold,  in  consideration  of 
an  inventory  at  the  beginning  of  the  year  amounting  to  $49,306.94. 
The  respondent  has  accepted  these  values  without  adjustment. 

OPINION. 

Lansdon  :  This  is  a  case  wherein  the  issues  are  purely  questions 
of  fact,  vet  we  are  confronted  bv  a  failure  of  the  record  to  afford 
any  definite  basis  upon  which  to  determine  that  the  respondent  has 
erred. 

In  the  first  and  second  issues  the  petitioner  seeks  to  revise  the 
amounts  of  the  inventories  at  the  beginning  and  the  end  of  the  year 
1919  which  it  reported  in  its  returns  and  which  values  have  been 
accepted  by  the  respondent.  It  is  in  evidence  that  the  inventories 
actually  taken  were  of  the  goods  on  hand  on  January  31  of  each 
year,  although  the  returns  were  filed  on  a  calendar  year  basis. 
Furthermore,  it  appears  that  the  values  of  the  inventories  reported 
in  the  returns  differ  from  the  actual  inventories  according  to  the 
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)ooks.  No  attempt  has  been  made  to  reconcile  these  differences. 
From  the  facts  before  us  we  can  not  state  to  what  extent,  if  any,  the 
•ost  of  goods  sold  has  been  erroneously  reported,  in  either  of  the 
axable  years. 

The  remaining  issue  relates  to  the  amount  of  the  deductions 
dlowable  for  exhaustion,  wear  and  tear.  Certain  book  values  are 
ised  by  both  parties  in  their  computations,  but  they  differ  as  to  the 
mnual  percentage  rates  to  be  allowed  in  the  computations.  There 
s  no  satisfactory  evidence  that  the  book  values  were  the  acceptable 
emaining  cost  after  deducting  depreciation  actually  sustained  or 
hat  the  remaining  lives  of  the  assets  may  be  expected  to  dilfer  ma- 
erially  from  the  estimates  of  the  respondent. 

Judgment  will  be  entered  for  the  respondent. 


Iaurice  B.  Saul,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

oseph  Neff  Ewing,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  14067,  14068.  Promulgated  October  1,  1928. 

Upon  the  dissolution  of  a  law  partnership  in  1921,  of  which  the 
petitioners  were  members,  they  received  from  the  sale  of  certain 
interests  in  the  partnership  amounts  of  money  in  excess  of  the  cost 
of  their  pro  rata  interests  in  the  tangible  assets,  which  the  Com¬ 
missioner  held  constituted  taxable  income.  Hem ,  that  the  peti¬ 
tioners  derived  no  taxable  income  from  the  sale. 

J.  A.  Lamorelle ,  Esq .,  and  J.  Marvin  Haynes ,  Esq.,  for  the  peti- 
ioners. 

J .  E.  Mather ,  Esq.,  for  the  respondent. 

These  proceedings,  consolidated  for  the  purpose  of  disposition,  are 
or  the  redetermination  of  deficiencies  in  income  tax  of  $15,270.02 
i  the  case  of  Maurice  B.  Saul,  and  of  $314.60  in  the  case  of  Joseph 
[eff  Ewing.  The  question  in  issue  is  whether  the  petitioners  de- 
ived  $30,150  and  $2,250,  respectively,  from  the  sale  in  1921  of  cer- 
iin  interests  in  a  law  partnership  of  which  they  were  members. 

FINDINGS  OF  FACT. 

The  petitioners  are  residents  of  the  State  of  Pennsylvania.  John 
r.  Johnson,  now  deceased,  practiced  law  in  the  City  of  Philadelphia 
or  many  years  prior  to  his  death  and  attained  the  reputation  of 
eing  one  of  America’s  leading  lawyers.  For  14  years  immediately 
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prior  to  his  cleatli  on  April  14,  1917,  he  had  occupied  a  suite  of  offices 
at  1335  Land  Title  Building,  Philadelphia. 

For  a  period  of  11  years  immediately  prior  to  Johnson’s  death 
Maurice  B.  Saul  was  associated  with  him  in  the  practice  of  the  law 
and  in  addition  to  Saul  there  were  associated  with  him  at  the  time 
of  his  death  Frank  P.  Prichard,  James  W.  Bayard,  Ralph  B.  Evans. 
Carlyle  H.  Ross,  and  Benjamin  O.  Frick. 

Johnson  took  a  fatherly  interest  in  Saul.  He  told  him  that  his 

%j 

practice  would  come  to  him  after  his  death,  and  advised  him  to  prac¬ 
tice  law  alone  and  not  to  take  in  anyone  as  a  partner. 

Shortly  before  his  death,  however,  he  advised  Saul  that  he  had 
changed  his  mind  as  to  Saul  practicing  law  alone  after  his  death. 
He  said  that  some  of  the  clients  would  probably  think  that  he  was  too 
young  a  man  to  take  care  of  their  affairs  and  therefore  he  advised 
Saul  to  enter  into  a  partnership  with  Prichard,  who  was  a  much 
older  man  than  Saul,  and  who  had  been  associated  with  Johnson  some 
30  or  40  years.  He  told  Saul  that  he  was  going  to  advise  Prichard 
to  that  effect. 

Johnson,  in  the  sixth  and  seventh  paragraphs  of  his  will,  provided 
as  follows : 

To  Frank  P.  Prichard,  if  he  shall  survive  me,  I  give  all  Law  books  and  law 
papers  and  pamphlets  to  such  extent  as  he  shall  not  be  the  owner  of  duplicates. 
All  duplicates  I  give  to  Morris  B.  Saul,  and,  if  Mr.  Prichard  does  not  survive 
me  Mr.  Saul  will  take  what  Mr.  Prichard,  as  a  survivor,  would  take. 

My  office  shall  be  kept  up,  at  the  expense  of  my  estate,  for  six  months  after 
my  decease,  so  that  those  who  have  been  associated  with,  or  helping  me,  may 
make  their  future  arrangements  carefully.  If  Mr.  Prichard  survives  me,  he 
will  be  in  the  control  of  my  office,  during  the  time.  If  he  does  not,  Mr.  Saul 
will  control. 

As  both  Prichard  and  Saul  survived  Johnson,  all  of  the  law  books, 
law  papers  and  pamphlets  pertaining  to  Johnson’s  law  practice  were 
received  by  Prichard  and  Saul. 

After  the  death  of  Johnson,  those  who  had  been  associated  with 
him  in  the  practice  of  the  law  formed  a  partnership  under  the  name 
of  Prichard,  Saul,  Bayard  &  Evans,  which  firm  consisted  of  Frank 
P.  Prichard,  Maurice  B.  Saul,  James  W.  Bayard,  Ralph  B.  Evans, 
and  Benjamin  O.  Frick,  and  continued  the  practice  of  law  in  the 
offices  formerly  occupied  by  Johnson. 

At  the  time  of  the  formation  of  this  firm  all  of  the  assets  from 
the  law  practice  formerly  carried  on  by  Johnson  which  were  re¬ 
ceived  by  Prichard  from  Johnson  were  transferred  to  the  firm  of 
Prichard,  Saul,  Bayard  &  Evans  by  Frank  P.  Prichard  as  a  volun¬ 
tary  contribution. 

Frank  P.  Prichard  died  during  the  year  1918,  at  which  time  all  his 
interest  in  the  assets  of  the  firm,  which  assets  had  been  bequeathed  to 
him  by  Johnson,  passed  to  the  other  members  of  the  firm.  The  re- 
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mining  members  of  the  firm  continued  the  practice  of  law  under 
le  name  of  Prichard,  Saul,  Bayard  &  Evans. 

It  was  the  custom  of  John  G.  Johnson- in  writing  wills  to  retain 
duplicate  original  of  the  will  in  his  office.  These  signed  copies 
ere  kept  in  his  vault,  as  were  also  many  private  and  valuable  papers 
donging  to  his  clients.  At  the  time  of  his  death  there  was  a  very 
rge  accumulation  of  such  wills  and  private  papers  of  clients  who 
id  formerly  consulted  Johnson,  many  of  whom  had  not  been  in  the 
lice  for  years.  The  accumulation  of  these  papers  was  so  great  that 
dor  to  his  death  Johnson  had  rented  a  very  large  store  room  on  the 
renty-fourth  or  twenty-fifth  floor  of  the  Land  Title  Building,  where 
iey  were  filed  away  and  were  referred  to  from  time  to  time  as  it 
came  necessary. 

In  many  cases  the  wills  which  were  in  Johnson’s  vault  at  the  time 
his  death  were  wills  of  influential  and  wealthy  clients.  In  addi- 
on  to  these  wills  and  valuable  papers  which  Johnson  had  in  his 
es  and  which  he  bequeathed  in  his  will  to  Prichard,  there  were 
tween  2,000  and  3,000  pending  cases  in  Johnson’s  office  at  the  time 
'  his  death.  The  papers  pertaining  to  the  said  cases  Avere  bequeathed 
Prichard. 

For  the  years  1913  to  1917,  inclusive,  Johnson’s  income  from  his 
!w  practice  was  as  follows: 


1913  March  1  to  Dec.  31 _ $111,  227.  69 

1914  -  156,  200.  00 

1915  -  171,  383.  00 

1916  -  207, 199.  40 

1917  Jan.  1  to  Apr.  14  (date  of  his  death) _  89,  469.  65 

During  the  years  1914  to  1917,  inclusive,  the  income  of  Maurice  B. 
ul  from  the  practice  of  laAv  was  as  folloAArs: 

1914  - $14,286.00 

1915  - 16,  725.  67 

1916 — ___ -  20,  959.  81 

1917 -  65,  690.  68 


On  January  1,  1920,  Joseph  Neff  EAving  and  Raymond  M.  Remick 
re  each  given  a  2 y2  per  cent  interest  in  the  tangible  and  intangible 
i  ;ets  of  the  firm  by  the  other  members  thereof. 

The  firm  of  Prichard,  Saul,  Bayard  &  Evans  continued  to  practice 
v  in  the  suite  known  as  1335  Land  Title  Building,  Philadelphia 
irmerly  occupied  by  John  G.  Johnson),  until  March,  1921,  at  which 
ie  differences  arose  between  certain  members  of  the  firm  and  the 
n  was  dissolved.  The  dissolution  agreement  Avas  executed  Feb- 
ury  24,  1921.  Th:s  provided  that  the  firm  should  be  dissolved  “  on 
5  first  day  of  March,  1921,  or  as  soon  thereafter  as  the  partners 
>  retaining  the  present  offices  can  establish  themselves  in  new  offices.” 
further  provided  that  no  partner  or  combination  of  partners  should 
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use  the  firm  name  of  Prichard,  Saul,  Bayard  &  Evans  or  hold  hin 
self  or  themselves  out  or  represent  himself  or  themselves  as  successoi 
of  the  old  firm.  It  further  provided : 

3.  Disposition  of  Offices  and  Firm  Assets  : 

The  lease  for  the  firm's  present  offices  1335-43  Land  Title  Building,  and  tl 
books,  furniture,  equipment  and  supplies,  rugs  and  fixtures  therein  containe 
shall,  with  the  exceptions  hereafter  specified,  be  sold  to  the  highest  bidder  c 
the  evening  of  Thursday,  February  24th,  1921,  by  open  bidding  at  a  firm  meetii 
to  be  held  at  the  office  of  the  firm. 

One  person  shall  make  the  bids  for  each  group  of  the  partners. 

*  *  *  *  *  *  * 

4.  Property  Excluded  from  Sale. 

The  following  property  shall  be  excluded  from  said  sale  and  shall  remain  tl 
property  of  the  individual  partner  concerned : — 

(a)  Furniture  and  fixtures  in  each  partner's  room,  exclusive  of  bookshelve 
as  per  schedules  annexed. 

(b)  Books  the  individual  property  of  M.  B.  Saul,  including  those  purchase 
by  him  and  those  bequeathed  to  him  by  Mr.  Johnson. 

(c)  Books  the  individual  property  of  each  of  the  other  partners. 

5.  Papers. 

The  present  files,  both  alive  and  dead,  shall  be  open  at  all  reasonable  tinu 
to  all  of  the  partners  of  the  old  firm  or  their  representatives.  In  case  client 
signify  their  preference  for  one  of  the  new  firms,  such  firm  shall  have  delivere 
to  it  all  of  such  client’s  papers,  both  alive  and  dead.  The  partners  retainin 
the  present  offices  shall  see  that  all  the  files  are  accessible  at  all  reasonable  tinn 
to  all  of  the  present  partners  or  their  representatives,  and  shall  maintain  tli 
files  as  now  maintained  or  in  a  manner  equally  available.  No  files  shall  1 
destroyed  without  the  consent  of  all  of  the  present  partners. 

6.  Tentative  Division  of  Current  Files. 

On  or  before  the  date  fixed  for  dissolution,  the  files  shall  be  divided  betwee 
the  partners  not  retaining  the  offices  and  the  partners  retaining  the  offices,  f 
so  far  as  a  division  can  be  agreed  upon.  Any  files,  the  disposition  of  whir 
cannot  be  agreed  upon,  shall  remain  in  the  present  offices,  but  any  files  in  tli 
possession  of  either  of  the  new  firms  shall  immediately  be  delivered  to  tli 
other  firm  upon  written  request  of  the  client. 

7.  Paper  Books. 

The  partners  not  retaining  the  offices  may  take  as  complete  a  file  as  possibl 
of  duplicate  Paper  Books.  The  bound  and  unbound  Paper  Books  shall  be  opr 
for  inspection  and  use  in  the  same  manner  as  heretofore  set  forth  in  respe< 
to  the  files. 

8.  Petitions. 

The  partners  not  retaining  the  offices  may  take  as  complete  a  file  as  possibl 
from  the  duplicate  copies  of  all  petitions,  bills  in  equity,  mortgages  and  ill 
other  papers.  Petitions,  bills  in  equity,  mortgages  and  other  papers  connects 
with  the  business  of  any  client  selecting  one  or  the  other  of  the  new  firm 
shall  be  delivered  to  such  new  firm  with  the  privilege  on  the  part  of  the  othe 
partners  of  retaining  duplicate  copies,  if  available. 

9.  Opinions. 

The  opinions  of  Mr.  Johnson  shall  be  open  to  inspection  to  all  of  the  partner?- 
If  any  duplicates  exist,  the  partners  not  retaining  the  originals  may  take  sue! 
duplicates  or  may  make  copies  of  unduplicated  opinions. 
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10.  Retainers. 

Retainers  shall  be  apportioned  between  the  old  firm  and  the  firm  retaining: 
le  business  as  of  the  date  of  dissolution.  If  no  preference  is  indicated,  no 
oportionment  shall  be  made. 

11.  Unfinished  Business. 

All  fees  for  business  unfinished  at  the  date  of  the  dissolution  shall  be  appor- 
oned  between  the  old  firm  and  the  firm  concluding  the  business  and  receiving 
le  fee,  as  of  the  date  of  dissolution,  on  the  basis  of  the  fee  earned  before  and 
:ter  the  dissolution.  Accounts  shall  be  rendered  by  each  of  the  new  firms 
>  the  old  firm  every  three  months  and  all  amounts  due,  paid  and  distributed, 
be  amount  of  the  fee  shall  be  in  the  sole  discretion  of  the  firm  concluding 
.e  business,  making  the  charge  and  receiving  the  fee. 

12.  Firm  Books  of  Account. 

The  Check  Books,  Cash  Book,  Ledger,  Fee  Book  and  other  books  of  account 
the  old  firm  shall  remain  in  the  present  offices  and  the  accounts  of  the  old 
•m  shall  be  kept  by  the  bookkeeper  of  the  firm  retaining  the  present  offices. 

13.  Dissolution  Notices. 

On  the  date  fixed  for  dissolution,  each  of  the  new  firms  shall  send  out  a 
•tice,  which  shall  be  in  substantially  the  following  form : — 


Date. 

“  The  firm  of  Prichard,  Saul,  Bayard  &  Evans  has  been  dissolved.  The 
idersigned  members  of  said  firm  and  associates  have  formed  a  partnership 

r  the  general  practice  of  law  under  the  firm  name  of _ 

th  offices  at _ ” 

Either  firm  shall  be  at  liberty  to  enclose  with  the  notices  sent  out  by  it  a 
tice  substantially  in  the  following  form : — - 

“  The  firm  of  Prichard,  Saul,  Bayard  &  Evans  having  been  dissolved,  if  you 
sire  this  firm  to  conclude  your  legal  matters  which  were  pending  at  the  date 
dissolution  you  are  requested  to  so  indicate  by  signing  and  returning  the  en- 
nsed  slip.” 

The  slip  referred  to  shall  be  in  substantially  the  following  form : 

Prichard,  Saul,  Bayard  &  Evans: 

Please  deliver  all  papers  in  your  possession  belonging  to  me  or  connected 

th  my  matters  to - who  will  represent  me  upon  the  dissolution  of  your 

]  tn.” 

14.  Communications  Addressed  to  the  Firm,  etc. 

411  letters  and  other  communications  addressed  to  John  G.  Johnson,  Frank 
'  Prichard  or  Prichard,  Saul,  Bayard  &  Evans  shall  be  received  and  opened 
1  or  under  the  supervision  of  one  of  the  partners  retaining  the  offices. 

411  such  communications  which  relate  to  business  which  is  being  conducted 
1  one  of  the  partners  not  retaining  the  offices  or  to  the  business  of  a 
« cut  who  has  indicated,  in  the  manner  above  provided,  his  preference  that  the 
Ktners  not  retaining  the  offices  shall  take  charge  of  his  legal  matters,  shall 
!  immediately  turned  over  to  them. 

411  such  communications  relating  to  new  matters  shall  be  answered  by  a 
!  ter  in  substantially  the  following  form  : — 


Date. 

)ear  Sir: — 

four  letter  dated - and  addressed  to  the  firm  of  Prichard,  Saul,  Bayard 

^vans,  has  been  duly  received. 

that  firm  was  dissolved  on - 1921,  Messrs. _ former  members  of 

tt  firm  and  their  associates  have  formed  a  partnership  for  the  practice  of 
1 1  law  under  the  name  of _ with  offices  at _ _ 
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The  undersigned,  the  remaining  members  of  that  firm,  and  their  associate 
have  formed  a  partnership  for  the  practice  of  the  law  under  the  name  < 
_ retaining  the  offices  at  1335  Land  Title  Building,  Philadelphia. 

We  shall  be  glad  if  you  will  advise  us  which  firm  you  would  prefer  to  tal 
charge  of  this  matter.” 

The  partners  retaining  the  offices  shall  have  the  right  to  answer  any  coi: 
munication  which  in  their  judgment  requires  prompt  action,  without  fir 
sending  the  foregoing  notice;  provided  that  in  any  such  answer  (or,  in  tl 
case  of  a  telegram,  in  the  letter  of  confirmation)  they  embody  the  substam 
of  such  notice. 

Ralph  B.  Evans,  heading  one  faction  of  the  partners,  bid  $110.00 
for  the  assets  to  be  sold.  Maurice  B.  Saul,  heading  the  other  fac 
tion  of  the  partners,  consisting  of  himself,  Joseph  Neff  Ewing  an 
Raymond  M.  Remick,  bid  $105,000.  Evans  ^vas  the  successful  biddt 
and  pursuant  to  the  agreement  paid  to  the  partnership  group  heade 
by  Saul  $42,350,  or  38y2  per  cent  of  the  total  bid  price.  The  tangible 
of  the  partnership  at  the  time  had  a  value  of  $20,000,  w’hich  wa 
in  excess  of  cost.  Of  the  bid  price  of  $110,000,  $90,000  represented  th 
price  bid  for  the  intangibles.  Saul  had  a  33%  per  cent  interest  i 
the  assets  of  the  firm  at  date  of  dissolution  and,  accordingly,  n 
ceived  $30,150  from  Evans  as  his  proportionate  part  of  the  sal 
price  of  the  intangibles.  Ewing  and  Remick  each  received  $2,250  a 
their  shares  of  the  sale  price  of  the  intangibles.  The  petitioners  di 
not  include  in  their  tax  returns  for  1921  an}7  amount  representing  tax 
able  income  from  the  sale  of  their  interests  in  the  partnership.  Th 
Commissioner  amended  these  returns  by  adding  to  the  net  incom 
reported  by  Saul  $30,150  and  to  the  net  income  reported  by  Ewin 
$2,250,  computing  the  deficiencies  accordingly. 

Under  the  contract  of  dissolution  the  faction  headed  by  Ralph  I 
Evans  acquired,  in  addition  to  the  tangibles  of  the  firm,  the  lease  oj 
the  offices  at  1335  Land  Title  Building  and  the  right  to  occupy  th 
offices  theretofore  occupied  by  the  firm  of  Prichard,  Saul,  Bayard  t 
Evans,  and  the  right  to  the  possession  of  all  of  the  papers  of  th 
partnership  where  the  clients  of  the  partnership  did  not  specify  tha 
the  papers  should  be  turned  over  to  the  new’  partnership  composed  o 
Saul,  Ewing  and  Remick.  After  the  dissolution  of  the  partnershi] 
the  Evans’  faction  carried  the  name  “  John  G.  Johnson  ”  on  its  letter 
head  with  a  black  line  underneath,  on  their  door  and  in  legal  direc 

tories  in  which  the  firm  name  appeared. 

John  G.  Johnson’s  legal  papers  and  good  will  had  a  value  to  th* 
firm  of  Prichard,  Saul,  Bayard  &  Evans  at  the  date  of  its  organiza 
tion  in  1917  of  $350,000.  During  the  first  year  after  Johnson’s  dead 
from  80  to  90  per  cent  of  the  business  done  by  the  firm  consisted  o 
business  which  they  did  for  former  clients  of  Johnson.  As  the  year 
went  on  a  portion  of  the  business  done  by  the  firm  for  former  client 
of  Johnson  decreased  and  the  proportion  of  business  done  for  nev 
clients  increased. 
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During  the  first  year  after  J ohnson’s  death  25  per  cent  of  the  value 
f  the  legal  papers  and  the  intangible  assets  attaching  to  them  in  the 
ature  of  good  will  acquired  from  Johnson  by  the  new  firm  disap¬ 
eared  or  spent  itself  and  during  the  following  years  this  intangible 
sset  disappeared  or,  in  the  opinion  of  Saul,  would  disappear  or 
pend  itself  as  follows : 


Per  cent 


?cond  year _  20 

hird  year -  15 

ourth  year _  10 

ifth  and  sixth  years _  5 


Per  cent 


Seventh  and  eighth  years _  4 

Ninth  and  tenth  years _  3 

Eleventh  and  twelfth  years _  2 

Thirteenth  and  fourteenth  years _  1 


After  the  dissolution  of  the  firm  of  Prichard,  Saul,  Bayard  & 
Ivans  in  March,  1921,  Saul,  Ewing  and  Remick  moved  to  a  suite  of 
fRces  on  the  eighteenth  floor  of  the  Land  Title  Building,  which  suite 
xupied  the  same  position  on  the  eighteenth  floor  as  the  suite  which 
ley  had  left  occupied  on  the  thirteenth  floor  of  the  same  building, 
he  lease  in  existence  for  the  suite  of  offices  known  as  1335  Land  Title 
■uilding  was  for  a  term  of  three  years  and  on  March  5,  1921,  the 
:tual  date  of  the  dissolution  of  the  partnership  of  Prichard,  Saul, 
ayard  &  Evans,  had  approximately  1  y2  years  to  run,  the  rental 
nder  the  lease  being  at  the  rate  of  $5,625  per  year.  The  lease  had 
o  value  in  excess  of  the  rentals  to  be  paid  thereunder. 


opinion.  * 

Smith  :  The  question  presented  by  this  proceeding  is  whether  the 
stitioners  derived  any  taxable  income  from  the  sale  by  them  in  1921 
f  certain  interests  in  the  law  firm  of  Prichard,  Saul,  Bayard  & 
vans.  The  sale  price  of  the  assets  sold  was  $110,000.  The  cost  of 
le  tangibles  included  in  those  assets  was  $20,000  and  it  is  conceded 
iat  the  petitioners  derived  no  income  from  their  pro  rata  shares  of 
ie  $20,000  bid  for  the  tangibles.  It  is  contended  by  the  respondent, 
awever,  that  the  intangibles  of  the  partnership  were  acquired  with- 
it  cost  to  it  and  that  the  amounts  of  money  received  by  the  peti- 
oners  representing  their  pro  rata  interests  in  the  intangibles  consti- 
ited  taxable  income  of  the  petitioners  in  1921.  These  amounts  were, 
i  the  case  of  Maurice  B.  Saul,  $30,150,  and,  in  the  case  of  Joseph 
eff  Ewing,  $2,250.  The  petitioners’  contentions  are  that  they  re¬ 
ived  their  interests  in  the  partnership  by  request  and  gift  and  that 
lerefore  the  amounts  received  by  them  representing  the  sale  price 
f  the  intangibles  are  exempt  from  income  tax. 

The  evidence  indicates  that  what  was  sold  by  the  petitioners  in 
Idition  to  their  interests  in  the  tangibles  of  the  partnership  was 
ie  right  of  the  partnership  to  continue  to  occupy  the  offices  thereto- 
>re  occupied  by  John  G.  Johnson  and  by  the  successor  firm  of 
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Prichard,  Saul,  Bayard  &  Evans,  and  the  right  to  the  possession  ( 
all  of  the  files  of  the  Johnson  office  and  of  the  office  of  the  successc 
firm  except  where  the  clients  indicated  their  wish  that  the  fil 
should  he  transferred  to  the  outgoing  partners. 

The  assets  for  which  Evans  and  the  group  of  partners  represente 
by  him  bid  $110,000  is  indicated  by  the  following  testimony  ( 
Maurice  B.  Saul : 


The  bidding  took  place,  I  think,  on  the  28th  of  February  of  that  year  [1921 
All  of  these  papers  and  documents  were  in  that  office,  and  it  was  agreed  th; 
the  documents  and  the  papers  which  had  come  to  us  from  Mr.  Johnson  shou 
remain  with  the  firm  or  group  of  members  of  this  firm  that  retained  the  office 
We  had  a  lease  on  the  offices  for  three  years,  and  that  lease  had  eighte* 
months  to  run.  The  outgoing  firm,  or  whoever  did  not  stay  in  the  offices  had  i 
right  to  any  possession  of  the  papers  except  duplicates  of  any  opinions  or  pap< 
books,  printed  paper  books,  priuted  briefs  that  were  in  that  office,  or  sue 
clients’  papers  as  the  client  should  designate  in  writing  should  be  delivered  i 
the  group  who  went  out  of  the  office.  Papers,  wills,  or  valuable  documents  b 
longing  to  clients  that  the  client  did  not  so  designate  by  written  authoril 
to  deliver  to  those  partners  who  did  not  retain  the  offices  were  to  remain  i 
the  offices. 

The  bidding, — I  bid  ate  representing  the  group,  for  the  right  to  those  paper 
the  possession  of  those  papers,  and  the  resultant  good  that  would  flow  to  n 
as  the  possessor  of  those  papers  which  I  turned  over  to  the  firm  on  Mr.  Join 
son’s  death  with  Mr.  Prichard,  $105,000 ;  Mr.  Evans  and  his  group  bid  $110.00 
I  did  not  bid  any  higher  and  he  got  the  possession  of  the  offices,  books  and  tl 
papers  belonging  to  clients,  wills  and  private  papers,  and  Mr.  Ewing,  M 
Kemick,  Mr.  Lamorelle  and  myself  left  the  offices  and  formed  this  new  tin 
with  my  brother  and  some  of  his  associates,  and  moved  to  an  identical  suit 
on  the  eighteenth  floor  of  the  same  building  where  we  started  the  practice  < 
law,  and  secured  such  papers  as  the  clients  authorized  us  to  receive. 

Q.  Mr.  Saul,  what  was  the  principal  asset  that  you  were  bidding  $105,000  foi 

A.  The  principal  asset  was  the — what  has  been  called  good  will,  but  it  is,- 
it  was  the  right  to  the  possession  of  the  various  papers  that  had  been  b< 
queathed  to  Mr.  Prichard  and  to  me  by  Mr.  Johnson,  and  the  value  of  thos 
papers,  as  far  as  future  clients  were  concerned, — the  clients  to  my  experieno 
come  in  to  the  firm  where  their  papers  are,  and  to  the  firm  that  has  possessio 
of  those  papers,  especially  of  a  private  nature,  they  do  not  want  their  privat 
affairs  disclosed  to  everybody,  and  they  want  to  go  to  the  firm  that  has  th 
possession  and  continues  to  have  possession  of  their  wills  and  their  privat 
papers.  That  was  the  right  that  I  was  bidding  for, — the  asset  of  that  firm  tha 
1  was  bidding  for — that  mass  and  great  bulk  of  legal  papers  that  belonged  t 
the  clients  of  John  G.  Johnson. 


The  value  of  the  legal  papers  bequeathed  to  Prichard  by  John 
son  was  at  the  date  of  the  receipt  of  them  by  Prichard  in  1917,  in  th' 
opinion  of  Saul,  approximately  $350,000  and  at  the  date  of  the  db 
solution  of  the  partnership  of  Prichard,  Saul,  Bayard  &  Evans  ap 
proximately  $120,000.  These  estimates  of  value  were  confirmed  b1 
the  testimony  of  Owen  J.  Roberts,  a  witness  for  the  petitioners.  Jlvi 
dence  of  this  character  is  competent  to  prove  value.  Fidelity  Tr 
Co.,  3  B.  T.  A.  292.  Whatever  value  the  law  papers  had  at  the  dJ 
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f  their  receipt  by  Prichard  was  contributed  to  the  partnership  by 
Richard  upon  the  organization  of  the  partnership  of  Prichard,  Saul, 
layard  &  Evans.  Saul  acquired  his  interest  in  those  papers  either 
y  bequest  from  Johnson  or  by  gift  from  Prichard.  Ewing  acquired 
ds  interest  in  the  partnership  assess  by  gift  on  January  1,  1920. 
die  value  of  the  law  papers  and  the  good  will  attaching  thereto 
ecreased  from  the  date  of  Johnson’s  death  but  that  value  had  not 
ntirely  disappeared  at  the  date  of  the  dissolution  of  the  partner- 
hip  of  Prichard,  Saul,  Bayard  &  Evans  on  March  5,  1921,  and  we 
re  convinced  by  the  evidence  that  the  value  of  the  right  to  the 
ossession  of  the  law  papers,  the  good  will  attaching  thereto,  the 
ight  to  occupy  the  offices  formerly  occupied  by  John  G.  Johnson 
nd  to  be  considered  as  the  successors  of  Johnson,  had  a  value  on 
larch  5,  1921,  of  at  least  $90,000,  the  amount  paid  therefor  by 
Ivans  and  his  associates  and  that  therefore  the  petitioners  derived 
o  taxable  income  from  the  sale  by  them  of  the  assets  sold. 

It  appearing  that  the  amounts  in  controversy  in  these  proceedings 
re  not  the  entire  amounts  of  the  deficiencies  determined  by  the 
ispondent — 

Judgment  will  be  entered  under  Rule  50. 


A.  F.  Osterloh,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  32764.  Promulgated  October  2,  1928. 

The  Commissioner’s  action  in  disallowing  as  a  deduction  for 
1923  a  loss  alleged  to  have  been  sustained  by  reason  of  the  sale  of 
certain  stock  in  that  year  is,  under  the  circumstances  herein, 
approved. 

J.  Robert  Sherrod ,  Esq.,  for  the  petitioner. 

Frank  S.  Easby  Smith ,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  in  income  tax  of 
1,251.96  for  1923.  The  question  is  whether,  under  the  circumstances 
id  conditions  hereinafter  described,  the  petitioner  in  1923  sustained 
loss  of  $25,198.30  on  the  sale  of  900  shares  of  the  common  stock  of 
ie  Goodyear  Tire  &  Rubber  Co.,  which  amount  the  Commissioner 
fallowed  as  a  deduction  for  that  year. 

FINDINGS  OF  FACT. 


Petitioner  is  a  resident  of  Los  Angeles,  Calif. 

During  1920  and  1921  he  borrowed  from  C.  W.  Seiberling,  then 
ce  president  of  the  Goodyear  Tire  &  Rubber  Co.,  of  Akron,  Ohio. 
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5,707  shares  of  the  common  stock  of  the  Goodyear  Tire  &  Rubbt 
Co.,  which  stock  was  to  be  used  and  was  used  by  petitioner  as  add 
tional  collateral  for  his  various  loans  with  the  full  knowledge  an 
consent  of  Seiberling.  The  5,707  shares  so  loaned  to  petitioner  1 
Seiberling  had  a  fair  market  ualue  at  the  time  loaned  to  the  pet 
tioner  of  $36.80  a  share.  , 

It  was  agreed  between  petitioner  and  Seiberling  at  the  time  tin 
petitioner  would  return  the  original  shares  of  stock  so  borrowe( 
or,  if  he  were  unable  to  do  so,  he  would  return  to  Seiberling  eitln 
cash  or  propert}^  in  an  amount  equal  to  the  fair  market  value  c 
said  stock  at  the  dates  of  receipt  of  1920  and  1921  by  the  pet 
tioner,  to  wit,  $36.80  a  share. 

The  common  stock  of  the  Goodyear  Tire  &  Rubber  Co.  decline 
in  value  and  because  of  the  inability  of  petitioner  to  pay  his  loans  t 
the  various  banks  and  of  his  inability  to  furnish  additional  collatera 
the  National  City  Bank  of  Chicago  sold  700  shares  of  the  stock  dui 
ing  1923  which  had  been  loaned  to  petitioner  by  Seiberling.  Durin 
the  same  year,  1923,  the  Security  Trust  &  Savings  Bank  of  Lc 
Angeles  sold  200  shares  of  the  stock  which  had  been  loaned  to  peti 
tioner  by  Seiberling.  The  sales  were  made  by  the  banks  to  enabl 
them  to  liquidate  in  part  the  petitioner’s  indebtedness  to  them  and  th 
petitioner  was  not  the  purchaser  of  any  of  the  stock  so  sold. 

The  National  City  Bank- of  Chicago  and  the  Security  Trust  i 
Savings  Bank  of  Los  Angeles  received  during  the  year  1923,  $7,92 
from  the  sale  of  900  shares  of  the  common  stock  of  the  Goodvea 
Tire  &  Rubber  Co.  above  referred  to,  which  amount  was  credite< 
to  the  indebtedness  due  said  banks  from  the  petitioner. 

The  petitioner  did  not  repay  to  Seiberling  during  the  year  192 
the  cost  of  the  900  shares  of  the  Goodyear  Tire  &  Rubber  Co.  stool 
which  had  been  loaned  to  the  petitioner  by  Seiberling  in  1920  am 
1921,  and  which  at  said  dates  had  an  average  fair  market  value  o 
$33,126.30. 

During  the  year  1923  petitioner  kept  his  accounts  on  the  basis  o 
cash  received  and  disbursed. 

In  determining  his  taxable  income  for  the  year  1923  petitione 
deducted  as  a  loss  the  amount  of  $25,198.30,  being  the  difference  be 
tween  the  amount  of  $7,928,  credited  to  his  accounts  by  the  Nationa 
City  Bank  of  Chicago  and  the  Security  Trust  &  Savings  Bank  o 
Los  Angeles,  and  the  average  fair  market  value  of  the  said  stool 
as  of  1920  and  1921.  Upon  audit  of  the  return  the  Commissionej 
disallowed  the  deduction. 

OPINION. 

Littleton  :  It  is  the  petitioner’s  contention  that,  by  reason  of  tin 
sale  in  1923  of  the  900  shares  of  stock  in  question,  he  sustained  i 
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ioss  in  the  amount  of  $25,198.30,  which  is  deductible  from  gross 
income. 

In  support  of  this  contention  petitioner  argues  that  he  acquired 
title  to  the  stock  at  the  time  Seiberling  turned  it  over  to  him  and 
hat  the  subsequent  sale  thereof  constituted  a  completed  transaction, 
resulting  in  the  loss  which  he  seeks  to  deduct  in  the  year  1923. 

The  Commissioner,  on  the  other  hand,  takes  the  position  that,  the 
petitioner  being  on  a  cash  receipts  and  disbursements  basis,  a  loss 
,vas  not  sustained  in  1923  and  the  transaction  could  not  be  closed 
md  did  not,  therefore,  result  in  a  loss  until  petitioner  paid  Seiberling 
or  the  stock  which  was  sold  by  the  banks  in  1923. 

We  think  that  it  is  unnecessary  to  pass  upon  the  question  as  to 
whether  the  title  to  the  stock  in  question  passed  to  petitioner  at  the 
ime  Seiberling  turned  it  over  to  him  for  the  reason  that,  under  the 
acts  herein,  assuming  such  to  be  the  case,  petitioner  has  not  ful- 

illed  the  requirements  of  the  statute  with  respect  to  the  deduction 
f  losses. 

Section  214  (a)  (4)  of  the  Revenue  Act  of  1921  authorizes  as 
eductions  in  computing  net  income,  “  Losses  sustained  during  the 
axable  year  and  not  compensated  for  by  insurance  or  otherwise.” 
he  question  that  confronts  us,  therefore,  is  did  petitioner  sustain 
[ie  alleged  loss  in  the  year  1923  within  the  meaning  of  the  Revenue 
Let  of  1921?  The  answer  to  the  question,  of  course,  depends  on  the 
leaning  of  the  word  “sustain.” 

In  Jackson  County  State  Bank ,  2  B.  T.  A.  1100,  we  stated,  in 
msidering  the  identical  language  employed  in  the  1918  Act,  that: 

xhe  statute  provides  for  a  deduction  on  account  Of  losses  sustained  during 

ie  taxable  year.  The  expression  “  loss  sustained  ”  means  actual  losses  and 
it  paper  losses  *  *  *. 

In  Carl  Muller ,  4  B.  T.  A.  169,  we  said : 

The  statute  does  not  permit  the  deduction  of  doubtful  debts  partly  written 
F,  Steele  Cotton  Mill  Co.,  1  B.  T.  A.  299,  nor  of  possible  or  probable  losses, 
tie  loss  must  be  actually  sustained  in  the  taxable  year  to  be  deductible 
*■  0n  the  other  hand,  claiming  a  loss  he  must  prove  as  a  fact  that  it 
as  actually  sustained  within  that  year.  The  sustained  loss  and  not  the 
certainment  is  the  statutory  factor  *  *  *. 

It  is  tiue  that  in  1923  upon  the  sale  of  the  stock  petitioner  became 
gaily  liable  to  Seiberling  for  the  payment  of  a  definitely  ascer- 
mable  amount,  because  he  could  not  return  the  stock  unless  he  pur¬ 
ged  it.  However,  petitioner  did  not  in  1923  pay  out  anything 
id  consequently  the  potential  loss  was  not  made  effective.  Ilerschel 
Jones ,  1  B.  T.  A.  1226.  Until  petitioner  pays  Seiberling  the 
uount  of  the  debt  owing  to  him  only  a  potential  loss  exists  which, 
is  clear,  can  not  be  actually  sustained,  and,  consequently,  de- 
icti  le  under  the  statute,  until  payment  has  been  made,  thereby 
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making  the  loss  real  and  actual  as  distinguished  from  potential. 
JS.  R.  Davis ,  9  B.  T.  A.  755. 

The  petitioner,  however,  calls  attention  to  the  decision  of  the 
Board  in  Bob  H.  McGinnis ,  4  B.  T.  A.  209,  and  insists  that  our 
holding  therein  constitutes  authority  for  the  deduction  sought  in 
this  proceeding. 

In  that  proceeding  the  Board  held  that  in  order  properly  to 
reflect  income  attributable  to  the  year  1919,  goods  actually  bought 
and  sold  during  that  year  should  be  added  to  purchases,  whether 
fully  paid  for  or  not,  even  if  the  taxpayer  was  on  the  cash  receipts 
and  disbursements  basis.  Thus  it  will  be  observed  that  the  ma¬ 
terial  facts  are  somewhat  different  in  the  McGinnis  proceeding  and 
our  holding  therein  was  confined  to  the  acquisition  and  disposition 
of  goods  within  a  particular  year  in  the  usual  course  of  business. 
It  is  our  opinion,  therefore,  that  the  instant  proceeding  is  not  con¬ 
trolled  by  the  McGinnis  case  supra. 

Accordingly,  the  Commissioner’s  action  in  disallowing  the  claimed 
loss  for  1923  is  approved. 

Reviewed  bv  the  Board. 

Judgment  will  be  entered  for  the  respondent. 

Phillips  dissents. 


A.  W.  Shaw,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No..  15612.  Promulgated  October  2.  1928. 

1.  Under  the  circumstances  herein,  it  is  held  that  the  sale  of 
certain  property  in  February,  1920,  by  petitioner  constituted  a 
completed  transaction  as  of  that  date,  and  that  the  gain  resulting 
therefrom  should  be  reported  in  its  entirety  as  income  for  1920. 

2.  Alleged  losses  disallowed. 

P.  H.  Lowrey ,  Esq.,  for  the  petitioner. 

Brice  Toole ,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  of  $3,219.20  in  income 
tax  for  1920.  The  petitioner  claims  that  the  Commissioner  erred 
(1)  in  his  determination  of  the  gain  derived  from  the  sale  of  a 
certain  plantation,  the  personal  property  thereon,  and  two  claim* 
for  money  against  certain  parties,  and  (2)  in  disallowing  losses  of 
$7,030  claimed  in  the  return  for  1920. 
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FINDINGS  OF  FACT. 

Petitioner  is  a  resident  of  Lambert,  Miss.,  where  he  had  for  some 
ime  operated  a  cotton  plantation  of  which  he  was  the  owner. 

Sometime  in  the  latter  part  of  1919  he  entered  into  a  contract 
rith  A.  B.  Shelton  for  the  sale  of  his  plantation,  certain  personal 
>roperty  thereon,  and  for  the  assignment  of  two  claims  for  money 
I ue  himself,  arid,  before  December  31  of  such  year,  received  the 
mount  of  $4,000  from  Shelton  to  be  applied  on  the  purchase  price 
f  the  property. 

February  4,  1920,  petitioner  and  his  wife,  pursuant  to  the  contract 
a  sell,  by  deed,  conveyed,  transferred,  and  assigned  to  Shelton,  the 
lantation,  the  personal  property  thereon,  and  the  two  claims  for 
ioney,  and  received  payment  as  follows :  cash,  $15.200 ;  indebtedness 
f  petitioner  assumed  by  Shelton,  $14,736.44;  and  six  purchase  money 
otes  with  an  aggregate  face  value  of  $46,063.55,  bearing  interest  at 
ae  rate  of  6  per  cent  per  annum,  maturing  over  a  period  of  five 
ears,  and  secured  by  a  trust  deed  which  was  inferior  to  other  liens 
n  the  property.  The  fair  market  value  of  the  promissory  notes  was 
5  per  cent  of  their  face  amount. 

February  4,  1920,  Shelton,  by  warranty  deed,  conveyed,  transferred 
nd  assigned  the  plantation,  personal  property  and  money  claims 
squired  from  petitioner  to  C.  L.  Sively,  and  others,  who,  in  return, 
turned  payment  of  petitioner’s  indebtedness  in  the  amount  of 
1,336.44,  and  of  the  payment  of  Shelton’s  deferred  purchase  money 
otes  in  the  amount  of  $46,063.55.  The  difference  of  $5,400  between 
etitioner’s  indebtedness  assumed  by  Shelton  and  afterwards  assumed 
y  Sively  and  associates,  represents  a  note  of  the  petitioner  due  the 
lanters  Bank  of  Clarksville,  which  was  paid  by  or  for  the  account 
l  A.  B.  Shelton. 

Sively  and  associates  did  not  meet  and  discharge  the  obligations 
!  ancl  to  the  petitioner,  the  responsibility  for  which  they  assumed 
irsuant  to  the  deed  from  Shelton  to  themselves  when  thev  became 
le.  In  December,  1920,  after  some  negotiations,  Sively  and  asso- 
ates  by  quitclaim  deed,  conveyed,  transferred,  and  assigned  to  the 
4itioner  the  plantation  and  money  claims,  but  not  the  personal 
’operty  originally  sold  and  transferred  by  petitioner  to  Shelton, 
e  fair  market  value  of  which  was  $1,500.  As  consideration  for 
ch  conveyance,  transfer  and  assignment,  the  petitioner  gave  to 
vely  and  associates  his  promissory  note  for  $1,500,  bearing  interest 
6  per  cent  per  annum,  and  secured  by  lien  upon  the  land  quit- 
1  aimed,  agreed  to  pay  that  part  of  his  indebtedness  which  had  been 
sumed  by  Shelton  and  later  assumed  by  Sively  and  his  associates 
the  amount  of  $9,336.44,  together  with  the  accrued  interest  thereon. 
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marked  paid  and  canceled  the  purchase  money  notes  given  by  Shelton 
and  assumed  by  Sively  and  associates  in  the  amount  of  $46,063.55. 
and  recorded  the  satisfaction  of  the  trust  deed  which  he  held  as 
security  therefor.  As  further  consideration  for  the  conveyance  and 
transfer  of  the  plantation  and  claims  to  him,  petitioner  agreed  to 
pay,  and  did  pay,  taxes  on  the  plantation  for  the  year  1920  in  the 
amount  of  $740. 

During  the  time  in  1920  while  the  plantation  was  in  the  possession 
of  Sively  and  associates,  the  price  of  cotton  declined  to  low  levels, 
the  buildings  and  other  improvements  were  neglected,  and,  in  part, 
dismantled,  and  the  property,  as  a  whole,  depreciated  in  value.  Dur¬ 
ing  the  same  period  there  was  a  considerable  decline  in  cotton  land 
values  in  Mississippi. 

February  12,  1920,  petitioner  entered  into  a  contract  to  purchase  a 
plantation  in  Arkansas  for  a  consideration  of  $33,000.  This  contract 
provided  for  a  cash  payment  of  $6,600,  at  date,  and  for  an  additional 
cash  payment  of  $6,600  on  or  before  January  1,  1921,  and  that,  after 
such  second  payment,  the  petitioner  should  give  the  vendor  three 
notes  in  the  amount  of  $6,600  each,  payable  on  January  1,  1922,  1923. 
and  1924,  respectively.  A  forfeiture  clause  of  the  contract  provided 
as  follows : 

Should  second  party  [the  petitioner]  fail  to  make  the  second  payment  ol 
$6,600  on  or  before  the  10th  day  of  January,  1921,  then  the  money  this  day 
paid  is  to  be  forfeited  to  the  said  Clay  Sloan  [first  party]. 

Petitioner  was  unable  to  make  the  second  payment  of  $6,600  in 
accordance  with  the  terms  of  the  contract  of  February  12,  1920,  and. 
on  January  21,  1921,  petitioner  made  a  written  acknowledgment  of 
forfeiture  in  which  the  following  language  appears : 

I.  the  said  A.  W.  Shaw,  do  by  these  presents,  acknowledge  that  by  reason  ot 
the  failure  to  make  an  additional  payment  of  $6,600,  either  on  January  1,  1921. 
or  at  any  time  thereafter,  I  have  forfeited  said  sum  (the  $6,600  paid  on  Febru¬ 
ary  12,  1920,  and  elsewhere  specified  in  the  acknowledgment  of  forfeiture)  so 
paid  to  said  Clay  Sloan  and  all  rights  I  may  or  might  have  had  at  any  time  tc 
proceed  with  the  purchase  of  said  lands,  and  disclaim  any  present  or  further 
interest  therein,  under  or  by  reason  of  said  sum  of  money  thereunder. 

The  Commissioner  determined  that  the  sale  of  February  4,  1920. 
whereby  petitioner  conveyed,  transferred  and  assigned  the  planta¬ 
tion.  personal  property  thereon,  and  the  money  claims  to  Shelton 
constituted  a  completed  transaction,  and  that  the  gain  derived  there¬ 
from  is  returnable  in  its  entirety  as  income  for  the  year  1920,  an<l 
that  the  transaction  of  December,  1920,  by  which  petitioner  acquired 
the  plantation  and  money  claims  from  Sively,  and  associates,  was  an 
independent  transaction  unrelated  to,  and  having  no  effect  upon,  the 
sale  to  Shelton.  The  Commissioner,  also,  in  determining  the  defici¬ 
ency  disallowed  a  deduction  of  $7,030  alleged  by  petitioner  to  repre- 
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ent  losses  sustained  by  him  during  1920  as  the  result  of  a  payment 
>f  $6,600  forfeited  to  Sloan,  as  set  forth  above,  and  an  additional 
oss  of  $430. 

OPINION. 

Littleton  :  Petitioner’s  first  contention  is  that  the  transaction  of 
lecember,  1920,  whereby  he  reacquired  from  Sively  and  associates 
he  plantation  and  money  claims  which  he  sold  to  Shelton  in  Febru- 
ry  of  the  same  year,  amounted,  in  effect,  merely  to  a  rescision  of  the 
ale  to  Shelton,  thereby  leaving  him  to  account  for  as  gain  from  the 
ale  to  Shelton  only  so  much  of  the  selling  price  as  he  actually  re¬ 
el  ved  in  cash  in  the  year  1920.  We  are  unable  to  agree  with  the 
etitioner  in  this  respect. 

The  sale  to  Shelton  on  February  4,  1920,  of  the  plantation,  per- 
onal  property  and  money  claims  constituted  a  completed  transac- 
ion,  as  is  evidenced  by  the  warranty  deed  of  the  same  date  executed 
y  petitioner  and  his  wife,  whereby  the  property  in  question  was, 
without  qualification  or  restriction,  conveyed,  transferred  and 
ssigned  to  Shelton  for  the  consideration  named  therein,  to  wit :  a 
art  cash  payment,  the  assumption  by  Shelton  of  certain  of  petb 
ioner’s  indebtedness,  and  the  deferred  purchase  money  notes.  Pe- 
itioner’s  evidence  shows  that  the  notes  of  Shelton  were  worth  75  per 
snt  of  their  face  value.  The  contract  to  sell  the  property  in  ques- 
on  entered  into  between  petitioner  and  Shelton  was,  therefore, 
Lilly  executed.  Likewise,  the  conveyance,  transfer  and  assignment 
f  the  property  by  Shelton  to  Sively  and  associates,  was  a  completed 
nd  unqualified  sale  thereof. 

In  December,  1920,  after  some  negotiations  relative  thereto,  Sively 
nd  associates  conveyed  and  assigned  the  plantation  and  money 
aims  to  petitioner  for  a  consideration  of  $1,500,  evidenced  by  a 
ote  secured  upon  the  land,  the  assumption  of  the  unliquidated  in- 
ebtedness  theretofore  assumed  by  Shelton  and  themselves,  the 
^sumption  of  the  accrued  taxes,  and  the  cancellation  of  the  purchase 
loney  notes.  It  is  obvious  that  in  this  transaction  the  subject  mat- 
■r  thereof  was  not  the  same  as  was  involved  in  the  sale  of  February 
1920,  and,  that  the  consideration  was  not  limited  to  the  obliga- 
ons  of  Sively  and  associates  but,  on  the  contrary,  included  a  pay- 
ient  by  petitioner  which  was  entirely  foreign  to  the  original  sale, 
he  parties  were  not  placed  in  statu  quo  ante  and  apparently  no 
dempt  was  made  so  to  place  them.  We  are  of  the  opinion,  there- 
>re,  that  the  reacquisition  by  the  petitioner  of  the  same  property, 
ccept  the  personalty,  under  the  circumstances  just  described,  con¬ 
ned  a  purchase  of  the  property  conveyed  and  assigned  by  Sively 
id  associates  was  not  a  rescision  of  the  original  sale  and  had  no 
15077—28 - 7 
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more  effect  upon  the  gain  or  loss  realized  or  sustained  upon  the  origi 
nal  sale  to  Shelton  than  if  petitioner  had  purchased  other  propert 
from  Sively  and  associates.  Accordingly,  it  becomes  necessary  t 
determine  the  gain  resulting  from  the  sale  of  the  property  to  Shel 
ton  on  February  4,  1920. 

The  evidence  shows  that  petitioner  received  in  the  year  192C 
$15,200  in  cash,  Shelton’s  notes  of  the  face  value  of  $46,063.55,  am 
that  Shelton  assumed  certain  indebtedness  of  petitioner  in  th< 
amount  of  $14,736.44.  Also,  it  is  shown  that  $4,000  in  cash  wa 
paid  sometime  in  1919  to  be  applied  on  the  purchase  price  of  th* 
property  sold.  Thus,  the  total  consideration  for  the  proper!1 
amounted,  on  its  face,  to  $79,999.99. 

It  appears  that  in  determining  the  gain  resulting  from  the  sal 
of  the  property  in  question  the  Commissioner  included  in  the  sale 
price  the  purchase  money  notes  at  their  face  value  of  $46,063.55,  am 
also  the  indebtedness  assumed  by  Shelton  in  the  amount  of  $14,736.44 
There  is  nothing  in  the  record  to  indicate  that  either  Shelton  oi 
Sively,  and  associates,  were  unable  to  pay  the  purchase  money  note 
or  to  satisfy  the  indebtedness  which  they  had  assumed.  The  fai 
market  value  of  Shelton’s  promissory  notes  of  $46,063.55  at  the  tiim 
received  by  petitioner  was  75  per  cent  of  face  value.  With  this  modi 
fication  the  Commissioner’s  determination  of  the  gain  derived  fron 
the  sale  to  Shelton  is  approved. 

As  to  the  second  issue,  the  evidence  is  conclusive  that  the  petitionei 
sustained  a  loss  in  the  amount  of  $6,600,  which  he  forfeited  througl 
his  failure  to  make  the  second  payment  on  his  contract  to  purchase  s 
farm  in  Arkansas  on  or  before  Januarv  10,  1921.  This  loss  was  no 
definitely  sustained,  however,  until  January  of  1921.  The  contract 
dated  February  12,  1920,  relating  to  the  proposed  purchase  of  tin 
Arkansas  property,  specifically  provides  for  forfeiture  of  the  firs' 
payment  of  $6,600  only  upon  failure  to  make  the  second  payment 
on  or  before  January  10,  1921.  The  acknowledgment  of  forfeiture 
was  made  January  21,  1921.  We  can  not  speculate  as  of  Decembei 
31,  1920,  as  to  the  petitioner’s  prospects  or  how  the  situation  might 
work  out.  The  loss,  though  imminent,  was  contingent  December  31 
1920,  and  was  not  actually  sustained  until  January,  1921. 

There  is  no  evidence  of  record  to  establish  the  loss  of  $430  whirl 
the  petitioner  alleges  he  sustained  in  addition  to  the  amount  <>! 
$6,600,  which  he  forfeited  in  connection  with  his  purchase  of  si 
plantation  in  Arkansas.  As  to  these  losses  the  action  of  the 
Commissioner  is  sustained. 

Reviewed  by  the  Hoard. 

*/ 

Judgment  will  be  entered  under  Ride  ■><> 
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Warren  Steam  Pump  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  14813,  22389.  Promulgated  October  2,  1928. 

Petitioner  entered  into  a  5-year  agreement  to  make  certain  pay¬ 
ments  to  one  of  its  stockholders  or  to  his  heirs  or  assigns  as  salary 
for  his  services  as  manager  and  in  consideration  of  such  stock¬ 
holder  placing  his  stock  in  trust.  Said  stockholder  died  in  the 
second  year  in  which  the  agreement  was  in  effect  and  the  peti¬ 
tioner  thereafter,  and  in  the  taxable  years,  made  the  payments  in 
question.  Held,  that  in  the  circumstances  herein,  such  payments 
may  not  be  deducted  from  income  in  the  determination  of  the 
petitioner’s  tax  liability  for  any  of  the  several  taxable  years  in¬ 
volved,  either  as  ordinary  and  necessary  expenses  or  as  losses. 

Merrill  S.  June ,  Esq.,  and  George  Avery  White ,  Esq.,  for  the 
ditioner. 

Pa\iol  L.  Peyton,  Esq.,  and  Hugh  Brewster,  Esq.,  for  the  re- 

>ondent. 

The  respondent  has  asserted  deficiencies  in  income  taxes  for  the 
?ars  1921,  1922,  and  1923,  in  the  respective  amounts  of  $8,784.75, 
>,127.01,  and  $2,556.73.  The  only  issue  involved  is  whether  certain 
lyments  made  by  the  petitioner  in  the  taxable  years  are  deductible 
om  gross  income  in  each  of  such  years  as  ordinary  and  necessary 
isiness  expenses  or,  an  alternative,  as  losses  sustained  in  such  years, 
y  agreement  of  the  parties  the  two  proceedings  have  been  consoli- 
ited  for  hearing  and  decision. 

FINDINGS  OF  FACT. 

At  all  times  in  the  taxable  years  the  petitioner  was  a  Massachu- 
tts  corporation,  with  its  principal  place  of  business  at  Warren, 
was  successfully  engaged  in  the  manufacture  of  steam  pumps, 
dor  to  and  during  the  taxable  years  it  earned  large  profits. 

Frank  F.  Phinney  entered  the  service  of  the  petitioner  in  1912,  and 
ter  became  its  president,  treasurer  and  general  manager.  In  1919 
owned  in  his  own  name  1,300  shares  and  other  members  of  his 
mily  owned  369  shares  of  the  petitioner’s  stock  then  outstanding. 
In  1919  the  petitioner  and  Phinney  entered  into  the  following 
!  reement : 

'  ttEEMENT  BETWEEN  THE  WARREN  STEAM  PUMP  COMPANY  AND  FRANK  F.  PHINNEY 

Whereas  The  Warren  Steam  Pump  Company  of  Warren,  Massachusetts, 
sieves  that  the  growth  and  present  success  of  the  Corporation  have  been 
e  to  the  management  of  Frank  F.  Phinney  and  the  stock  control  exercised 
him  and  that  his  continued  management  and  a  unified  stock  control  will 
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contribute  to  the  further  success  of  the  Corporation  therefore  the  Corporatioi 
believes  it  to  be  for  the  interest  of  the  Corporation  and  its  Stockholders  tha 
the  block  of  stock  now  standing  in  the  name  of  Frank  F.  Phinney,  of  Warren 
Mass.,  amounting  to  1,300  shares  be  kept;  intact  as  long  as  possible  and  als< 
that  as  long  as  possible  the  services  of  the  said  Frank  F.  Phinney  as  Treasure 
and  General  Manager  of  the  Corporation  be  retained.  Therefore  in  order  b 
accomplish  these  purposes  this  agreement  witnesseth ; 

The  said  Frank  F.  Phinney  hereby  agrees  to  assign,  set  over  and  transfer  t< 
the  three  persons  named  as  Trustees  in  the  Agreement  of  Trust  copy  of  whicl 
is  annexed  hereto  the  shares  of  stock  now  standing  in  his  name  upon  the  book 
of  the  said  Corporation  and  any  other  shares,  therein  that  he  may  acquire  t* 
have,  manage  and  dispose  of  under  the  terms  of  said  Agreement  of  Trust  am 
to  execute  and  deliver  to  the  persons  named  therein,  the  said  Agreement  o 
Trust,  copy  of  which  is  hereto  annexed  and  made  part  hereof. 

That  the  said  Corporation  will  employ  the  said  Frank  F.  Phinney  as  Treas 
urer  and  General  Manager  of  the  said  Company  for  the  term  of  five  year 
from  and  after  the  date  of  its  next  Annual  Meeting  paying  annually  the  sain 
annual  salary  heretofore  received  by  him,  whether  as  President,  Treasurer  o 
General  Manager,  plus  an  increase  of  twenty  (20)  per  cent.  And  the  sai< 
Frank  F.  Phinney  agrees  to  serve  as  Treasurer  and  General  Manager  for  th 
said  period  of  five  years  at  the  said  annual  compensation  and  will  at  th 
expiration  of  said  term  of  five  years  if  elected  Treasurer  and  General  Manage 
and  able  to  act  in  these  capacities  serve  as  Treasurer  and  General  Manager  a 
said  annual  compensation. 

That  in  consideration  of  the  said  assignment  of  said  shares,  of  the  execr 
tion  and  delivery  by  said  Frank  F.  Phinney  of  the  Agreement  of  Trust  as  afore 
said  and  of  the  aforesaid  Agreement  to  serve  as  Treasurer  and  General  Mar 
ager,  and  any  of  them  the  said  Company  hereby  agrees  that  if  and  when  th 
said  *  Frank  F.  Phinney  shall  cease  to  act  as  Treasurer  and  General  Manage 
for  any  reason  whether  this  shall  occur  during  or  after  the  five  year  perio 
aforesaid  the  said  Company  will  pay  to  him  or  in  case  of  his  death  to  his  exe< 
utors,  administrators  or  assigns  annually  in  regular  monthly  installments  th 
same'  sum  hereinbefore  specified  to  be  paid  to  him  as  Treasurer  and  Generi; 
Manager  aforesaid  provided,  however,  that  the  said  payment  shall  cease  if  an 
<vhen  the  said  Agreement  of  Trust  shall  terminate  and  upon  such  contingent* 

this  Agreement  shall  become  null  and  void. 

In  Witness  Whereof  the  Warren  Steam  Pump  Company  has  caused  thes 
presents  to  be  signed  in  its  name  and  behalf  and  its  corporate  seal  to  be  beret 
affixed  by  Louis  A.  Gendron  its  Director  and  Acting  President,  and  the  sai 
Frank  F.  Phinney  has  signed  and  affixed  his  seal  to  these  presents  this  eleven! 
day  of  January  1919. 

(seal)  Warren  Steam  Pump  Company, 

By  Louis  A.  Gendron 

Director  and  Acting  President. 

Frank  F.  Phinney  (seal) 

In  pursuance  with  the  conditions  of  the  above  agreement  Phinne) 
at  the  .same  time,  executed  the  following  trust  instrument: 
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AGREEMENT  OF  TRUST 

I,  Frank  F.  Phinney,  of  Warren,  Massachusetts  hereby  assign,  transfer  and 
;et  over  1,300  shares  of  the  Warren  Steam  Pump  Company,  being  the  shares 
iow  standing  in  my  name  upon  the  books  of  said  Company,  to 
Herbert  K.  Hallett  of  Boston  53  State  St. 

Mary  Wells  Phinney  of  Warren 
Frank  F.  Phinney  ”  ” 

md  their  successors  in  this  Trust  to  hold,  manage  and  dispose  of  upon  the  fol- 
owing  terms  and  conditions  and  with  the  following  powers  and  immunities : 

To  receive  and  hold  upon  the  same  trusts  any  additional  shares  of  the  stock 
>f  the  said  Corporation  that  may  be  transferred  to  them  by  said  Phinney  his 
xecutors,  administrators  or  assigns. 

To  receive  and  hold  upon  the  same  trusts  any  new  or  additional  stock  that 
nay  be  issued  to  them  by  the  said  Corporation. 

To  surrender  or  assign  the  shares  of  stock  held  by  them  hereunder  or  any  of 
hem  in  exchange  for  new  or  other  classes  of  stock  of  the  said  Corporation ;  any 
iew  issue  of  stock  to  be  held  and  accounted  for  by  the  Trustees  as  principal  and 
iot  as  income  hereunder. 

To  vote  upon  the  shares  of  stock  held  by  them  from  time  to  time  in  their 
iscretion  unless  they  shall  from  time  to  time  be  directed  as  to  their  vote  by  the 
aid  Frank  F.  Phinney  in  writing  and  in  such  case  to  vote  as  so  directed. 

To  execute  and  deliver  proxies  of  said  stock  to  be  used  at  any  meeting  of  the 
Corporation. 

To  mortgage,  pledge  or  assign  as  collateral  security  in  their  discretion  any 
f  the  shares  held  by  them  hereunder  and  to  borrow  monies  and  give  their 
ote  as  Trustee  therefor  which  may  be  necessary  in  their1  discretion  for  the 
urposes  of  the  trust. 

To  collect  and  receive  dividends  that  may  be  from  time  to  time  declared 
pon  the  stock  held  by  them  hereunder  and  after  paying  the  charges  and  ex- 
enses  of  the  Trust  to  pay  over  the  balance  semi-annually  or  oftener  to  the 
aid  Frank  F.  Phinney,  his  executors,  administrators  or  assigns. 

To  sell  the  stock  held  by  them  hereunder  only  in  block  and  not  in  parcels 
>r  such  prices  and  upon  such  terms  and  conditions  as  they  shall  see  fit  and  to 
arn  over  the  proceeds  thereof  after  paying  the  charges  and  expenses  of  the 
rust  to  Frank  F.  Phinney,  his  executors,  administrators  or  assigns  free  and 
ischarged  from  all  trusts. 

The  Irustee  or  Trustees  hereunder  shall  not  be  required  to  give  bond  or 
"curity  for  the  performance  of  their  trust  or  if  bond  is  given  shall  not  be  re¬ 
aired  to  give  surety  thereon. 

A  Trustee  hereunder  may  resign  by  written  resignation  to  his  co-Trustees. 

In  case  of  a  vacancy  a  new  Trustee  or  Trustees  shall  be  appointed  by  Frank 
.  Phinney  and  if  not  appointed  by  him  shall  then  be  appointed  by  the  remaining 
rustee  or  Trustees.  Any  new  or  succeeding  Trustee  shall  have  the  same  dis- 
■etion,  powers  and  emunities  as  belong  to  the  original  Trustees  hereunder. 

The  Trustees  may  in  all  matters  act  by  majority  and  a  Trustee  shall  not 
1  liable  except  for  his  own  misconduct  or  default. 

Unless  sooner  terminated  this  Trust  shall  terminate  at  the  expiration  of 
venty  years  from  the  death  of  the  survivor  of  Frank  F.  Phinney,  Mary  W. 
hinney  or  Mary  Elizabeth  Phinney  and  the  said  stock  be  assigned,  set  over 
'id  transferred  to  said  Frank  F.  Phinney,  his  executors,  administrators  or 
^signs  free  and  discharged  from  all  trusts. 
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In  Witness  Whereof  I  the  said  Frank  F.  Phinney  hereunto  set  my  hand 
and  seal  this  - —  day  of  January  1919. 

Frank  F.  Phinney  (seal) 

We,  the  Trustees  herein  named  accept  the  foregoing  Trusts. 

Herbert  K.  Hallett 
Mary  Wells  Phinney 
Frank  F.  Phinney 

Phinney  died  in  March,  19*20.  Pursuant  to  the  agreement  the 
petitioner  paid  the  amounts  in  controversy  to  his  estate  and  heirs  in 
1921,  1922,  and  1923,  and  in  its  income  and  profits  tax  returns  de^ 
ducted  the  amounts  so  paid  from  its  gross  income  in  the  respective 
years  as  ordinary  and  necessary  business  expenses.  Upon  audit  of 
such  returns  the  Commissioner  added  the  several  amounts  so  deducted 
to  the  petitioner's  gross  income  for  each  of  the  taxable  years  and 
asserted  the  deficiencies  here  in  controversy. 

OPINION. 

Lansdon  :  The  only  question  here  is  whether  the  payments  pro¬ 
vided  for  in  the  agreement  above  are  deductible  from  the  petitioner 
gross  income  in  the  several  years  in  which  such  disbursements  were 
made.  It  is  alleged  that  the  payments  in  question  were  or  dinar} 
and  necessary  business  expenses  and  so  deductible  under  the  au 
thoritv  of  section  231(a)  (1)  of  the  Revenue  Act  of  1921,  which  is  a> 
follows : 

All  the  ordinary  and  necessary  expenses  paid  or  incurred  during  the  taxable 
year  in  carrying  on  any  trade  or  business,  including  a  reasonable  allowance 
for  salaries  or  other  compensation  for  personal  services  actually  rendered,  ami 
including  rentals  or  other  payments  required  to  be  made  as  a  condition  to  tlu 
continued  use  or  possession  of  property  to  which  the  corporation  has  not  takei 
or  is  not  taking  title,  or  in  which  it  has  no  equity. 

If  the  payments  in  question  are  disallowed  as  ordinary  and  neces¬ 
sary  business  expenses  as  an  alternative  contention  the  petitioner 
asks  that  the  several  amounts  thereof  shall  be  deducted  from  ih 
gross  income  in  the  respective  taxable  years  as  losses  sustained, 
provided  in  section  231  (a)  (4)  of  the  Revenue  Act  of  1921,  which 
is  as  follows: 

Losses  sustained  during  the  taxable  year  and  not  compensated  for  by  insu: 
ance  or  otherwise,  unless,  in  order  to  clearly  reflect  the  income,  the  loss  shouM 
in  the  opinion  of  the  Commissioner  he  accounted  for  as  of  a  different 
period.  *  *  * 

Ordinary  and  necessary  expenses  include  all  regularly  recurring 
disbursements  for  purposes  relating  to  the  earning  of  income.  It  iff 
obvious  that  the  payments  here  in  question  are  not  of  the  kind  usu¬ 
ally  regarded  as  expenses  of  operation.  So  far  as  the  evidence 
shows,  they  contributed  in  no  way  to  the  income  of  the  petitioner 
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n  any  of  the  years  in  which  deductions  on  account  thereof  are 
laimed. 

In  several  instances  the  Board  and  courts  have  permitted  deduc- 
ions  from  income,  as  ordinary  and  necessary  expenses,  of  certain 
[isbursements  not  regularly  recurring  but  that  were  necessarily  in- 
urred  in  connection  •with  the  operation  of  the  business.  In  this 
ategory  may  be  included  attorney’s  fees  paid  for  the  defense  or 
•rosecution  of  law  suits  resulting  from  controversies  incident  to  the 
egular  business  activities  of  the  taxpayer  or  for  legal  services  in 
be  preparation  of  tax  returns  or  of  papers  relating  to  business 
perations.  Union  Collieries  Co .,  3  B.  T.  A.  540;  W.  Forgeus , 
B.  T.  A.  291.  Whether  such  expenses  are  for  business  purposes 
re  questions  of  fact  to  be  determined  from  the  evidence.  Frank  H. 
ullivan ,  1  B.  T.  A.  93;  Libby  &  Blouin ,  Ltd.,  4  B.  T.  A.  910. 

The  agreement  between  the  petitioner  and  Phinney  obviously  had 
vo  purposes,  viz,  (1)  to  secure  the  services  of  Phinney  for  an 
^tended  term  of  years,  and  (2)  to  effectuate  unified  control  of  a 
lajority  of  the  stock  of  the  corporation.  The  payments  made  for 
lese  purposes  in  Phinney’s  lifetime  may  have  been  deductible  as 
rdinary  and  necessary  expenses,  since  they  included  Phinney’s 
dary  as  manager,  but,  even  then,  unified  stock  control  was  an  addi- 
onal  element  of  consideration.  After  the  death  of  Phinney  the 
ayments  were  continued  in  conformity  with  the  agreement,  although 
3  service  to  the  petitioner  incident  to  the  earning  of  its  income  re¬ 
nted  therefrom.  From  that  time  it  is  obvious  that  the  disburse- 
ents  in  question  resulted  in  no  other  advantage  to  the  petitioner 
lan  the  assurance  of  continued  control  of  a  majority  of  the  stock, 
ayments  to  secure  control  of  the  stock  of  a  corporation  or  to  add 
1  or  protect  the  capital  assets  of  a  corporation  are  capital  expend!- 
ires.  Cf.  John  C.  Moore  Corporation ,  3  B.  T.  A.  430;  J.  Alland  & 
ro.,  Inc.y  1  B.  T.  A.  631;  Columbia  Theatre  Co.,  3  B.  T.  A.  622; 
arket  Supply  Co .,  3  B.  T.  A.  841 ;  American  Seating  Co .,  4  B.  T.  A. 
4b  T\  e  are  of  the  opinion  that  the  payments  here  involved  were 
pital  expenditures  and  were  not  deductible  from  the  income  of  the 
'titioner  in  the  several  taxable  years  as  ordinary  and  necessary 
:penses. 

Having  held  that  the  payments  made  by  the  petitioner  under  the 
rms  of  the  agreement  set  forth  above  were  capital  expenditures, 
id  the  record  failing  to  show  any  loss  sustained  from  the  disposition 
the  rights  acquired  by  such  payments,  we  are  of  the  opinion 
at  there  is  no  basis  for  the  deduction  of  the  amounts  thereof  from 
e  petitioner’s  income  for  the  several  taxable  years  of  such  payments 
losses. 

Reviewed  by  the  Board. 

Decision  will  be  entered  for  the  respondent . 
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Cecil  M.  Jack,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  14995,  17G62.  Promulgated  October  2,  1928. 

1.  Amounts  expended  by  a  physician  for  railroad  fare,  hotel 
accommodations  and  meals  in  connection  with*  attending  meetings 
and  conventions  of  various  medical  associations  held  to  be  de¬ 
ductible  as  ordinary  and  necessary  expenses. 

2.  The  action  of  the  Commissioner,  disallowing  any  deduction  for 
certain  losses  claimed,  sustained  for  lack  of  evidence  of  loss. 

A.  C .  Humphreys,  Esq.,  and  C.  A.  Gwinn,  Esq.,  for  the  petitione 

Clark  T.  Brown,  Esq.,  for  the  respondent. 

These  proceedings  are  for  the  redetermination  of  deficiencies  i 
income  taxes  for  the  following  years  in  the  amounts  stated  : 


1920  _  $410.  98 

1921  _  1,709.79 

1922  _  926.  84 

1923  _ I _  1,446.58 


FINDINGS  OF  FACT. 

Petitioner  resides  at  451  W.  Macon  Street,  Decatur,  Ill.,  in  whic 
city  he  is  engaged  in  the  practice  of  medicine. 

He  expended  during  the  years  1920,  1921,  1922,  and  1923,  the  n 
spective  sums,  $16,  $230,  $375,  and  $384.46  for  railroad  fare,  hote 
accommodations  and  meals  in  connection  with  attending  meeting 
and  conventions  of  various  medical  associations.  He  deducted  fror 
gross  income  and  the  Commissioner  disallowed  as  deductions  fo 
said  years  the  respective  sums,  $16,  $230,  $375,  and  $15. 

On  July  1,  1906,  petitioner  and  Dr.  Everett  J.  Brown  entered  int 
a  partnership  agreement,  whereunder  petitioner  acquired  a  25  pc 
cent  interest  and  Dr.  Brown  a  75  per  cent  interest  in  the  partnershi] 
Dr.  Brown  contributed  to  the  partnership  his  office  equipment  an< 
other  tangible  property.  He  assigned  to  it  the  lease  on  his  office 
and  contributed  the  good  will  of  his  practice.  Petitioner  contribute* 
to  the  partnership  the  good  will  of  his  practice.  The  said  partnei 
ship  agreement  contained  the  following: 

For  reason  of  the  limited  nature  of  the  good  will,  so  contributed  by  him,  h 
the  said  Jack,  further  agrees  to  and  with  the  said  Brown  as  further  consider.' 
tion  for  the  organization  of  said  co-partnership  and  the  continuation  of  th 
same,  to  pay  to  said  Brown,  the  sum  of  $7,500.00. 

Only  July  1,  1916,  petitioner  and  Dr.  Brown  entered  into  a  ne' 
partnership  agreement  which  was  to  expire  on  December  31,  1921 
Under  this  agreement,  petitioner  acquired  a  29  per  cent  interest  n< 
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he  partnership,  which  interest  was  to  increase  at  the  rate  of  2  per 
ent  per  year.  Dr.  Brown’s  interest  was  to  decrease  proportionately. 

On  November  1,  1919,  petitioner  and  Dr.  Brown  entered  into  a 
ew  partnership  agreement  which  terminated  and  superseded  the 
Id  agreements.  Under  this  agreement,  petitioner  agreed  to  purchase 
artain  real  estate  interests  from  Dr.  Brown  at  an  agreed  price.  It 
as  also  agreed  that  beginning  November  1,  1919,  each  partner  should 
ave  a  one-half  interest  in  the  partnership  until  such  time  as  Dr. 
>rown  should  not  be  able  to  render  professional  services  in  the  prac- 
ce  of  medicine,  at  which  time  the  partnership  should  automatically 
irminate.  Dr.  Brown  agreed  to  sell  to  petitioner  at  such  time  as 
)r.  Brown  should  be  unable  to  practice  medicine  all  his  interest  in 
le  partnership  book  accounts,  office  equipment,  medical  and  surgical 
istruments  and  appliances,  office  fixtures  and  furnishings,  the  good 
ill  and  the  continuance  of  the  right  to  use  and  occupy  the  offices  for 
le  period  of  at  least  five  years  thereafter.  Petitioner  agreed  to  pay 
5  rental  for  the  office  rooms  an  amount  to  be  mutually  agreed  upon 
■°m  year  to  year  and  to  pay  for  Dr.  Brown’s  interest  in  all  the 
artnership  assets  a  certain  percentage  of  the  net  income  from  the 
irnings  of  the  medical  practice  to  be  continued  by  him.  The  per- 
intages  were  40  per  cent  for  the  first  year,  30  per  cent  for  the  second 
Bar,  20  per  cent  for  the  third  year,  10  per  cent  for  the  fourth  year, 
id  5  per  cent  for  the  fifth  year. 

The  partnership  terminated  due  to  Dr.  Brown’s  physical  disability 
i  June  10,  1920.  Dr.  Brown  died  on  August  30,  1920. 

A  balance  sheet  from  the  partnership  books  as  of  June  10,  1920, 
towed  the  fohowing: 


Assets 

Liabilities 

counts  receivable, 
rniture  and  fixtures 

'ay  equipment _ 

n.  Sealing  Co 
izens’  National  Bank, 
sh  on  hand _ 

- 1 - - - - - 

$49,  849.  62 

2,  700.  00 

2,  812.  50 
400.  00 
1,317.21 
715.  55 

Advances..  .. 

E.  J.  Brown 

C.  M.  Jack.  _ 

Net  Worth,  $55,362.12— 

E.  J.  Brown. 

C.  M.  Jack  .. 

$13.  65 
2, 158.  38 
260.  73 

27,  681.  06 
27,  681.  06 

57,  794.  88 

57,  794.  88 

ihe  “  accounts  receivable  ”  consisted  of  a  large  number  of  accounts 
ntracted  over  a  period  of  years  subsequent  to  1906. 

During  the  years  1920  to  1923  petitioner,  in  pursuance  of  the  agree- 
ent  dated  November  1,  1919,  paid  to  Dr.  Brown  and/or  Dr.  Brown’s 
late  the  following  sums: 


1920 

1921 

1922 

1923 


$8,  898.  93 
11,  056.  86 
6,  626.  70 
5,  224.  31 


Total 


31,  806.  80 
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A  final  settlement  agreement  was  effected  between  petitioner  and 
the  trustees  for  the  estate  of  Dr.  Brown  under  date  of  August  30. 
1923.  Under  said  agreement,  petitioner  paid  the  said  trustees  $2,875 
for  a  transfer  and  assignment  of  all  their  right,  title  and  interest 
in  the  income  and  profits  specified  in  the  agreement  dated  November 
1,  1919.  The  said  amount  of  $2,875  is  included  in  the  amount  of 
$5,224.31  for  the  year  1923  set  forth  above. 

During  the  years  1920  to  1923,  petitioner  made  partial  collections 
of  the  accounts  of  the  partnership  outstanding  on  June  10,  1920;  and 
collections  to  the  extent  of  50  per  cent  representing  accounts  pur¬ 
chased  from  Dr.  Brown  under  the  agreement  of  November  1,  1919. 
were  eliminated  from  income  by  Commissioner. 

The  amounts  collected  and  the  amounts  so  eliminated  from  income 
are  as  follows : 


1920  _ 

1921  . 

1922  _ 

1923  . 

Total 


Total  col¬ 
lections 


$12, 490. 92 
3,  692.  46 
1,  969. 02 
948.54 


19, 100.  94 


One-half 

purchased 

from 

Dr.  Brown 


—  I 


$6,  245. 46 
1,  846. 23 
984.51 
474.27 


9,  550. 47 


Petitioner  kept  his  books  of  account  and  rendered  his  income-tax 
returns  on  a  cash  basis. 

Commissioner  has  denied  petitioner  a  deduction  for  1923  for  the 
difference  between  one-half  of  the  amount  of  accounts  receivable 
shown  on  the  books  of  the  partnership  on  June  10,  1920,  and  pur¬ 
chased  from  Dr.  Brown,  and  collections  on  same  as  above  ($9,550.47). 


OPINION. 


Phillips:  The  facts  follow  the  stipulation  of  the  parties  except 
that  the  substance  of  certain  contracts  attached  as  exhibits  have  been 
set  out  rather  than  the  whole  thereof.  We  are  of  the  opinion  that 
the  Commissioner  was  in  error  in  refusing  to  allow  as  a  deduction 
the  expenses  of  attending  meetings  and  conventions  of  medical 
societies.  Marion  1).  Shutter ,  2  B.  T.  A.  23;  Alexander  Silverman. 
0  B.  T.  A.  1528.  In  Everett  L.  Lain ,  3  B.  T.  A.  1157,  on  which  the 
respondent  relies,  it  was  necessary  to  affirm  the  action  of  the  Com 
missioner  for  lack  of  proof  of  the  amounts  expended  in  attending 
professional  conventions. 

Petitioner  contends  that  he  is  entitled  to  deduct  from  gross  income 
for  1923  the  amount  of  $15,374.34,  representing  one-half  of  the  dif¬ 
ference  between  the  amounts  of  accounts  receivable  as  shown  on  the 
books  of  the  partnership  on  June  10,  1920,  the  date  of  the  termina- 


(726)  L.  J.  CHRISTOPHER  ET  AL.  729 

t i on  of  the  partnership,  and  the  amount  collected  on  said  accounts 
between  June  11,  1920,  and  December  31,  1923. 

It  is  petitioner’s  contention  that  his  associate,  Dr.  Brown,  owned 
one-half  of  the  accounts  receivable  of  the  partnership  and  that  on 
dissolution  petitioner  purchased  his  interest  therein,  paying  therefor 
their  face  value.  It  is  the  difference  between  this  alleged  cost  of 
purchase  and  the  amount  realized  to  the  close  of  1923  that  is  sought 
as  a  deduction.  We  have  difficulty  in  arriving  at  the  conclusion  that 
the  petitioner  paid  Dr.  Brown  or  his  estate  one-half  of  the  face  value 
of  the  accounts  for  his  interest,  but  even  if  this  difficulty  is  considered 
as  overcome,  we  are  of  the  opinion  that  petitioner  has  failed  to 
establish  that  he  is  entitled  to  the  deduction  claimed  either  as  a  loss 
sustained  in  that  year  or  as  debts  ascertained  to  be  worthless  and 
charged  off.  The  expression  “  losses  sustained  ”  means  actual  losses. 
No  final  disposition  of  the  accounts  took  place  in  1923.  There  is  no 
evidence  that  they  were  lost  in  that  year  or  that  petitioner  sustained 
a  loss  on  account  of  them  in  that  year.  We  can  not  assume  that  all 
accounts  uncollected  at  the  end  of  1923  had  become  valueless.  Neither 
is  the  sum  contended  for  deductible  as  a  worthless  debt  in  that  year, 
for  there  is  no  evidence  that  any  of  the  accounts  were  worthless  in 
1923  or  that  petitioner  ascertained  any  part  of  them  to  be  worthless 
in  that  year  and  charged  them  off. 

Reviewed  by  the  Board. 

Decision  will  be  entered  under  Rule  50. 


L.  J.  Christopher,  Petitioner,  v.  Commissioner  of  Internal 

Bevenue,  Despondent. 

L  J.  Christopher  Co.  of  California,  Petitioner,  v.  Commissioner 

of  Internal  Bevenue,  Despondent. 

L  J.  Christopher  Co.  of  Delaware,  Petitioner,  v.  Commissioner 

of  Internal  Bevenue,  Despondent. 

Docket  Nos.  8931,  16085,  and  17448.  Promulgated  October  2,  1928. 

1.  Certain  withdrawals  from  a  corporation  made  by  a  stockholder 
who  owned  all  the  stock  of  the  corporation  except  certain  quali¬ 
fying  shares,  held  to  be  taxable  dividends  under  section  201  of  the 
Revenue  Act  of  1921. 

2.  In  the  absence  of  evidence  showing  when  income-tax  returns 
were  filed,  held,  that  the  assessment  of  a  deficiency  is  not  barred  by 
the  statute  of  limitations. 

3.  The  value  of  the  good  will  of  a  corporation  determined. 

4.  Right  to  special  assessment  under  section  328  of  the  Revenue 
Act  of  1921  denied  where  the  only  facts  established  in  evidence  are 
the  amount  of  income  and  the  amount  of  invested  capital  of  pefL 
tioner  qs  determined  by  respondent, 
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George  E.  H.  Goodner ,  Esq.,  for  the  petitioners. 

George  H.  Roster ,  C .  P.  A .,  and  I.  R.  Blais  dell,  Esq.,  for  thj 
respondent. 

The  above  proceedings  were  consolidated  for  hearing  and  decisio: 
and  all  involve  deficiencies  in  tax  for  the  year  1921.  In  the  proceed 
ing  of  L.  J.  Christopher,  the  deficiency  is  $89,501.52.  In  the  proceed 
ing  of  L.  J.  Christopher  Co.  of  California,  hereafter  referred  to  a 
the  California  Company,  the  deficiency  is  $6,227.17  and  in  the  pro 
ceeding  of  L.  J.  Christopher  Co.  of  Delaware,  hereafter  referred  t 
as  the  Delaware  Company,  the  deficiency  is  $20,210.94.  Petitionei 
L.  J.  Christopher,  asserts  that  respondent  erred  (a)  in  holding  tha 
petitioner  was  in  receipt  of  a  taxable  dividend  in  the  amount  o 
$192,872.67,  and  (b)  in  refusing  to  hold  that  petitioner  received  sail 
amount  as  trustee  for  the  California  Company.  Petitioner,  the  Cali 
fornia  Co.,  asserts  (c)  that  the  assessment  of  any  additional  tax  i 
barred  by  the  statute  of  limitations;  (d)  that  there  was  no  actua 
sale  by  the  California  Company  to  the  Delaware  Company  upoi 
which  a  profit  was  realized;  (e)  that  the  transaction  between  sail 
companies  constituted  a  reorganization  which  did  not  result  in  tax 
able  gain;  (f)  that  respondent  in  computing  the  profit  on  the  alleges 
sale  by  the  California  Company  to  the  Delaware  Company  errone 
ously  excluded  from  cost  the  value  of  good  will  acquired  by  tha 
company  in  exchange  for  its  capital  stock  and  in  including  in  gaii 
the  amount  of  $12,093.46.  Petitioner,  the  Delaware  Company,  as 
serts  (g)  that  the  assessment  of  the  additional  tax  is  barred  by  tin 
statute  of  limitations;  (h)  that  respondent  erred  in  holding  that  peti 
tioner’s  invested  capital  could  be  determined;  (i)  that  respondem 
erroneously  concluded  that  there  were  present  during  the  year  1921 
in  the  income  and  invested  capital  of  said  company  no  abnormal  con 
ditions  which  would  justify  him  in  computing  the  profits  tax  of 
petitioner  under  the  provisions  of  section  328  of  the  Revenue  Act  ol 
1921;  and  (j)  that  respondent  erroneously  excluded  from  said  peti 
tioner’s  invested  capital  the  value  of  good  will  acquired  by  it  at  the 
time  of  its  organization  and  the  purchase  of  the  assets  of  the  Cali¬ 
fornia  Company. 

FINDINGS  OF  FACT. 

L.  J.  Christopher  entered  the  wholesale  and  retail  ice  cream,  cand} 
and  confectionery  business  in  the  year  1887,  in  Los  Angeles,  Calif, 
with  a  capital  of  approximately  $50,000.  The  business  was  successful 
and  steadily  increased  in  value.  Prior  to  the  year  1914,  he  had 
acquired  certain  real  estate  and  had  built  thereon  an  extensive  plant. 
The  sales  grew  in  volume  and  by  1914  he  was  selling  ice  cream  in 
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nany  of  the  surrounding  towns  and  cities.  In  1912  he  registered  his 
lame  as  a  trade-mark.  By  1914  his  annual  sale  of  ice  cream 
imounted  to  approximately  200,000  gallons.  In  1914  he  organized 
he  California  Company  under  the  laws  of  California  with  a  capital 
lock  of  $400,300,  and  transferred  to  it  all  of  the  assets  of  the  business 
ncluding  the  good  will,  in  consideration  of  all  of  its  capital  stock 
xcept  a  few  qualifying  shares.  Immediately  upon  its  organization, 
he  California  Company  set  up  on  its  books,  the  following  statement 
if  its  assets  and  liabilities : 

L.  J.  Christopher  Company,  Los  Angeles 


Statement  of  Assets  and  Liabilities  June  1,  1914. 


CASH  ASSETS  DETAIL  TOTAL 

l.  Revolving  Funds _  $152.  00 

1.  Citizens  National  Bank _  1,  615.  41 

-  $1,  767.  41 

CURRENT  ASSETS 

).  Accounts  Receivable _ $29,  984.  75 

).  Notes  Receivable _  1,  838.  06 

L.  Accounts  Receivable  (Anaheim  Store)  (C.R.  Ailing)  _  2,  958.  50 

l.  Stock  Suscription _  300.  00 

-  35,  081.  31 

INVENTORY  ASSETS 


r.  Warehouse _  18,  744.  50 

5.  Factory  Work  in  Process — 

Cdy - -  $2,686.22 

IC - ' - -  3, 163. 11 

•  -  5,  849.  33 

I.  Factory  Manufactured  Stock — 

Cdy -  $948.  91 

IC -  1,  772.  59 

•  -  2,  721.  50 

i.  Store  Stock _  7,  404.  62 


34,  719.  95 


PROPERTY  ASSETS 


.  Real  Estate -  200,000.00 

.  Buildings - - -  51,  023. 16 

.  Outside  Investments _  1,  212.  00 

-  252,  235. 16 


EQUIPMENT  ASSETS 


.  Cafe  and  Store  Furniture  and  Fixtures _ $39,  286.  04 

.  Factory  Machinery  and  Equipment _  43, 160.  41 

.  Office  Furniture  and  Fixtures _  1,  722.  80 

.  Delivery  Equipment _  20,  741.  30 

.  Tubs  and  Cabinets _  10,  581.  49 

Dish  Room  Stock _ _ _  7,  433.  77 


122,  925.  81 
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DEFERRED  ASSETS  DETAIL  TOTAL 

47.  Advanced  Expenses -  $1,  201.  72 

49.  Unexpired  Insurance -  1,318.05 

50.  Delivery  Department  Supplies -  502.  50 

53.  Good  Will _  17,028.82 

$20,  051. 0 

Total  assets _ $466,  780. 7 


Liabilities 

CURRENT  LIABILITIES 

$19, 126.  34 
10,  000.  00 

-  $29,126.3 


57.  Accounts  Payable 

58.  Notes  Payable — 


RESERVE  LIABILITIES 


55.  Reserve  for  Depreciation -  37,  354. 3: 

CAPITAL  LIABILITIES 

72.  Capital  Stock _  400, 300. 0< 

Total  liabilities _ $466,  780.  7; 


The  actual  cash  value  of  the  trood  will  of  the  business  of  L.  J 
Christopher  acquired  by  the  California  Company  was  $17,028.82 
L.  J.  Christopher  was  at  all  times  president  of  the  California  Com 
pany  and  the  owner  of  all  its  shares  of  stock  except  the  qualifying 
shares,  and  certain  small  blocks  of  stock  held  by  employees  all  o: 
which  were  taken  over  by  L.  J.  Christopher  prior  to  the  sale  hereaftei 
referred  to  for  par  and  interest  on  such  par  value  at  the  approximate 
rate  of  7  per  cent.  From  the  date  of  its  incorporation  down  to  ant 
including  the  year  1924.  the  California  Company  made  no  forma 
declaration  of  dividend.  During  said  period  L.  J.  Christophei 
withdrew  from  the  earnings  of  the  California  Company  from  tinn 
to  time,  moneys  and  other  personalty.  These  amounts  were  charged 
against  him  on  the  books  of  the  California  Company.  The  private 
account  of  L.  J.  Christopher  as  it  appears  on  the  ledger  of  the 
California  Company  shows  that  as  of  February  28,  1920,  said  Chris¬ 
topher  was  charged  with  the  sum  of  $843.36  and  that  during  th* 
remainder  of  that  year  he  withdrew  in  cash  and  other  item>. 
$46,270.92  and  that  these  withdrawals  were  credited  by  salary  in 
the  amount  of  $11,000  and  other  items  amounting  to  $1,769.75. 
leaving  a  balance  charged  against  him  as  of  December  31,  1920,  of 
$34,344.53.  The  private  account  of  L.  J.  Christopher  as  it  appears 
from  the  ledger  of  the  California  Company  for  the  period  Januan 
1.  1921,  to  December  31,  1923.  inclusive,  is  as  follows: 
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L.  J.  Christopher  Company,  Los  Angeles 


Date 

Description 

Post  ref. 

Charges 

Credits 

Dr.  or 
credit 

Bal.  amt. 

nonnts 

forwarded.  . . . .  .. 

$34,  344.  53 

$34,  344.  53 

/31/21 

Cash  Record . . 

R.  6.. . . 

13,  515.  55 

t t 

A.  P _ _ 

R.  I._ . . 

1.  25 

it 

Salary  Jan.  _ _ 

J  727  B _ 

47,  861.  33 

$1,  000.  00 

46, 861.  33 

1-28/21 

Cash  Record  _ _ 

R.  6 _ 

20,  095.  60 

it 

P.  R _ _ _ 

R.  2 _ 

7.  88 

ii 

Sundry  _ _ _ 

J  737  A _ 

500.00 

67,  964.  81 

1,  500.  00 

66, 464.  81 

V  740 _ 

250,  000.  00 

316, 464.81 

The  foregoing  entries  were  made  on  the  ledger  of  the  California 
ompany  during  the  year  1921.  All  the  following  entries  were  made 
i  the  ledger  of  the  California  Company  in  the  year  1924  and  after 
e  books  had  been  examined  by  a  revenue  agent : 


)ate 

Description 

Post  ref. 

Charges 

Credits 

Dr.  of 
credit 

Balance 

amount 

28/21 

31/21 

31/21 

31/21 

31/21 

L.  J.  C.  Agency.  A/c.  _ 

J.  A.  1-5 _ 

it  it 

a 

$11, 187. 49 
62, 590.  41 

a  a 

a 

“  “  Inc.  tax  B  Agency. .  . 

i  t 

$29, 321.  28 
25,  000.  00 

“  “  Retirement _ .  .  . 

a 

25,  000.  00 

31/21 

“  “  P.  Slk.  Div.  Agency.  _ 

a 

5, 468.  75 

• 

422,211.46 

7,000.00 

55,  821.  28 

Dr _ 

$366,  390. 18 

31/22 

it 

L.  J.  C.  Agcy.  Div _ _ 

J  A  1-5 . 

L.  J.  C.  Taxes  B  Agency _ 

it 

3, 124.  90 

it 

L.  J.  C.  Agency  Rentals . 

it 

12,  534.  92 

441,  746.  38 
12,  593.  02 

58,  946. 18 

382, 800.  20 

31/23 

a 

it  it 

it 

L.  J.  C.  Pers.  Del.  Div.  10%.. 
L.  J.  C.  P.  Slk.  Div.  Agency.. 
L.  J.  C.  Agency  Retirement- 

J  A  1-5 . . 

40,  740.  00 

a 

J  A  1-5 _ 

6,  270.  81 
25,  000.  00 

1 1 

J  A  1-5 . 

25,  000.  00 

485,  610.  21 

124,  686.  18 
908.  93 

360,  924.  03 

31/23 

L.  J.  C.  Taxes  paid  1921. . . 

I 

485,  610.  21 

125,  595.  11 

360,  015. 10 

Immediately  to  the  left  of  these  entries  and  on  the  same  page 
pear  the  following  entries,  which  were  also  made  in  the  year  1924 
d  subsequent  to  the  examination  of  the  books  by  a  revenue  agent : 

Analysis 


:ferred  stock 

Del.  Co. 

Agency  A/c  Private  A/c 

$66, 464.  6l 

$125, 000. 00 

$25, 000.  00 

$125, 000.  00 

11,187.49  Rentals 

62,  590. 41  Various 

A/cs. 

$29, 321.  28 

25, 000. 00 

5, 468.  75 
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Analysis — Continued 


Preferred  stock 

Del.  Co. 

Agency  A/c  Private  A/c 

$100, 000. 00 

$199,  925.  37  $66, 464.  81 

7, 000. 00 

3, 124.  90 

12,  534. 92 

$100, 000. 00 

25, 000.  00 

$216, 335.  39  $66, 464.  81 

12,  593. 02 

$40,  740.0 

6,  270.  81 

25, 000. 00 

$75, 000. 00 

200, 199.  22 

25, 724.  81 

908.  93 

$75, 000.  00 

$259,  290.  29 

$25, 724.  81 

The  income  of  L.  J.  Christopher  for  the  year  1921  as  computed  by 
respondent  was  $220,999.06. 

In  February,  1921,  the  Delaware  Company  was  organized  undei 
the  laws  of  Delaware  and  thereupon  the  following  bill  of  sale  was 
executed : 

For  a  Valuable  Consideration,  receipt  of  which  is  hereby  acknowledged. 
L.  J.  Christopher  Company,  a  corporation,  organized  and  existing  under  and 
by  virtue  of  the  laws  of  the  State  of  California,  hereinafter  referred  to  as  the 
vendor,  of  the  one  part,  hereby  grants,  conveys,  and  assigns  to  L.  J.  Christo¬ 
pher  Company,  a  corporation,  organized  and  existing  under  and  by  virtue  of 
the  laws  of  the  State  of  Delaware,  hereinafter  referred  to  as  the  vendee  of  the 
other  part,  all  that  certain  personal  property  consisting  of  the  stock  of  goods, 
wares,  and  merchandise,  materials,  manufactured  articles,  machinery,  trucks 
equipment,  and  all  personal  property  owned  by  the  vendor  herein  and  which  is 
now  in  and  about  those  certain  premises  heretofore  operated  by  said  vendor 
on  Lots  1,  2,  3,  9,  10,  and  11,  of  Tract  No.  2651,  in  Los  Angeles  City,  and  all 
property,  including  good  will,  owned  by  said  vendor,  save  and  except  real  estate 
(including  buildings)  and  cash  (including  bills  and  accounts  of  every  kind 
outstanding).  It  is  understood  and  agreed  between  said  parties  that  all  of 
the  said  properties  are  free  from  encumbrances. 

L.  J.  Christopher, 

a  California  Corporation 
by  L.  J.  Christopher.  Pres. 

Alfred  Beaudry,  Secy. 

L.  J.  Christopher  was  at  this  time  president  of  both  corporations. 
The  consideration  paid  by  the  Delaware  Company  to  the  California 
Company  under  the  above  bill  of  sale  was  $125,000  cash  and  1,250 
shares  of  its  7  per  cent  preferred  stock  of  the  par  value  of  $100 
each.  The  cash  was  paid  by  the  check  of  the  Delaware  Company 
payable  to  the  California  Company.  This  check  was  endorsed  by 
the  California  Company  to  L.  J.  Christopher,  who  deposited  it  in 
bank  to  his  personal  account.  During  1921  the  Delaware  Company 
retired  $25,000  par  value  of  its  preferred  stock  for  the  sum  l»i 
$25,000.  The  check  representing  this  payment  was  payable  to  aud 
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eceived  by  the  California  Company  and  by  it  endorsed  to  L.  J. 
Christopher,  who  deposited  it  in  bank  to  his  personal  account, 
hior  to  the  sale  to  the  Delaware  Company,  the  California  Company 
ad  placed  orders  for  goods  at  a  sale  price  of  $12,093.46  and  had  paid 
his  sum  to  the  sellers.  The  goods  were  received  subsequent  to  the 
ale  and  turned  over  to  the  Delaware  Company,  who  thereupon  paid 
3  the  California  Company  the  price,  $12,093.46.  The  California 
Company  did  not  dissolve  after  the  sale  of  part  of  its  assets  to  the 
)elaware  Company  and  is  now  in  existence,  holding  and  controlling 
s  remaining  assets.  The  income  of  the  Delaware  Company  for  the 
ear  1921  as  computed  by  respondent  was  $124,073.53  and  its  invested 
ipital  for  the  same  period  as  determined  by  respondent  was 
279,745.85  computed  as  follows  : 

Capital  stock  $275,000;  plus  additions  $14,626,  issued  on  March 
1,  1921,  prorated  for  276  days,  $11,059.65;  $220  par  of  stock  issued 
a  September  30,  1921,  prorated  for  93  days,  $56.05;  total,  $286,- 
15.  ( 0.  Reductions  on  account  of  250  shares  of  preferred  stock 
adeemed  on  September  30,  1921,  prorated  for  93  days,  $6,369.8 5. 

At  the  hearing  respondent  introduced  in  evidence  the  following 
vo  instruments  in  writing : 


Income  and  Profits  Tax  Waiver 


For  Taxable  Years  Ended  Prior  to  Jan.  1,  1922 


In  pursuance  of  the  provisions  of  existing  Internal  Revenue  Laws,  L.  J. 
iristopher  Co.  of  Calif.,  a  taxpayer  of  Los  Angeles,  Calif.,  and  the  Com- 
issioner  of  Internal  Revenue  hereby  waive  the  time  prescribed  by  law  for 
aking  any  assessment  of  the  amount  of  income,  excess-profits,  or  war-profits 
xes  due  under  any  return  made  by  or  on  behalf  of  said  taxpayer  for  the  year 

>r  years)  1920  and  1921  under  existing  revenue  acts,  or  under  prior  revenue 

ts. 


This  waiver  of  the  time  for  making  any  assessment  as  aforesaid  shall  remain 
effect  until  December  31,  1926,  and  shall  then  expire  except  that  if  a  notice 
a  deficiency  in  tax  is  sent  to  said  taxpayer  by  registered  mail  before  said 
te  and  (1)  no  appeal  is  filed  therefrom  with  the  United  States  Board  of 
ix  Appeals  then  said  date  shall  be  extended  sixty  days,  or  (2)  if  an  appeal 
filed  with  said  Board  then  said  date  shall  be  extended  by  the  number  of  days 

tveen  the  date  of  mailing  of  said  notice  of  deficiency  and  the  date  of  final 
cision  by  said  Board. 


( Signed ) 


L.  J.  Christopher  Co.  of  California, 

Taxpayer. 

By  C.  Hookstratten 

D.  H.  Blair  C.  A.  D.  Commissioner.  . 


If  this  waiver  is  executed  on  behalf  of  a  corporation,  it  must  be  signed  by 
C  officer  or  officers  of  the  corporation  as  are  empowered  under  the  laws  of 
0  State  in  which  the  corporation  is  located  to  sign  for  the  corporation,  in 
aition  to  which,  the  seal,  if  any,  of  the  corporation  must  be  afllxed. 
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Income  and  Profits  Tax  Waiver 
For  Taxable  Years  Ended  Prior  to  Jan.  1,  1922. 

IT  :  E  :  SM 
JRM :  D-25761-3 

In  pursuance  of  the  provisions  of  existing  Internal  Revenue  Laws  L.  J 
Christopher  Company  of  Delaware,  a  taxpayer  of  Los  Angeles,  California,  an 
the  Commissioner  of  Internal  Revenue  hereby  waive  the  time  prescribed  by  Ira 
for  making  any  assessment  of  the  amount  of  income,  excess-profits,  or  wai 
profits  taxes  due  under  any  return  made  by  or  on  behalf  of  said  taxpayer  fo 
the  period  February  16  to  December  31,  1921  under  existing  revenue  acts,  o 
under  prior  revenue  acts. 

This  waiver  of  the  time  for  making  any  assessment  as  aforesaid  shall  remai: 
in  effect  until  December  31,  1926,  and  shall  then  expire  except  that  if  a  notic 
of  a  deficiency  in  tax  is  sent  to  said  taxpayer  by  registered  mail  before  sail 
date  and  (1)  no  appeal  is  filed  therefrom  with  the  United  States  Board  of  Ta: 
Appeals  then  said  date  shall  be  extended  sixty  days,  or  (2)  if  an  appeal  is  file* 
with  said  Board  then  said  date  shall  be  extended  by  the  number  of  days  betweei 
the  date  of  mailing  of  said  notice  of  deficiency  and  the  date  of  final  decision  b; 
said  Board. 

L.  J.  Christopher  Co., 

C.  Hookstratten, 

Secy.  Treas.  21st  &  Los  Angeles  Sts., 

Los  Angeles,  Cal.,  Taxpayer. 

D.  H.  Blair,  J.  G. 

Commissioner. 


Subscribed  and  Sworn  to  before  me  this  13th  day  of  Feb.  1926. 

William  A.  Taylor, 

Notary  Public  in  and  for  the  County  of 

Los  Angeles,  State  of  California. 


If  this  waiver  is  executed  on  behalf  of  a  corporation,  it  must  be  signed  b.' 
such  officer  or  officers  of  the  corporation  as  are  empowered  under  the  laws  o 
the  State  in  which  the  corporation  is  located  to  sign  for  the  corporation,  ii 
addition  to  which,  the  seal,  if  any,  of  the  corporation  must  be  affixed. 


At  the  date  of  the  execution  of  the  waiver  in  behalf  of  the  Cali 
fornia  Company,  St.  Cuir  Hookstratten,  who  signed  said  waiver  ii 
behalf  of  said  company,  was  its  secretary.  St.  Cuir  Hookstratten 
who  signed  the  waiver  in  behalf  of  the  Delaware  Company,  is  now 


and  since  some  time  in  1921  has  continuously  been  its  secretary-treas 
urer.  The  waiver  filed  in  behalf  of  the  Dehuvare  Company  b 
stamped  as  received  by  respondent  February  9,  1926.  The  waiver  in 
behalf  of  the  California  Company  bears  no  stamp  of  any  kind.  The 
deficiency  letter  to  the  California  Company  which  is  the  basis  of  it' 
appeal  was  mailed  by  respondent  April  G,  1926.  The  deficient 
letter  to  the  Delaware  Company  which  is  the  basis  of  its  appea 
was  mailed  by  respondent  on  April  24,  1926. 
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OPINION. 

Milliken  :  Respondent  has  determined  that  L.  J.  Christopher  re¬ 
ceived  in  the  year  1921  from  the  California  Company  taxable  divi¬ 
dends  in  the  net  amount  of  $192,872.67,  computed  as  follows : 

2/15/1921 — Balance  due  L.  J.  Christopher  Co.  (Calif.  Corp.) _ $66,464.81 

2/15/1921 — Cash  received  from  L.  J.  Christopher  Co.  of  Delaware 
on  sale  of  assets  by  the  L.  J.  Christopher  Co.  of  Cali¬ 
fornia  to  the  L.  J.  Christopher  Co.  of  Delaware _  125,  000.  00 

Cash  received  from  L.  J.  Christopher  Co.  of  Delaware  in 
cancellation  of  250  shares  preferred  stock,  the  property 


of  L.  J.  Christopher  Co.  of  California _  25,  000.  00 

Profit  realized  on  sale  of  assets  to  Delaware  Corp.  by 

California  Corp _  12,  093.  46 

Accrued  interest  on  Liberty  Bonds  sold  Mr.  Christopher 
during  year _  174.  22 


228,  732.  49 

^ess : 

General  expense _  $3.70 

Unexpired  taxes _  2,  022.  06 

Unexpired  insurance _  4,  512.  78 

Federal  taxes  paid  by  Mr.  Christopher _  29,  321.  28 

-  35,  859.  82 

192,  872.  67 


In  the  brief  filed  in  his  behalf  in  these  proceedings,  L.  J.  Christo- 
>her  contends  (1)  that  the  above  net  amount,  if  a  dividend,  was  a 
iquidating  dividend  and  is  not  taxable  since  he  has  not  recovered  the 
ost  of  his  stock;  (2)  that  said  net  amount  was  not  a  dividend  but 
^as  a  liability  to  and  an  asset  of  the  corporation,  and  (3)  that  if  a 
ividend,  the  total  net  amount  of  $192,872.67  should  be  reduced  by 
he  sum  of  $34,344.53,  the  net  amount  received  by  him  from  the 
orporation  prior  to  January  1,  1921. 

With  respect  to  the  first  contention,  it  is  to  be  observed  that  the 
California  Company  has  not  been  dissolved,  that  it  is  now  in  active 
peration  controlling  and  managing  the  assets  reserved  in  the  sale  to 
he  Delaware  Company,  and  that  so  far  as  the  record  discloses,  this 
etitioner  has  surrendered  none  of  his  stock  for  cancellation.  Counsel 
ar  petitioner  discusses  this  issue  as  though  it  is  controlled  by 
action  2  (c)  of  the  Revenue  Act  of  1918,  when  in  fact  the  deficiency 
lould  be  determined  under  section  201  of  the  Revenue  Act  of  1921. 
he  pertinent  parts  of  this  section  read : 

Sec.  201.  (a)  That  the  term  “dividend”  when  used  in  this  title  (except  in 
iragraph  (10)  of  subdivision  (a)  of  section  234  and  paragraph  (4)  of  subdivi- 
on  (a)  of  section  245)  means  any  distribution  made  by  a  corporation  to  its 
lareholders  or  members,  whether  in  cash  or  in  other  property,  out  of  its 
'rnings  or  profits  accumulated  since  February  28,  1913,  except  a  distribution 
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made  by  a  personal  sendee  corporation  out  of  earnings  or  profits  accumulate 
since  December  31,  1917,  and  prior  to  January  1,  1922. 

******* 

(c)  Any  distribution  (whether  in  cash  or  other  property)  made  by  a  corpor 
tion  to  its  shareholders  or  members  otherwise  than  out  of  (1)  earnings  <| 
profits  accumulated  since  February  28,  1913,  or  (2)  earnings  or  profii 
accumulated  or  increase  in  value  of  property  accrued  prior  to  March 
1913,  shall  be  applied  against  and  reduce  the  basis  provided  in  section  2( 
for  the  purpose  of  ascertaining  the  gain  derived  or  the  loss  sustained  from  tl 
sale  or  other  disposition  of  the  stock  or  shares  by  the  distributee. 

The  first  question  is  whether  these  withdrawals  by  this  petition! 
fall  within  the  term  “  distribution  ^  as  used  in  section  201.  It  is  coi 
tended  that  this  must  be  answered  in  the  negative,  since  it  appeal 
that  the  California  Company  made  no  formal  declarations  of  div 
dends  and  also  because  the  various  withdrawals  were  entered  on  tb 
books  of  the  California  Company  as  charges  against  this  petitione 

We  are  dealing  with  a  one  man  corporation,  which  so  far  as  tb 
record  discloses,  was  conducted  by  L.  J.  Christopher  as  though  it  wa 
an  individual  business.  That  portion  of  his  personal  account  wit 
the  California  Company  which  was  introduced  in  evidence  disclose 
that  although  his  salary  was  in  the  amount  of  $1,000  per  month,  b 
did  not  withdraw  any  part  of  it.  On  the  other  hand,  he  withdre1 
money  and  other  items  whenever,  it  appears,  he  needed  them  an 
these  withdrawals  were  credited  by  his  salary  and  other  items  indue 
mg  Victory  bonds.  Another  pertinent  fact  is  that  the  Calif orni 
Company  from  the  date  of  its  organization  to  and  including  th 
year  1921,  made  no  formal  declaration  of  a  single  dividend.  Sine 
during  all  this  time  this  petitioner  was  the  owner  of  practically  a 
the  capital  stock  of  the  California  Company  and  had  absolute  con 
trol,  and  since  the  only  distribution  of  earnings  made  in  these  seve 
}Tears  was  by  reason  of  these  withdrawals,  we  are  clearly  of  th 
opinion  that  they  were  distributions  made  by  the  California  Compan 
as  that  term  is  used  in  section  201.  See  Chattanooga  Savings  Bm 
v.  Brewer  (C.  C.  A.)  17  Fed.  (2d)  79;  Bockius  Realty  Co .,  1  B.  T.  A 
939;  Walle  &  Co .,  Ltd.,  1  B.  T.  A.  1064;  A.  C.  McLoch  <&  Co.,  1 
B.  T.  A.  816;  and  Moline  Dispatch  Publishing  Co.,  11  B.  T.  A.,  934 

There  is  no  merit  in  the  contention  that  the  withdrawals  created 
debt  in  favor  of  the  California  Company.  There  is  nothing  in  th 
record  that  to  the  slightest  degree  indicates  that  L.  J.  Christophe 
executed  any  notes  or  other  evidences  of  indebtedness  or  that  he  pah 
any  interest  thereon  or  that  interest  was  charged  to  his  account.  Ii 
a  protest  filed  by  him  with  respondent  on  July  7, 1925,  he  stated  unde 
oath:  “That  he  has  made  no  accounting  to  the  California  Compan; 
for  the  monies  received  through  the  sale  of  the  assets  to  the  Delawar 
Company;  that  no  dividend  has  been  declared  by  the  Californi 
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ompany  during  1921  or  any  subsequent  years.”  Similar  contentions 
^  to  the  effect  of  such  charges  were  made  and  rejected  in  Chat- 
mooga  Sawings  Bank  v.  Brewer  &  Go .,  Ltd, ,  and  ifdSm*  Dispatch 
ublishing  Co .,  both  supra.  Since  there  is  no  evidence  in  the  record 
hich  indicates  that  L.  J .  Christopher  intended  to  repay  these  with- 
rawals,  the  mere  entries  made  on  the  books  of  charges  against  him 
in  not  convert  into  an  asset  what  was  in  fact  a  distribution.  In 
>24  and  after  an  examination  of  the  books  of  the  corporation  by  a 
venue  agent,  additional  entries  were  made  to  indicate  that  the  with- 
awals  were  held  by  L.  J.  Christopher  as  the  agent  of  the  California 
ompany.  It  thus  appears  that  on  the  date  of  the  making  of  the 
;w  entries  the  theory  of  personal  indebtedness  was  abandoned  and 
e  theory  of  agenc}^  was  substituted.  The  making  of  these  later 
u-ries  we  regard  as  an  afterthought  and  as  of  no  importance  except 
the  extent  that  they  indicate  a  new  theory  to  avoid  tax  liability 
Petitioner’s  contention  that  the  amount  of  the  distribution  as 
■termmed  by  respondent  ($192,872.67)  should  be  reduced  by  the 
m  of  $34,344.53,  which  is  the  net  charge  against  L.  J.  Christopher 
of  December  31,  1920,  is  well  taken.  The  petitioner  furth* 
mt  T  contends  that  he  should  not  be  charged  with  the  item  of 

•  2,093.46.  The  burden  rests  upon  petitioner  to  overcome  the  find- 
?s  of  respondent  on  this  point.  Although  he  testified  at  the  bear¬ 
s’  he  gave  no  testimony  with  respect  to  this  item.  It  is  asserted 
i  at  since  this  item  does  not  appear  on  the  transcript  of  his  account 

•  it  appears  on  the  ledger  of  the  California  Company,  we  should 

•  cept  this  negative  evidence  as  sufficient  to  overthrow  respondent’s 
termination.  To  this  we  can  not  agree.  It  may  be  pointed  out, 
wever,  that  the  entries  made  in  1924  contain  a  charge  against  this 
titioner  as  of  1921  of  $62,590.41  with  the  explanation  “  various 
,f..„  ^or  a11  we  know>  this  entry  may  contain  the  charge  of 

rt  is  essential  to  the  taxation  of  a  distribution  by  a  corporation  as 
hvidend  under  section  201  that  it  was  paid  “  out  of  its  earning 
1 1  Pr°nts  accumulated  since  February  28,  1913.”  As  the  California 
mpany  was  organized  in  1914,  it  only  remains  to  discuss  whether, 
her  the  facts  presented  by  the  record,  petitioner  has  met  the  bur- 
i  ot  proof  imposed  upon  him.  Respondent  has  made  his  determi- 
ion  to  the  effect  that  the  distributions  were  paid  out  of  earnings 
11  Profits*  and  petitioner  has  introduced  no  evidence  whatever  to 
eftect  that  they  were  not  so  paid.  The  books  of  the  corporation 
re  available  (in  fact  adjournment  of  the  hearing  was  taken  to 
ible  counsel  to  investigate  these  very  books)  and  no  attempt  was 
*°.  “troduce  them  or  extracts  from  them  relative  to  earnings 
frW  Respondent  m  a  statement  attached  to  the  60-day  letter 
to  the  California  Company  sets  forth  a  surplus  and  undivided 
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profit  account  which  is  in  excess  of  the  distributions  as  here  dete- 
mined.  In  the  absence  of  evidence,  respondent  must  be  affirmed  ( 
this  point.  Subject  to  the  deduction  of  the  amount  of  $34,344.. 
above  referred  to,  respondent’s  action  in  the  proceeding  of  L. 
Christopher  is  affirmed. 

The  California  Company  pleads  that  the  assessment  of  the  de 
ciency  determined  against  it  is  barred  by  the  statute  of  limitation 
The  Delaware  Company  makes  a  similar  plea.  These  allegatioi 
were  denied  by  respondent  and  respondent  thereupon  placed  in  ev 
dence  the  “  waivers  ”  set  forth  in  the  findings  of  fact.  It  is  n< 
necessary  for  us  to  pass  upon  the  validity  of  these  waivers.  Se 
however,  Trustees  for  Ohio  &  Big  Sandy  Coal  Co .,  9  B.  T.  A.  6F 
Keeler  Brass  Co .,  10  B.  T.  A.  3;  and  Sugar  Run  Coal  Mining  Cc 
11  B.  T.  A.  587.  It  is  sufficient  to  point  out  that  there  is  no  evident 
in  the  record  as  to  when  the  income  and  profits-tax  returns  of  thes 
petitioners  were  filed.  The  contention  that  everyone  is  presume 
not  to  have  violated  the  law  is  without  merit  when  applied  to  the; 
proceedings,  since  the  Revenue  Act  of  1921  (sections  241  and  227 
provides  that  the  collector  may  grant  a  reasonable  extension  of  tim 
not  exceeding  six  months,  for  the  filing  of  returns.  This  preei; 
question  was  decided  adversely  to  petitioner’s  contention  in  Ed'uxtr 
M.  Lawrence ,  3  B.  T.  A.  40.  Cf.  Lawrence  v.  Ilam ,  19  Fed.  (2d)  04: 
Since  it  does  not  appear  that  the  assessment  of  these  deficiencies 
barred  by  limitations,  it  follows  that  collection  is  not  barred.  St 
Friend  M.  Aiken ,  10  B.  T.  A.  553,  and  Sugar  Run  Coal  Mining  Co 


supra. 

The  contentions  of  the  California  Company  that  the  transactor 
between  it  and  the  Delaware  Company  did  not  constitute  a  sale  bi 
did  constitute  reorganization  are  not  pressed  by  petitioner,  are  i 
direct  conflict  with  the  evidence,  and  need  not  be  considered  furthe: 
T1  le  California  Company  further  contends  that  respondent  erred  i 
excluding  from  cost,  good  will  acquired  by  it  from  L.  J.  Christophs 
and  b}'  including  in  the  purchase  price  the  sum  of  $12,093.46,  whic 
it  received  from  the  Delaware  Company  under  the  conditions  st 


forth  in  the  findings  of  fact. 

We  are  convinced  that  the  private  business  of  L.  J.  Christophe 
had  at  the  time  of  the  organizafion  of  the  California  Company  a  goo 
will  which  possessed  value  and  that  this  value  was  included  in  th 
assets  for  which  the  stock  of  the  corporation  was  issued.  The  que- 
tion  for  decision  is  what  its  value  was.  The  books  of  L.  J.  Chris 
topher  are  lost  and  we  are  compelled  to  resort  to  the  memories  o 
witnesses.  L.  J.  Christopher  testified  that  in  1914  he  was  wort 
approximately  $1,000,000,  that  three-fourths  of  this  amount  results 
from  the  business  which  he  incorporated,  and  that  the  earnings  o 
the  business  previous  to  incorporation  ran  from  $30,000  to  $40,000 
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ear.  When  pressed  for  dates  and  amounts,  he  became  uncertain 
ad  contradictory.  He  could  not  state  what  were  the  net  profits  of 
is  business  for  the  years  1910,  1911,  1912,  and  1913.  On  direct  ex- 
fnination,  he  stated  the  value  of  his  business  in  1914  was  “about 
100,000  or  $500,000.”  When  asked  on  cross-examination  what  assets 
>mposed  his  net  worth  of  $1,000,000,  he  testified  that  his  plant,  real 
fate  alone,  was  worth  $500,000  or  $600,000  and  this  in  the  face  of 
le  fact  that  this  same  real  estate  was  turned  into  the  corporation 
j  a  value  of  $251,023.16.  No  paid-in  surplus  is  or  has  ever  been 
aimed  by  reason  of  the  value  of  this  real  estate.  On  the  other 
md,  the  manager  of  the  business  prior  to  the  organization  of  the 
alifornia  Company  and  thereafter  of  that  corporation  up  to  July, 
)20,  who  had  full  charge  of  the  business  and  was  familiar  with  its 
iivities  and  its  books,  was  by  no  means  certain  what,  if  any,  profits 
ere  made  in  1913  and  1914.  He  stated  that  according  to  his  memory 
)  money  was  lost  prior  to  1914.  If  large  profits  had  been  made  in 
ese  years,  he  certainly  would  have  recalled  them,  since  he  testified 
om  the  same  memory  that  the  California  Company  lost  about 
0,000  in  1915  and  about  the  same  amount  in  1916.  Neither  are  we 
ipressed  with  the  testimony  of  this  witness  to  the  effect  that  the 
due  of  the  business  of  any  small  wholesale  ice  cream  concern  over 
tual  investment  was  25  cents  for  each  gallon  sold  during  the  year 
id  that  the  value  of  the  good  will  of  a  large  established  business 
as  worth  at  least  50  cents  for  every  gallon  sold  during  the  year, 
aese  statements  were  made  without  qualification — it  mattered  not 
liether  the  ice  cream  was  sold  at  a  loss  or  at  a  profit.  On  cross- 
amination,  he  stated  that  he  knew  of  no  sale  comparable  to  the 
le  of  the  California  Company  to  the  Delaware  Company.  How- 
er,  we  are  impressed  by  the  facts  that  L.  J.  Christopher  started  his 
isiness  with  an  investment  of  about  $50,000  in  1887,  that  it  grew  in 
lue  until  in  1914  it  was  worth  approximately  $400,000;  that  he 
d  a  trade-name  that  was  valuable,  and  that  he  had  extended  his 
ide  to  outside  cities  and  towns.  We  also  recognize  the  fact  that 
ice  the  books  involving  these  transactions  are  lost,  we  must  resort 
1  the  memories  of  the  various  witnesses.  While  book  value  is  of 
1  tie  Aveight,  we  accept  the  entries  on  the  books  of  the  California 
1  >mpany  as  the  value  placed  upon  the  good  will  by  the  parties  at 
le  time  of  the  transfer  and  fix  the  value  of  the  good  will  as  of  that 
te  at  $17,028.82.  In  computing  the  profit  on  sale  to  the  Delaware 
[  >mpany,  this  amount  should  be  added  to  cost. 

It  is  the  contention  of  this  petitioner  that  since  it  paid  $12,093.46 
b*  goods  which  were  thereafter  turned  over  to  the  Delaware  Com- 
ny,  and  was  reimbursed  by  that  company  in  precisely  the  same 
lount,  no  gain  was  made  on  the  transaction.  This  is  not  precisely 
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the  question  presented.  The  issues  are  what  gain  the  Californi 
Company  made  on  its  sale  to  the  Delaware  Company,  and  whethe 
this  amount  was  included  in  the  cost  of  that  sale  by  petitioner  in  it 
tax  return  or  by  respondent  in  his  determination.  It  may  be  pointer 
out  that  while  the  bill  of  sale  includes  “  all  property  ”  with  certain 
well  defined  exceptions,  and  while  these  goods  do  not  fall  withii 
these  exceptions,  yet  the  “  goods,  wares,  merchandise,  and  materials 
sold  were  those  then  “  in  and  about  ”  the  premises  on  which  th 
plant  was  located  and  that  the  goods  involved  were  not  then  so  situ 
ated.  The  paper  is  inartificially  drawn  and  we  are  impressed  by  th 
construction  placed  upon  it  by  the  parties  at  the  time.  It  is  high! 
improbable  that  the  vendee  would  have  made  an  additional  paymen 
for  goods  it  had  already  bought  and  paid  for,  even  though  the  sann 
person  was  president  of  both  corporations.  We  are  of  the  opinioi 
that  these  goods  were  not  included  in  the  assets  sold  for  the  approxi 
mate  price  of  $250,000  and  that  no  gain  should  be  determined  tu 
reason  thereof. 

The  Delaware  Company  asserts,  first,  that  respondent  erred  in  ex 
eluding  from  its  invested  capital  good  will  acquired  by  it  from  th< 
California  Company.  While  the  bill  of  sale  recites  that  the  gout 
will  of  the  California  Company  was  a  part  of  the  assets  sold  to  tin 
Delaware  Company,  there  is  no  evidence  in  the  record  which  in  am 
way  shows  the  value  of  such  good  will,  if  indeed  it  had  any' value 
i  he  fact  that  the  good  will  of  L.  J.  Christopher  had  value  in  1914 
is  no  evidence  of  the  fact  that  the  California  Company  had  good  wil 
of  value  in  1921,  or  if  it  had  value,  what  that  value  then  was  ii 
that  year.  The  value  of  the  good  will  acquired  by  the  Delawan 
Company  could  easily  have  been  proven  if  such  value  indeed  existed 
I  he  books  of  the  California  Company  we  have  pointed  out  wen 
accessible.  We  know  nothing  relative  to  the  earnings  of  the  Cali¬ 
fornia  Company  during  these  years,  except  that  its  manager  testi¬ 
fied  that  to  the  best  of  his  recollection  the  company  lost  about 
$30,000  in  the  year  1915  and  about  the  same  amount  in  11410.  Re¬ 
spondent  has  determined  that  the  alleged  good  will  of  the  California 
Company  had  no  value  in  1921,  and  petitioner  has  introduced  no 
evidence  which  indicates  that  his  finding  was  erroneous. 

Next,  this  petitioner  contends  that  it  is  entitled  to  special  assess¬ 
ment  under  section  328  of  the  Kevenue  Act  of  1921.  There  is  no 
evidence  in  the  record  to  the  effect  that  it  was  impossible  to  deter¬ 
mine  petitioner’s  invested  capital.  In  fact,  respondent  has  deter¬ 
mined  it.  Nor  is  there  any  evidence  to  the  effect  that  a  mixed  aggie- 
gate  of  tangible  and  intangible  property  was  paid  in  for  stock  and 
that  the  respective  values  of  the  several  classes  of  property  can  not 
be  determined.  There  is  no  proof  of  any  abnormal  conditions  affect- 
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lg  petitionei  s  capital  or  income.  Ihe  only  evidence  is  the  amount 

f  “  income  ”  and  the  amount  of  invested  capital  as  determined  by  the 
Bspondent. 

Section  327  (d)  of  the  Revenue  Act  of  1921  contains  the  following: 

This  subdivision  shall  not  apply  to  any  case  (1)  in  which  the  tax  (computed 
ithout  the.  benefit  of  this  section)  is  high  merely  because  the  corporation 

irned  within  the  taxable  year  a  higher  rate  of  profit  upon  a  normal  invested 
tpital,  *  *  * 

Petitioner  is  not  entitled  to  the  benefit  of  section  328  of  the  Reve- 
ue  Act  of  1921.  See  Plainfield  Grain  Go .,  9  B.  T.  A.  446. 

Judgment  will  be  entered  under  Rule  50. 


4irview  Company,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  11308.  Promulgated  October  3,  1928. 

The  petitioner  and  the  owners  of  certain  land  entered  into  agree¬ 
ments  wherein  it  was  provided  that  petitioner  should  subdivide 
and  sell  the  land,  the  funds  necessary  for  the  development  thereof, 
such  as  grading,  laying  sidewalks,  installing  water  lines,  sewerage, 
etc.,  to  be  furnished  by  petitioner.  No  commission  was  to  be  paid 
petitioner  for  the  advancement  of  the  funds  for  the  development 
of  the  land,  but  after  the  owners  of  the  land  received  from  the 
sales  of  lots  the  scheduled  price  on  each  lot  as  same  was  sold,  peti¬ 
tioned  would  be  reimbursed  for  the  development  expenses  (allo¬ 
cated  to  each  lot  sold,  as  agreed  between  owners  and  petitioner) 
and  in  addition  thereto,  a  certain  percentage  of  the  remaining 
profits  from  such  sale.  Under  certain  specified  conditions,  the 
agreements  could  be  terminated  and,  in  the  event  thereof,  peti¬ 
tioner  would  not  be  reimbursed  for  development  expenses  on  the 
lots  remaining  unsold.  Held,  that  the  funds  furnished  by  petitioner 
and  expended  for  the  development  of  the  lots  were  of  a  capital 
nature  and,  consequently,  not  deductible  from  gross  income. 

1.  L.  Purrington,  Jr.,  Esq.,  and  Albert  L.  Cox,  Esq.,  for  the  peti- 

ner. 

H.  RitterbusK ,  Esq .,  for  the  respondent. 

The  Commissioner  determined  deficiencies  in  income  and  profits 

:  for  the  calendar  years  1920,  1921,  and  1923  in  the  aggregate 
ount  of  $7,423.86. 

The  question  is  whether  certain  expenditures  made  by  petitioner 
connection  with  the  development  and  sale  of  lots  constituted 
owable  deductions  from  gross  income,  or  were  capital  expendi- 

cs.  Petitioner  claims  them  as  deductions  and  the  Commissioner 
capital  items. 
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FINDINGS  OF  FACT. 

Petitioner  is  a  North  Carolina  corporation  with  principal  offid 
at  Raleigh. 

August  12,  1919,  Allen  Brothers,  a  partnership  engaged  in  tb 
real  estate  business,  and  one  B.  G.  Cowper  entered  into  a  contrad 
for  the  subdivision,  development  and  sale  of  100  acres  of  lane 
located  near  the  City  of  Raleigh  and  owned  by  Cowper. 

Allen  Brothers  agreed  to  subdivide  the  land  into  lots  and  to  pi 
them  into  first-class  salable  condition  by  making  improvement 
thereon  intrinsically  of  a  capital  nature,  namely,  the  grading  c 
streets,  laying  of  sidewalks,  and  the  installation  of  water  lines  an 
sewerage.  Cowper,  the  owner,  agreed  to  schedule  a  price  on  eac 
lot,  the  total  amount  of  the  scheduled  price  not  to  exceed  $100, 00( 

None  of  the  lots  were  to  be  sold  by  Allen  Brothers  for  less  tha 
the  scheduled  price.  Any  lot,  however,  might  be  sold  upon  sue 
terms  of  payment  or  sales  price  as  the  Allen  Brothers  should  deei 
best,  terms,  however,  to  be  not  less  than  one-fourth  cash,  the  balanc1 
payable  in  three  equal  annual  installments  of  one,  two,  and  thre 
years,  the  unpaid  balance  on  each  lot  to  be  secured  by  first-lie: 
mortgage  notes  on  such  lot,  to  bear  interest  at  the  rate  of  6  pe 
cent  per  annum.  Deferred  installments  could  be  discounted  at  5  pe 
cent  for  all  cash.  The  notes  given  in  payment  for  lots  were  to  b 
accepted  by  Cowper  at  their  face  value  in  settlement  of  so  much  o 
the  sale  price  of  the  lots  as  was  not  paid  in  cash. 

Profits  on  the  sale  of  lots  were  to  be  determined  as  follows:  Oi 
of  each  lot  sold,  Cowper  wras  to  receive,  first,  the  scheduled  price 
payable  in  cash,  if  such  price  was  paid  in  cash.  If  such  price  wa 
not  paid  in  cash,  Cowper  was  then  to  receive,  first,  the  entire  cas 
payment;  secondly,  so  much  of  the  first  maturing  notes  as  wouk 
with  the  cash  payment,  aggregate  the  scheduled  price.  Alle 
Brothers  were  then  to  receive  that  amount  in  excess,  of  the  schedul 
price  as  would  equal  the  sums  expended  by  them  in  the  developmer 
of  the  particular  lot  sold  together  with  the  expenses  incurred  i 
connection  with  the  sale  of  the  same.  All  other  moneys,  notes  o 
other  effects  received  from  the  sale  of  each  lot  in  excess  of  th 
schedule  price  and  the  development  costs  and  marketing  expense,  a 
above  mentioned,  were  to  be  divided  33!/3  per  cent  to  Cowper,  (>C- 
per  cent  to  the  Allen  Brothers. 

No  commissions  were  to  be  charged  by  the  Allen  Brothers  fo 
making  such  sales,  and  all  commissions  paid  other  parties  on  ac 
count  of  sales  were  to  be  paid  by  Allen  Brothers  out  of  their  shar 
of  the  profits. 

For  the  purpose  of  the  division  of  profits  the  sale  of  each  lo 
was  to  be  considered  as  a  separate  sale  and  the  division  between  th 
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mer  and  Allen  Brothers  was  to  be  made  on  the  basis  of  each  lot 
Id.  Settlement  for  same  (including  schedule  price,  development 
pense  and  profits)  should  be  made  when  the  deed  was  delivered  or 
soon  thereafter  as  was  practicable. 

The  contract  between  Cowper  and  Allen  Brothers  was  subject 
cancellation  upon  the  happening  of  either  of  two  contingencies, 
s:  (a)  B.  G.  Cowper  had  the  option  of  terminating  the  contract, 
the  amount  received  from  the  sale  for  any  period  of  years  failed 
aggregate  that  amount  which  would  permit  Cowper  to  receive 
average  of  $12,000  per  annum  on  account  of  his  schedule  price  and 
ire  of  the  profits;  (b)  if  Allen  Brothers  failed  to  dispose  of  the 
eage  within  a  period  of  10  years  at  the  price  scheduled  therefor, 
the  option  specified  in  (a)  were  exercised,  Allen  Brothers  were  not 
be  reimbursed  for  the  development  costs  incurred  by  them  on 
*ount  of  each  lot,  their  entire  interest  in  the  same  being  thus  subject 
foi f eiture.  If  the  contingency  stated  in  (b)  occurred,  Cowper 
s  to  be  under  no  obligation  to  Allen  Brothers  for  costs  incurred 
them  on  account  of  the  improvement  of  the  lots. 

Jpon  sale  of  any  lot  Cowper  was  to  make  good  and  sufficient 
d  therefor  and  to  deliver  same  in  accordance  with  the  terms  of  sale 
indicated.  Bents,  emoluments  and  other  income  received  from  the 
d  while  in  the  hands  of  Allen  Brothers,  pending  sale  thereof,  were 
be  applied  against  the  cost  of  developing  the  property.  Bent 
d  by  the  Allen  Brothers  to  Cowper  was  to  be  paid  at  the  rate  of 
200  per  year  for  the  entire  100  acres,  such  rental  payments  being 
ject  to  charge,  in  favor  of  the  Allen  Brothers,  as  a  part  of  the 
•ense  of  development.  All  taxes  and  insurance  on  such  acreage 
d  by  the  Allen  Brothers  were  to  constitute  a  part  of  the  develop- 
it  cost.  Taxes  and  insurance  paid  by  Cowper  were  to  be  added 
he  prices  of  the  acreage  scheduled  by  Cowper. 
t  was  distinctly  understood  and  agreed  that  the  fundamental  and 
trolling  condition  of  the  contract  was  that  Cowper  should  receive 
i  schedule  price  (aggregating  not  more  than  $100,000)  of  the 
1  and  also,  in  addition  thereto,  one-third  of  the  excess  left  after 
acting  the  cost  of  development  and  marketing,  which  was  not 
exceed  $20,000,  except  if  increased  by  mutual  consent, 
eptember  25,  1919,  Allen  Brothers  entered  into  a  similar  contract 
i  B] la  S.  Williamson  for  the  subdivision,  development  and  sale 
Allen  Brothers  of  approximately  63  acres  of  land  owned  by  Mrs. 
liamson,  and  adjoining  the  Cowper  lands. 

a  February,  1920,  a  contract  was  entered  into  by  and  between 
tioner  and  Allen  Brothers  whereby  the  petitioner  agreed  to  fur- 
i  to  the  partnership  of  Allen  Brothers  the  money  deemed  nec- 
ry  to  the  development  of  the  Cowper  and  Williamson  properties. 
Cowper  and  W  illiamson  contracts  with  Allen  Brothers  were, 
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therefore,  made  a  part  of  petitioner’s  contract  as  to  terms  of  sal 
The  consideration  to  be  received  by  petitioner  for  the  furnishing  i: 
Allen  Brothers  of  the  money  necessary  for  the  development  of  tl 
properties  was  to  be  one-half  of  the  profits  to  be  derived  by  Allt 
Brothers,  under  the  terms  of  the  Cowper  and  Williamson  contract 
from  the  sale  of  the  lots.  The  profits  from  the  sale  of  the  Cowpt 
and  Williamson  land  due  under  petitioner’s  contract,  were  to  be  d 
termined  as  follows:.  (1)  The  owners  of  such  acreage  were  to  receh 
their  price  for  the  lots  as  scheduled;  (2)  petitioner  was  to  receive  a 
amounts  advanced  and  spent  by  it  in  the  development  of  sue 
acreage,  such  amount  to  be  apportioned  pro  rata  upon  each  loi 
(3)  Allen  Brothers  were  to  be  paid  10  per  cent  of  the  gross  receip 
from  the  sales  of  each  lot  sold,  such  10  per  cent  to  cover  the  entii 
cost  of  advertising  and  commission  on  sales  and  all  other  expenses  ( 
sale;  and  (4)  the  balance  of  the  moneys,  notes  or  other  effects  n 
ceived  from  the  sale  of  such  acreage — in  excess  of  the  schedule  pri( 
to  be  paid  to  the  owners  and  the  development  costs  and  expenditun 
to  be  paid  to  the  petitioner — Avas  to  be  divided  331/3  per  cent  to  tl 
owners  of  the  acreage,  33%  per  cent  to  the  Allen  Brothers,  an 
33%  per  cent  to  the  petitioner. 

By  virtue  of  a  contract  dated  December  23,  1920,  petitioner  a< 
quired  title  to  the  aforesaid  Williamson  acreage.  Acquisition  ( 
this  acreage  resulted  from  the  payment  by  the  Allen  Brothers  par 
nership  and  petitioner  of  the  price  of  such  acreage  as  scheduled  b 
Mrs.  Williamson  under  the  terms  of  her  contract.  As  no  settlemei 
of  the  profits  which  would  accrue  from  the  sale  of  this  acreage  ha 
been  made  at  the  time  the  Williamson-Fairview  Co.  (petitioner 
contract  Avas  entered  into,  and  inasmuch  as  the  petitioner  had  not  i 
the  date  of  such  contract  received  its  development  costs  in  conne< 
tion  Avith  such  acreage,  it  Avas  provided  that  it  should  receive  froi 
the  first  moneys  derived  from  the  sale  of  such  acreage,  the  paymei 
of  its  development  costs  and  expenses  as  incurred  in  connection  wit 
the  sale  of  such  acreage,  the  remaining  receipts  to  be  divided  oik 
third  to  Mrs.  Williamson,  one-third  to  the  Allen  Brothers,  and  ont 
third  to  petitioner. 

It  was  further  agreed  in  this  contract  that  in  case  the  profit 
accruing  to  Mrs.  Williamson  from  such  acreage  during  any  calenda 
year  did  not  amount  to  the  sum  of  $3,000,  the  petitioner  would  the 
advance  such  sum,  by  way  of  anticipated  payment  of  profits,  a 
Avould  bring  the  amount  paid  as  profits  and  the  amount  advance 
in  anticipation  to  the  sum  of  $5,000. 

Mrs.  Williamson  Avas  obligated  in  the  contract  to  accept  at  thei 
face  value,  notes  which  had  been  received  by  petitioner  as  deferre 
payments  upon  the  acreage. 
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Cowper  died  in  the  spring  of  1920,  and,  in  order  that  his  estate 
ould  be  settled,  an  agreement  was  made  between  his  executor  and 
he  petitioner,  whereby,  in  the  early  part  of  1922,  the  lots  remaining 
nsold  at  that  time  were  conveyed  to  petitioner. 

In  its  return  of  income  for  each  of  the  years  in  question,  the 
petitioner  deducted  from  gross  income  all  of  the  expenditures  made 
a  the  particular  year  in  connection  with  the  development  for  sale  by 
)ts  of  the  land  covered  by  the  Cowper  and  Williamson  contracts, 
'he  parties  are  in  accord  as  to  the  amounts  expended. 

Upon  audit  of  the  returns,  the  Commissioner  determined  that  the 
evelopment  costs,  being  of  a  capital  nature,  were  not  deductible 
L*om  gross  income,  but  should  be  apportioned  to  the  property  bene- 
ted,  that  is,  to  the  lots,  and  should  be  returned  to  the  petitioner, 
7  way  of  a  capital  return,  in  the  year  in  which  the  sale  of  the  specific 
roperty  benefited  occurred. 

OPINION. 

Littleton  .  The  parties  are  in  accord  as  to  the  amounts  furnished 
7  Petitioner  for  the  development  of  the  Cowper  and  Williamson 
nd  for  sale  by  lots  and  as  to  the  allocation  of  those  amounts  to  the 
ts  improved,  the  question  for  decision  being  with  respect  to  the 
^ductibility  thereof,  that  is,  whether  the  amounts  constituted  capital 
penditures  or  business  expenses. 

Petitioner  contends  that  it  is  entitled  to  deduct  from  gross  income 
r  tlle  year  in  which  the  expenditures  were  made,  all  sums  expended 
r  the  development  of  the  Cowper  and  Williamson  land,  without 
gaid  to  the  time  when  the  lots  were  sold,  and,  in  support  of  this 
intention,  takes  the  position  that  (1)  it  was  not  the  owner  of  the 
>nd  subdivided,  improved  and  sold,  and  consequently  had  no  capital 
iterest  therein;  and  that  (2)  it  was  merely  the  selling  agent  for  the 
ners  of  the  land. 

The  Commissioner,  on  the  other  hand,  contends  that  the  amounts 
c  pended  for  the  development  of  the  land  in  question  were  of  a  capi¬ 
ta  nature  and  should  be  apportioned  to  the  lots  according  to  the 
tnefit  received,  the  amount  thereof  being  returnable  to  petitioner 

the  year  in  which  the  sale  of  the  specific  property  benefited 
curred. 

We  think  that  it  is  unnecessary  separately  to  discuss  the  positions' 
ten  by  petitioner  for  the  reason  that,  under  the  contract  and 
l  angements  made  and  entered  into,  they  are  not  well  taken.  We 
<3  of  opinion,  however,  that  petitioner  entered  into  a  joint  venture 
I  •  the  sale  of  the  land  in  question  and  that  the  amounts  expended 


748 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(743 


for  the  development  thereof  constituted  petitioner’s  contribution  t< 
the  capital  of  the  enterprise  and  as  such  are  not  deductible  fron 
gross  income. 

The  evidence  adduced  shows  that  Cowper  and  Mrs.  Williamsoi 
furnished  certain  land  for  subdivision  and  sale  by  lots;  that  peti 
tioner  furnished  certain  sums  of  money  for  the  development  ant 
improvement  of  the  land  so  that  it  would  be  readily  salable;  ant 
that  Allen  Brothers  furnished  the  selling  organization.  The  profit; 
derived  from  the  sale  of  the  lots  were  to  be  shared  equally  by  th< 
parties  to  the  enterprise. 

It  is  further  shown  that  the  owners  of  the  land  scheduled  a  pric< 
on  each  lot  and  that  the  development  costs,  borne  by  petitioner 
were  apportioned  by  the  parties  to  the  lots  improved. 

In  determining  the  profit  from  the  sale  of  any  lot,  among  othei 
things,  petitioner  was  to  be  reimbursed,  first,  in  the  amount  expende( 
for  the  development  thereof.  In  other  words,  petitioner’s  capita 
investment  in  the  particular  lot  would  be  returned  to  it  before  th< 
computation  of  any  profit  from  the  sale  thereof.  Under  such  cir 
cumstances,  we  think  that  the  development  costs  borne  by  petitionei 
in  connection  with  the  land  in  question  amounted  simply  to  it; 
contribution  of  capital  to  the  joint  venture  or  enterprise,  by  virtu 
of  which  contribution  it  was  entitled  to  share  in  the  profits  thereof 
Consequently,  the  amounts  constituted  capital  expenditures,  and.  tin 
mere  fact  that,  under  certain  conditions  as  provided  by  its  contract 
petitioner  might  lose  some  of  the  amount  so  expended,  does  not  ii 
any  way  change  the  intrinsic  nature  thereof.  E.  IF.  Edwards  <( 

Sons ,  3  B.  T.  A.  889.  j 

Petitioner  calls  our  attention  to  the  decision  of  the  Board  in 
Claude  11.  Birdsall ,  2  B.  T.  A.  1169,  and  insists  that  it  is  controlling 
in  the  instant  case,  though  admitting  the  question  therein  and  that 
herein  are  not  identical.  We  have  examined  the  Birdsall  case  amt 
are  of  the  opinion  that  it  is  not  in  point,  as  the  petitioner  thereii 
sold  certain  land  on  a  commission  basis  solely. 

We  are  of  opinion,  therefore,  that  the  Commissioner’s  action  witl 
respect  to  the  amounts  expended  by  petitioner  for  the  development 
of  the  land  in  question  was  correct,  and  it  is  approved. 

•  We  are  unable  to  determine  from  the  record  the  amount  of  tin 
deficiency  as  to  each  of  the  years  in  question. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 
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Western  Valve  Bag  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  9580,  11612,  13062.  Promulgated  October  3,  1928. 

1.  Determination  of  Commissioner  denying  special  assessment  for 
1918  and  1921  is  approved. 

2.  Determination  of  Commissioner  disallowing  deduction  claimed 
to  represent  exhaustion  of  contract  sustained. 

3.  Determination  of  Commissioner  imposing  penalty  for  negli¬ 
gence  sustained. 

Herman  A.  Fisher ,  Esq.,  for  the  petitioner. 

James  A.  O' Callaghan,  Esq.,  for  the  respondent. 

These  proceedings  are  for  the  redetermination  of  deficiencies  in 
ncome  and  profits  taxes  for  the  years  1918  to  1921,  inclusive,  in  the 
mounts  of  $1,950.88  for  1918;  $136.85  for  1919;  $262.02  for  1920; 
nd  $4,729.96  for  1921.  Because  some  of  the  issues  are  common  to 
ach  appeal,  the  cases  have  been  consolidated  for  the  purpose  of 
tearing  and  decision. 

The  petitioner  alleges  that  the  Commissioner  erred  in  determining 
:s  tax  liability  in  each  of  the  following  respects : 

(1)  In  denying  special  assessment  under  sections  327  and  328 
f  the  Revenue  Acts  of  1918  and  1921,  for  the  years  1918  and  1921. 

(2)  In  disallowing  a  deduction  claimed  to  represent  an  allowance 

)r  exhaustion  of  the  March  1,  1913,  value  of  a  license  granted  to  peti- 
oner  by  contract  dated  November  5,  1907,  for  the  years  1918  to  1921 
lclusive.  ’ 

(3)  In  adding  to  the  amount  of  the  deficiency  ascertained  for  the 
3ar  1918,  the  sum  of  $371.29  as  a  penalty  for  understating  through 
agligence  of  the  petitioner  the  amount  of  its  tax. 

FINDINGS  OF  FACT. 

Petitioner  is  a  corporation  organized  under  the  laws  of  the  State 

Nevada,  having  its  principal  place  of  business  at  Chicago,  Ill.  It 
as  incorporated  November  25,  1905,  for  the  purpose  of  acquiring 
rious  privileges  under  certain  patents  commonly  known  as  the 
ates  patents.  On  November  5,  1907,  it  entered  into  a  contract  with 
'e  Bates  Valve  Bag  Co.  and  A.  M.  Bates  by  which  they  granted  to 
I  titioner  the  exclusive  license  to  use  and  to  authorize  others  to  use 
u-tam  inventions,  machines,  processes  and  methods  relating  to  valve 
g-filhng  machines,  valve  bags  and  the  methods  and  processes  used 
i  their  filling;  to  make  or  have  made  for  petitioner’s  own  use  or  the 
,e  of  lts  licensees  valve  bag-filling  machines,  valve  formers 
id  valve  tying  machines;  and  to  make  valve  bags  or  have 
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them  made  by  licensed  manufacturers.  This  contract  extended  n< 
only  to  existing  patents  and  applications  owned  by  the  Bates  Yah 
Bag  Co.  at  the  time  it  was  made,  but  also  to  any  right,  title  or  intere 
in,  to  or  under  any  new  or  other  valve  bag,  valve  bag-filling  machir 
or  process  or  method  of  filling  valve  bags,  or  any  invention,  pater 
application  or  patent  relating  thereto,  or  any  interest  in  the  sail 
other  than  are  specified  in  this  agreement,  which  may  hereafter  1 
acquired  by  it  or  A.  M.  Bates.  On  its  part  petitioner  agreed  th; 
any  right,  title  or  interest  in,  to  or  under  any  other  new  or  other  vah 
bag,  valve  bag-filling  machine,  or  process  or  method  therefor,  or  ar 
invention,  patent  application  or  patent  relating  thereto  or  ar 
interest  therein  other  than  such  as  were  derived  from  the  agreemei 
which  might  thereafter  be  acquired  by  it,  should  revert  to  the  Baft 
Valve  Bag  Co.  and  be  assigned  thereto,  subject  to  the  terms  an 
conditions  of  the  contract.  Thus,  the  contract  embraced  all  tl 
privileges  covered  by  the  patent  situation  which  the  Bates  Valve  Ba 
Co.  and  A.  M.  Bates  had  built  up  and  which  they  intended, 
possible,  to  maintain.  No  reference  was  made  in  the  contract  to  tl 
period  of  its  duration,  nor  was  any  mode  of  termination  provide 
for. 

Part  of  the  consideration  paid  by  the  petitioner  for  the  privilege 
granted  consisted  of  stock  of  the  par  value  of  $75,000,  which  w; 
issued  by  it  to  the  Bates  Valve  Bag  Co.  Petitioner’s  authorized  cap 
tal  was  $100,000,  and  the  remaining  $25,000  worth  of  stock  was  issue 
for  cash.  In  computing  petitioner’s  invested  capital,  the  Commi 
sioner  has  included  $25,000,  representing  the  value  of  intangibh 
acquired  for  stock,  this  being  25  per  cent  of  its  total  authorize 
capital. 

OPINION. 

Love:  Section  326  (a)  (4)  (c)  of  the  Revenue  Acts  of  1918  an 
1921,  provides  that  intangible  property  bona  fide  paid  in  for  stoc 
or  shares  prior  to  March  3,  1917,  may  be  included  in  invested  capit; 
in  an  amount  not  exceeding  in  the  aggregate  25  per  centum  of  tl 
par  value  of  the  total  stock  or  shares  of  the  corporation  outstandin 
on  March  3,  1917,  if  such  amount  be  lower  than  the  actual  cash  vah 
of  the  property  at  the  time  paid  in  or  the  par  value  of  the  stock  c 
shares  issued  therefor.  In  the  instant  case,  this  provision  operat* 
to  exclude  from  petitioner’s  invested  capital  an  amount  claimed  t 
represent  the  actual  cash  value  of  the  intangible  property  paid  i 
and,  on  this  ground,  petitioner  contends  that  the  condition  precedei 
to  special  assessment  under  section  327  (d)  has  been  fulfilled. 

Petitioner  contends  that,  by  reason  of  the  fact  that  of  the  proper! 
paid  in  for  stock,  both  tangible  and  intangible,  section  326  (a)  (4)  (c 
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the  Revenue  Act  of  1918,  precludes  the  inclusion  of  one-half 
ereof  in  invested  capital,  and  that  by  reason  of  that  situation,  par- 
ularly  in  view  of  the  fact  that  the  intangible  asset  was  the  prin- 
oal  revenue-producing  asset,  brings  about  an  abnormal  situation 
(titling  it  to  special  assessment. 

That  contention  does  not  seem  persuasive  or  sound.  The  corpora- 
i-n  was  oi ganized  in  1905  and  75  per  cent  of  the  stock  issued  for 
intangible  assets.  There  is  nothing  in  the  record  that  tends  to 
ove  the  cash  market  value  of  those  assets  at  the  time  they  were 
id  in  for  stock.  It  is  true  that  in  subsequent  years  large  profits 
‘  ‘rued  to  petitioner,  but  a  high  rate  of  profit  per  se  does  not  justify 
eciai  assessment  (section  327). 

[n  view  of  the  facts  in  this  case  we  approve  the  action  of  the 
mmissioner  on  this  issue. 

The  second  contention  of  the  petitioner  is  that  the  Commissioner 
ed  in  disallowing  a  deduction  for  each  of  the  years  1918  to  1921. 
ilusive,  claimed  to  represent  an  allowance  to  cover  exhaustion  of 
}  contract  of  November  5,  1907,  under  which  it  exercises  certain 
i  vileges  with  respect  to  the  Bates  patents.  The  Bates  Valve  Bag 
and  A.  M.  Bates  had  built  up  a  patent  situation  which  actually 
e  it  a  monopoly  in  its  field  and  which  it  intended,  if  possible, 
efinitely  to  maintain.  The  contract  between  petitioner  and  Bates 
Ive  Bag  Co.  and  A.  M.  Bates  embraced  as  its  subject  matter  not 
]y  privileges  as  to  existing  applications  and  patents  but  also  those 
ich  might  in  the  future  become  the  property  of  the  Bates  Valve 
g  Co.  as  a  part  of  its  endeavor  to  maintain  its  monopoly. 

)n  cross-examination,  Austin  Cole,  president  of  the  petitioner, 
ified  as  follows : 

Was  there  any  limitation  or  period  of  time  during  which  you  were  granted 
1  right  under  the  contract  with  the  Bates  Company? 

No,  sir.  The  contract  shows  that ;  that  it  was - 

Indefinite? 

It  was  indefinite,  in  that  we  were  to  profit  by  anything  new  that  came  out, 
(long  the  line. 

You  mean  new  improvements? 

New  improvements,  yes. 

In  the  patents  or  rights  which  you  had  then  acquired  ? 

Yes,  sir. 

or  the  purpose  of  returning  to  petitioner  the  March  1,  1913,  value 
ost  of  property  if  acquired  subsequent  to  that  date,  if  used  in  trade 
usiness,  at  the  end  of  its  useful  life,  the  statute  permits  an  annual 
Action  for  exhaustion.  Before  such  an  allowance  can  be  made, 

1  ever,  the  period  of  duration  of  the  useful  life  of  the  property 
i  ns  cost  or  March  1,  1913,  value  must  be  known.  The  evidence  of 
<rd  on  this  issue  establishes  the  fact  that  there  was  no  limitation 
15077—28 - 9 
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on  the  life  of  the  contract  of  November  5,  1907,  or  of  the  assets  a 
quired  thereunder,  and  hence  no  basis  is  afforded  for  the  computatic 
of  an  allowance  for  exhaustion.  Under  this  view  of  the  case, 
becomes  unnecessary  to  determine  the  March  1,  1913,  value  of  tl 
contract  on  which  an  exhaustion  allowance  was  sought.  AVe  then 
fore  conclude  that  the  Commissioner  did  not  err  in  his  determinatk 
on  this  issue. 

The  third  issue  relates  to  the  imposition  by  the  Commissioner  of 
penalty  for  the  year  1918  for  negligence  of  the  petitioner  in  unde 
stating  the  amount  of  its  tax.  This  determination  of  the  Commi 
sioner  casts  upon  the  petitioner  the  burden  of  proof.  Inasmuch  * 
the  record  contains  no  evidence  whatever  tending  to  show  that  tl 
petitioner  used  due  care  in  stating  its  tax  liability  for  the  year  191 
there  is  no  basis  on  which  the  Board  can  reach  a  conclusion  that  tl 
action  of  the  Commissioner  was  erroneous.  His  determination 
therefore  sustained. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent 


Louisiana  Jockey  Club,  Inc.,  Successor  to  Business  Men’ 
Racing  Association,  Inc.,  Petitioner,  v.  Commissioner  o 
Internal  Revenue,  Respondent. 

Docket  No.  14654.  Promulgated  October  3,  1928. 

In  11)24  the  petitioner  paid  a  note,  t lie  payment  of  which  had  been 
assumed  by  the  City  of  New  Orleans  as  a  part  of  the  purchase 
price  of  land.  The  payment  was  made  in  order  to  obtain  immunity 
from  interference  by  city  authorities  with  the  conduct  of  the  busi¬ 
ness  of  the  petitioner.  Held,  that  the  amount  paid  was  a  legal  de¬ 
duction  from  gross  income  as  a  necessary  expense. 


George  E.  Strong ,  Esq.,  for  the  petitioner. 

Paul  L.  Peyton ,  Esq.,  and  Hugh  Brewster ,  Esq.,  for  the  responden 

1  his  proceeding  is  for  the  redetermination  of  deficiencies  for  ti 
fiscal  years  ended  March  31,  1921,  and  March  31,  1924,  in  the  respe< 
live  amounts  of  $4,898.12  and  $962.59.  The  deficiencies  result  froi 
the  disallowance  by  the  respondent  of  amounts  which  the  petitions 
claimed  as  deductions  from  gross  income  for  the  years  involved. 


findings  of  fact. 

The  petitioner  is  a  corporation  existing  under  the  laws  of  Loub 
ana.  Prior  to  1925  its  corporate  name  was  Business  Men  s  Racin 
Association,  Inc.  In  1925  the  charter  was  amended  and  the  nan 
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fiangecl  to  Louisiana  Jockey  Club,  Inc.  For  many  years  it  has 
perated  a  racing  track  in  New  Orleans. 

In  1916  the  petitioner  purchased  for  a  consideration  of  $401,000 
rival  race  track  in  the  City  of  New  Orleans,  comprising  an  area 
f  ab6ut  100  acres,  known  as  the  City  Park  Pace  Track  property. 
j  paid  $1 5,000  of  the  purchase  price  in  cash  and  gave  promissory 
°tes  bearing  interest  at  6  per  cent  secured  by  vendor’s  liens  for  the 

anainder.  Most  of  the  notes  were  for  $35,000  each  and  were  pay- 
ile  yearly. 

On  February  21,  1917,  it  was  ordered  by  the  board  of  directors  of 
Le  petitioner  that  the  City  Park  property  be  dedicated  to  the  City 
!  New  Orleans  for  use  as  a  city  park.  At  a  meeting  of  the  stock¬ 
riders,  called  for  the  purpose  of  making  formal  dedication  shortly 

iereafter,  this  recommendation  was  approved  by  a  vote  of  550  * 

31. 

On  November  13,  1917,  the  Commission  Council  of  the  City  of 
ew  Orleans  adopted  the  following  resolution : 


Whereas,  the  Business  Men’s  Racing  Association,  Inc.,  have  dedicated  to 
blic  use  a  certain  tract  of  land  known  as  the  City  Park  Race  Track,  situated 
the  Second  District  of  this  city,  which  said  tract  of  land  was  acquired  by  the 
isiness  Men’s  Racing  Association,  Inc.,  from  Harry  D.  Brown  on  the  16th  day 
November,  1916,  the  title  to  which  property  originally  stood  in  the  name  of 
3  City  Park  Realty  Company,  and, 


Whereas,  by  reason  of  said  dedication,  the  City  of  New  Orleans  was  and  is 
rmitted  and  did  actually  use  for  public  purposes  said  tract  of  land  and 
•ther,  by  reason  of  which  said  City  of  New  Orleans  was  enabled  to  set’ apart 
>ortion  of  said  tract  of  land  for  the  use  and  enjoyment  of  the  soldiers  of  the 
ited  States  government  for  military  purposes;  therefore, 

section  1.  Be  it  ordained  by  the  Commission  Council  of  the  City  of  New 

leans  that  in  view  of  said  dedication  by  the  Business  Men’s  Racing  Associ- 

on  Lie  of  said  tract  of  land  to  the  City  of  New  Orleans  for  public  purposes, 

it  the  city  taxes  for  the  years  1916  and  1917,  assessed  against  said  property 

cancelled  and  annulled,  and  the  inscription  of  said  assessment  be  likewise 
icelled  and  annulled. 


Adopted  by  the  Commission  Council  of  the  Citv 

1917. 


oi  New  Orleans,  November 


subsequently,  one  of  the  stockholders  obtained  a  court  injunction 
training  the  petitioner  from  donating  the  property  to  the  city, 
was  found  that  there  was  no  way  for  the  property  to  be  turned 
3r  to  the  city  without  the  unanimous  consent  of  the  stockholders, 
cpt  by  an  actual  sale  at  a  fair  price. 

y  June  7,  1920,  a  resolution  was  adopted  by  the  board  of  di. 
tors  authorizing  the  president  of  the  petitioner  to  sell  the  property 
question  to  the  New  Orleans  City  Park  Investment  Association 
'Optical  subdivision  of  the  City  of  New  Orleans,  hereinafter  some- 


754 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(75 

times  referred  to  as  the  “  park  association.”  The  resolution  provide 
in  part  as  follows: 

Resolved  :  That  the  President  of  this  Association  B.  C.  McClellan,  or,  in  I 
absence,  Albert  Tujague,  Vice-President  of  this  Association,  be  and  he  is'heret 
authorized  to  sell  with  all  legal  warranties  and  with  full  subrogation  and  so 
stitution  against  all  preceding  vendors,  owners,  possessors  and  other  warranto, 
unto  the  N.  O.  City  Park  Investment  Association,  for  the  use  and  benefit  of  t 
people  of  the  City  of  New  Orleans  to  be  annexed  to  and  made  part  of  the  Ci 
Park,  the  following  described  property  to-wit : 

******* 

Resolved  Further:  That  said  sale  be  made  for  the  price  of  Fifty  five  tho 
sand  ($55,000.00)  Dollars,  cash,  subject  also  to  the  encumbrances  now  bearii 

upon  said  property,  amounting  in  aggregate  to  the  sum  of  One  hundred  ai 
seventy  nine  thousand  four  hundred  and  fifteen  and  91/100  ($179,415.9 
Dollars  and  all  taxes. 

The  sale  was  later  consummated  in  the  fiscal  year  ended  March  3i 
1921,  in  accordance  with  the  above  resolution.  The  park  associatio 
however,  did  not  make  any  cash  payment  to  the  petitioner,  but  it 
stead  paid  one  of  the  petitioner’s  notes  which  became  due  on  Febn 
ary  20,  1920,  and  interest  thereon,  and  applied  the  balance  of  tl 
agreed  cash  paymient  of  $55,000  on  other  notes  assumed  by  the  cit 
At  the  time  of  its  sale  to  the  park  association  the  petitioner  had  pai 
$181,250  on  the  purchase  price  of  the  property  and  had  also  pai 
interest  on  its  notes  amounting  to  $60,000. 

At  approximately  the  date  of  the  sale  the  shareholders  of  tl 
petitioner  voluntarily  caused  to  be  circulated  among  themselves 
petition  wherein  they  agreed  to  donate  to  the  park  association  an 
profits  they  might  derive  from  the  operation  of  the  business  ovt 
and  above  an  annual  dividend  of- 10  per  cent. 

At  a  meeting  of  the  board  of  directors  of  the  petitioner,  held  o 
February  22,  1923,  there  was  submitted  by  the  president  of  the  co 
poration,  and  adopted,  a  brief  history  of  the  City  Park  Race  Traci 
property,  -from  the  date  of  its  acquisition  by  the  petitioner,  which  s«,| 
forth  the  facts  above  stated  and  further  provided  as  follows: 

Since  the  above  sale  was  consummated  the  Business  Men’s  Racing  Associ. 
tion,  Inc.  has  been  in  extreme  financial  difficulties  to  make  repairs  and  ii 
provements  to  its  Fair  Grounds  property,  said  improvements  being  imperath 
for  the  proper  conduct  of  its  business  and  in  addition  owing  to  the  small  araoin 
the  capitalization  have  been  compelled  to  pay  large  amounts  to  the  Unite 
States  Government  in  the  way  of  taxes  and  in  addition  is  met  by  a  large  clai 
of  the  Government  for  back  taxes  for  the  years  1917,  1918  and  1919.  Tl1 
Association,  therefore,  has  been  unable  to  pay  any  dividend  to  its  shareholder 
and  as  this  is  the  only  legal  manner  in  which  the  City  Park  Improveniei' 
Association  may  be  reimbursed  for  the  purchase  price  of  City  Park  the  Associ. 
tion  has  been  powerless  to  do  anything  in  the  premises. 

It  is  the  earnest  hope  of  the  shareholders  of  the  Business  Men’s  Racii 
Association,  Inc.  to  soon  be  in  a  position  to  make  payments  yearly  on  the  Cil 
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>ark  Race  Track  property  until  such  a  time  as  the  City  Park  Improvement 
Association  has  been  reimbursed  for  every  penny  expended  for  the  purchase  of 
his  propei ty  in  older  that  its  original  intention  of  donating  this  property  to 
he  people  of  New  Orleans  for  their  sole  use  has  been  carried  out  to  the  letter. 

At  a  meeting  of  the  board  of  directors,  held  on  December  3,  1923. 
resolution  was  adopted,  reading  in  part  as  follows : 


Whereas,  the  Commission  Council  of  the  City  of  New  Orleans  has  demanded 
f  this  Association  through  our  President  that  this  association  must  pay  on 
ebruary  2d,  1924,  the  note  of  this  association  maturing  that  day  and  in  prin- 
ipal  and  interest  aggregating  $37,819.90  which  note  of  this  association  was 
>sued  by  it  November  16,  1916,  at  the  time  this  association  purchased  the  city 
ark  race  track,  and 

Whereas,  Commissioner  Richard  M.  Murphy  at  the  session  of  the  City 
ouncil  on  Tuesday  November  27,  1923,  did  introduce  in  the  City  Council  an 
rdinance  to  repeal  the  permit  heretofore  granted  by  the  City  Council  to  this 
ssociation  to  conduct  racing  meets  at  the  Fair  Grounds  in  the  City  of  New 
rleans ;  and 


Whereas,  a  majority  of  the  Commission  Council  of  New  Orleans,  assert  that 
ley  will  vote  for  the  passage  of  said  ordinance  and  revoke  the  racing  permit 
)w  held  by  this  association  unless  this  association  shall  pay  on  February  2, 
>24,  the  note  for  $37,819.90  aforesaid ;  and 

Whereas,  all  arrangements  have  been  made  for  a  most  successful  race  meet 
be  held  at  the  Fair  Grounds  beginning  January  first,  1924,  there  being  as- 
mbled  here  now  from  all  over  the  United  States  about  two  thousand  of  the 
ghest  class  race  horses  ever  gathered  together  and  the  effort  of  the  City 
mncil  to  revoke  our  racing  permit  and  the  litigation  necessarily  consequent 
pi  event  the  same  would  certainly  badly  affect  and  seriously  injure  the  pros- 
cts  and  results  of  the  racing  meet  now  practically  upon  us,  regardless  of  the 
timate  outcome  of  said  litigation ;  and 

Whereas,  the  City  of  New  Orleans  will  not  provide  in  its  budget  for  the 
ar  1924  the  funds  to  pay  the  aforesaid  note  of  this  association  maturing 
tbruary  2,  1924,  because  all  of  the  city’s  available  funds  will  be  needed  for 
e  city’s  paving  program, 


Therefore,  on  motion  of  Victor  II.  Deinoruelle,  seconded  by  Wilson  Williams 
It  was  Resolved  by  the  Board  of  Directors  of  the  Business  Men’s  Racing 
isociation,  Inc.,  that  Mr.  John  Dymond,  Jr.,  President,  for  and  on  behalf  of 
is  association  be  and  he  is  hereby  authorized  and  directed  to  pay  at  its 
iturity  on  February  2,  1924,  out  of  the  funds  of  this  association,  the  afore- 
Kl  note  in  principal  and  interest  aggregating  the  sum  of  $37,819.90,  and  to 
vise  the  Commission  Council  of  that  fact. 

At  a  meeting  of  the  board  of  directors,  held  April  21,  1925,  the 
llowing  resolution  was  adopted: 


It  was  Resolved  ey  the  Board  of  Directors  of  the  Business  Mens  Racing 
sociation,  Inc.,  That  the  Business  Mens  Racing  Association,  without  recog- 
ing  or  assuming  any  legal  obligation,  as  to  the  City  Park  Race  Track  Notes 
aimed  and  paid  by  the  City  of  New  Orleans,  aggregating  approximately  One 
indred  Five  Thousand  ($105,000.00)  Dollars,  nevertheless  recognizes  the  cor- 
tness  of  the  contention  of  the  City  Administration  that  a  moral  obligation 
sts  to  complete,  as  soon  as  possible,  its  donation  of  the  City  Park  Race 
ick  t0  the  City  of  New  Orleans,  from  the  profits  of  the  conduct  of  horse 
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races  as  a  winter  attraction  in  New  Orleans,  and  therefore,  to  that  end  w 
as  circumstances  permit,  reimburse  the  City  of  New  Orleans,  from  its  prof: 
of  operation  of  horse  races  at  the  Fair  Grounds,  the  amount  expended  by  t> 
City,  in  its  payment  of  these  notes,  which  were  paid  to  prevent  the  loss  to  t 
City  of  New  Orleans  by  foreclosure  of  the  City  Park  Race  Track  property,  n< 
forming  part  of  City  Park  in  New  Orleans.  It  is  understood  that  in  the  eve; 
horse  racings  is  discontinued  at  the  Fair  Grounds,  then  in  such  an  event  t> 
provisions  of  this  resolution  shall  be  null  and  void  and  of  no  effect. 


Pursuant  to  the  resolution  of  December  3,  1923,  the  petitioner  pa 
the  note  falling  due  February  2,  1924,  in  the  amount  of  $35,000,  t 
gether  with  $2,819.90  accrued  interest  thereon. ' 

In  its  income  and  profits-tax  returns  for  the  taxable  years  end* 
March  31,  1921,  and  March  31,  1924,  the  petitioner  deducted  the  i 
spective  amounts  of  $55,000  and  $35,000,  which  it  claimed  as  e 
pense  deductions.  The  respondent  has  disallowed  both  of  these  d 
ductions.  The  petitioner  emplo)7ed  the  cash  receipts  and  disburs 
ments  method  in  keeping  its  books  and  accounts. 


OPINION. 


Smith  :  In  this  proceeding  the  petitioner  alleges  as  error  on  tl 
part  of  the  respondent  that  he  disallowed  the  deductions  from  gro 
income  of  $55,000  in  its  return  of  income  for  the  fiscal  year  end( 
March  31.  1921,  and  of  $35,000  from  the  gross  income  in  its  income-ti 
return  for. the  fiscal  year  ended  March  31,  1924.  The  petition  itse 
does  not  assert  whether  these  amounts  are  claimed  as  deductions  . 
ordinary  and  necessary  expenses  or  otherwise.  At  the  hearing  of  tl 
proceeding  council  for  the  petitioner  claimed  that  the  amounts  co 
stituted  ordinary  and  necessary  business  expenses:  that  they  we 

t/  i/  i  i/ 

made  under  threats  and  coercion  from  the  City  of  New  Orleans:  ai 

%/  • 

that  it  was  necessary  that  the  payments  be  made  in  order  that  tl 
petitioner  continue  in  business. 

Considering  first  the  deduction  of  the  $55,000  for  the  fiscal  yei 
ended  March  31,  1921,  it  is  to  be  noted  that  in  that  year  the  petition* 
sold  to  the  New7  Orleans  City  Park  &  Investment  Association, 
political  subdivision  of  the  City  of  New  Orleans,  a  tract  of  lan 
which  it  had  acquired  from  a  rival  racing  association  in  1916  at 
price  of  $401,000.  It  was  the  intention  of  k  majority  of  the  stocl 
holders  in  1916  to  acquire  the  property  and  donate  it  to  the  City  c 
New  Orleans.  Some  of  the  stockholders  objected,  however,  to  tl 
making  of  the  donation  and  the  court  held  that  the  donation  coul 
not  be  made.  The  petitioner  was  in  bad  financial  circumstances  i 
the  time  and  found  that  it  could  sell  the  property  to  the  park  ass< 
elation  at  a  price  of  approximately  $234,000,  $220,000  of  which  rej 
resented  the  encumbrances  upon  the  property,  and  $14,000  accrin 
interest.  The  agreement  provided  that  the  park  association  shoul 
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>ay  the  petitioner  $55,000  cash.  Instead,  however,  of  paying  the 
ash  over  to  the  petitioner  the  park  association  paid  it  out  in  liquida- 
ion  of  certain  encumbrances  upon  the  property.  The  petitioner 
learly  sustained  a  loss  in  excess  of  $55,000  upon  the  sale  and  the 
etitioner  was  entitled  to  deduct  the  loss  sustained  from  gross  income 
i  its  income-tax  return.  The  amount  of  $55,000  deducted  from 
ross  income  was  a  deductible  item  under  section  234(a)  (4)  of  the 
Revenue  Act  of  1921. 

The  second  question  for  our  determination  is  whether  the  peti- 
oner  is  entitled  to  deduct  from  gross  income  in  its  income-tax  return 
3r  the  fiscal  year  ended  March  31,  1924,  the  amount  of  the  note  of 
35.000  payable  on  February  2,  1924,  together  with  interest  thereon 
f  $2,819.90,  total  $37,819.90.  The  respondent  has  allowed  the  de- 
uction  of  $2,819.90  as  interest  paid.  The  question  before  the  Board 
whether  the  petitioner  is  entitled  to  deduct  from  gross  income  the 
35,000  representing  the  face  of  the  note  paid  during  the  fiscal  year. 
A  e  can  not  doubt  from  the  evidence  that  the  petitioner  paid  the 
toney  under  a  threat  that  it  would  not  be  permitted  to  operate  its 
ice  track  unless  the  payment  was  made.  It  was  essential  that  it 
ake  it  in  order  to  continue  in  business.  The  taxing  act  permits  a, 
irporation  to  deduct  from  gross  income  all  “  ordinary  and  neces- 
iy  expenses  paid  or  incurred  during  the  taxable  year  in  carrying 
i  any  trade  or  business.”  Section  234(a)  (1)  of  the  Revenue  Act 
1921.  In  Kornhauser  v.  United  States ,  48  Sup.  Ct.  219,  the 
iipreme  Court  had  before  it  the  deductibility  from  gross  income  in 
ie  tax  return  of  an  individual  of  fees  paid  to  an  attorney  for 
‘fending  an  action  for  accounting  instituted  by  a  former  partner, 
he  lower  court  had  held  that  the  amount  was  not  deductible.  The 
ipreme  Court,  referring  to  departmental  rulings  and  to  rulings  of 
e  Board  of  Tax  Appeals,  held : 

The  basis  of  these  holdings  seems  to  be  that  where  a  suit  or  action  against 
taxpayer  is  directly  connected  with,  or,  as  otherwise  stated  ( Appeal  of 
'cker,  Dec.  88,  1  B.  T.  A.  214,  216),  proximately  resulted  from,  his  business, 

?  expense  incurred  is  a  business  expense  within  the  meaning  of  section 
1(a),  subdivision  (1),  of  the  act.  These  rulings  seem  to  us  to  be  sound  and 
i  principle  upon  which  they  rest  covers  the  present  case.  *  *  *  in  the 
plication  of  the  act  we  are  unable  to  perceive  any  real  distinction  between 
expenditure  for  attorney’s  fees  made  to  secure  payment  of  the  earnings  of 
1  ‘  business  and  a  like  expenditure  to  retain  such  earnings  after  their  receipt. 

'  e  is  as  directly  connected  with  the  business  as  the  other. 

Applying  this  same  principle  to  the  case  at  bar,  we  are  of  the 
'  imon  that  it  must  be  held  that  the  entire  amount  of  the  $37,819.90 
id  by  the  petitioner  during  the  taxable  year  ended  March  31,  1924, 

1  a  legal  deduction  from  gross  income. 

It  does  not  appear  from  the  record  that  the  entire  amounts  of 
le  deficiencies  determined  by  the  Commissioner  for  the  fiscal  years 
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ended  March  31,  1921,  and  March  31,  1924,  are  due  to  the  disalkr 
ance  of  the  deductions  of  $55,000  for  the  earlier  year  and  $35,0' 
for  the  later  year. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  l , 
Green,  Arundell,  Van  Fossan,  and  Murdock  dissent. 


Old  Line  Insurance  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 


Docket  Nos.  30045,  32987.  Promulgated  October  3,  1928. 

A  contingency  reserve  for  anticipated  excessive  mortality  losses 
and  possible  losses  in  reserves  invested,  which  was  maintained  by 
petitioner  in  addition  to  a  reserve  of  the  net  value  of  outstanding 
policies  is  not  a  reserve  required  by  law  within  the  meaning  of 
section  245(a)  (2)  of  the  Revenue  Act  of  1921. 

II.  J .  Requartie ,  Esq.,  and  T.  S.  Allen ,  Esq.,  for  the  petitioner. 

Bent  cm  Baker,  Esq.,  for  the  respondent. 


The  respondent  has  determined  deficiencies  in  income  taxes  for  tl 
years  1923  and  1924  in  the  respective  amounts  of  $2,219.56  ai 
$3,295.74.  Only  parts  of  the  deficiencies  are  in  controversy.  T) 
petitioner  alleges  error  on  the  part  of  the  respondent  in  the  follo\ 
ing  respects: 

(1)  Disallowance  in  computing  net  income  under  section  245  (j 

(2)  of  the  Revenue  Act  of  1921  of  petitioner's  claim  to  have  include 
as  a  reserve  required  by  law  a  fund  maintained  during  each  of  tl 
years  to  provide  against  anticipated  excessive  mortality  losses  ai 
possible  losses  in  reserves  invested; 

(2)  Disallowance  in  computing  net  income  for  the  year  1924  » 
petitioner’s  claim  to  have  included  as  a  reserve  required  by  law  a  fur 
maintained  to  meet  the  surrender  value  of  outstanding  accidei 
policies; 

(3)  Disallowance  of  a  deduction  for  real  estate  expenses; 

(4)  Disallowance  of  a  loss  sustained  through  foreclosure,  on  re 
estate;  and 

(5)  Disallowance  of  deduction  for  taxes  paid  by  petitioner  on  re1 
estate  owned  by  it. 

At  the  hearing  petitioner  expressly  abandoned  the  last  three  alleg 
tions  of  error,  leaving  for  determination  the  question  of  the  prop* 
deductions  from  gross  income  on  account  of  reserves.  The  procee* 
ings  were  consolidated  for  hearing  and  decision. 
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FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  and  existing  under  the 
iws  of  Nebraska,  with  its  principal  place  of  business  at  Lincoln, 
luring  the  taxable  years  it  was  a  stock,  legal  reserve,  life  insurance 
unpany,  writing  life,  health  and  accident  insurance.  Its  capital 
id  reserves  were  invested  in  United  States  bonds,  State  and  munici- 
al  bonds,  and  farm  mortgages,  as  required  by  the  laws  of  the  State 
£  Nebraska  and  other  States  in  which  petitioner  operates. 
Petitioner’s  annual  statements  disclose  that  a  “mortality  fluctua- 
on  fund  ”  was  set  up  as  a  reserve  in  addition  to  a  reserve  of  the 
at  value  of  its  outstanding  policies  in  the  following  amounts,  $70,- 
)0  for  1921,  $100,000  for  1922,  $118,000  for  1923,  and  $125,000  for 
)24.  In  1921  when  this  fund  was  first  established  the  petitioner 
id  a  large  part  of  its  reserve  funds  invested  in  farm  mortgages, 
arm  values  had  greatly  depreciated,  with  the  result  that  many  of 
le  farm  mortgages  held  by  petitioner  were  represented  by  farm 
ilues  much  less  than  when  the  investment  had  been  made.  Also, 
ititioner  anticipated  increased  mortality  losses  as  a  result  of  the 
fluenza  epidemic. 

In  1925  the  Insurance  Commissioner  of  Nebraska  charged  off 
50,109.88  of  petitioner’s  “  mortality  fluctuation  fund  ”  to  replace 
sses  in  investments  of  its  reserves  and  to  compensate  for  the  de¬ 
ease  in  value  of  certain  real  estate  on  which  petitioner  had  loaned 
part  of  its  reserves. 

The  parties  have  stipulated  that  for  the  year  1924  there  should  be 
Ided  to  the  reserves  allowed  by  the  respondent  the  sum  of  $22,837.30, 
hich  is  an  additional  reserve  maintained  for  the  surrender  value 
accident  policies  issued  by  petitioner. 

OPINION. 

Lansdon:  Section  245(a)  (1)  and  (2)  of  the  Revenue  Act  of  1921 
•ovides : 

That  in  the  case  of  a  life  insurance  company  the  term  “  net  income  ”  means 
e  gross  income  less — 

(1)  The  amount  of  interest  received  during  the  taxable  year  which  under 
ragraph  (4)  of  subdivision  (b)  of  section  213  is  exempt  from  taxation  under 

is  title  ; 

(2)  An  amount  equal  to  the  excess,  if  any,  over  the  deduction  specified  in 
ragraph  (1)  of  this  subdivision,  of  4  per  centum  of  the  mean  of  the  reserve 
nds  required  by  law  and  held  at  the  beginning  and  end  of  the  taxable  year, 
,JS  (in  case  of  life  insurance  companies  issuing  policies  covering  life,  health, 
d  accident  insurance  combined  in  one  policy  issued  on  the  weekly  premium 
>  merit  plan,  continuing  for  life  and  not  subject  to^cancellation)  4  per  centum 
the  mean  of  such  reserve  funds  (not  required  by  law)  held  at  the  beginning 
d  end  of  the  taxable  year,  as  the  Commissioner  finds  to  be  necessary  for  the 
Section  of  the  holders  of  such  policies  only. 
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The  only  issue  remaining  to  be  determined  in  this  proceeding  i 
whether  the  contingency  reserve  maintained  by  petitioner  was 
reserve  required  by  law  within  the  meaning  of  the  above  quote* 
section. 

Sections  7745,  7746,  7748  and  7749  of  the  Compiled  Statutes  o 
Nebraska  (1922)  grant  to  the  Department  of  Trade  and  Commerce 
of  which  the  insurance  department  is  a  division,  general  supervisor 
powers  over  insurance  companies.  Sections  7744,  7830,  and  785* 
pertaining  to  life  insurance  companies  and  the  maintenance  of  re 
serves,  provide  in  part  as  follows: 


§  7744.  Terms  Defined.  “Unearned  premiums”,  and  “net  value  of  policies 
severally  mean  the  liability  of  an  insurance  company  upon  its  insurance  co: 
tracts,  other  than  accrued  claims,  computed  by  rules  of  valuation  establish? 
herein. 

§  7830.  Life — legal  reserve.  The  department  of  trade  and  commerce  sha 
annually  make  valuation  of  all  outstanding  policies,  additions  thereto,  unpai 
dividends,  and  all  other  obligations  of  every  life  insurance  company  doin 
business  in  this  state;  and  all  such  valuations  made  by  it,  or  by  its  authority 
shall  be  according  to  the  standard  of  valuation  adopted  by  the  company,  whit- 
standard  shall  be  stated  in  its  annual  report.  Such  standard  of  valuatior 
whether  on  the  net  level  premium,  preliminary  term,  any  modified  preliminar 
term,  or  select  and  ultimate  reserve  basis,  for  policies  issued  after  the  passag 
of  this  article  shall  be  according  to  the  American  experience  or  actuaries 
table  of  mortality,  with  not  less  than  three  and  not  more  than  four  per  ceni 
compound  interest.  *  *  * 


§  7858.  Accumulations.  Any  domestic  life  insurance  company  may  accumulat 
and  maintain  in  addition  to  the  net  value  of  its  policies  and  all  accumulation 
held  on  account  of  existing  or  future  dividends  policies  or  groups  of  suc-i 
policies,  a  contingency  reserve  of  not  more  than  ten  per  cent  of  said  net  value 
or  the  sum  of  one  hundred  thousand  dollars,  whichever  is  the  greater.  Fo 
cause  shown  the  department  of  trade  and  commerce  may  at  any  time,  an* 
from  time  to  time  permit  any  company  to  accumulate  and  maintain  a  large 
contingency  reserve,  not  exceeding  one  year  under  any  one  permission,  b; 
riling  in  the  office  of  the  department  of  trade  and  commerce  a  written  reques 
stating  the  reasons  therefor.  (R.  S.  1013,  3259;  1010,  p.  043.) 


Pursuant  to  section  7858,  above  quoted,  petitioner  has  set  up  on  it 
annual  statements,  in  addition  to  its  regular  reserve,  a  “  mortality 
fluctuation  fund  ”  in  an  amount  equal  to  10  per  cent  of  the  net  vain* 
of  its  policies.  It  contends  that  this  is  a  reserve  required  by  tin 
State  of  Nebraska  inasmuch  as  the  Insurance  Commissioner  ora  lb 
directed  that  it  be  maintained.  The  testimony  in  support  of  tin 
allegation  that  the  fund  was  maintained  at  the  direction  of  tin 
Insurance  Commissioner  is  not  impressive,  but  admitting  that  fact 
we  are  of  the  opinion  that  it  is  still  not  a  reserve  required  by  law 
within  the  meaning  of  the  Revenue  Act.  Section  7858  permit 
additional  reserves  with  the  object  of  protecting  the  citizens  o 
Nebraska  against  loss  through  insolvency  of  insurance  companies 
Abundant  caution  is  exercised  to  maintain  insurance  companies  if 
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i  strong  financial  position.  The  Revenue  Act  on  the  other  hand  con¬ 
fers  reserves  in  computing  the  taxable  income  of -the  insurance 
nmpanies  and  is  not  primarily  concerned  with  the  solvency  of  the 
ompany. 

“  Reserve  funds  ”  as  used  in  the  Act  has  a  technical  meaning  which 
ncludes  those  funds  reserved  to  meet  the  policy  obligations  at 
naturity.  The  calculation  of  the  reserve  is  a  distinctly  actuarial 
unction  and  being  the  amount  theoretically  necessary  for  reinsur- 
ng  the  risks,  is  sometimes  termed  “  reinsurance  fund  ”  or  “  rein- 
urance  reserve.”  As  applied  to  a  policy  the  term  means  “  value  ” 
r  “  valuation  ”  ;  that  part  of  the  assets  of  the  company  which,  ac- 
ording  to  a  specified  table  of  mortality,  must  be  set  apart  to  meet 
r  mature  the  company’s  obligation  to  insured.  New  Standard 
)ictionary,  “Reserve”;  Bouvier’s  Law  Dictionary,  “Reserve”; 
Earner  v.  Reserve  Loan  Life  Insurance  Co .,  213  Ill.  App.  164;  Detroit 
Ire  <&  Marine  Insurance  Co.  v.  II art z ,  132  Mich.  518;  94  N.  W.  7. 
Insurance  writers  define  the  legal  or  required  reserve  as  follows : 
Riegel  and  bowman  (Prentice-Hall).  Insurance  Principles  and 
‘ractices,  p.  97 : 

Calculation  of  The  Reserve. —  *  *  *  It  is  necessary  to  assume  a  mor- 

ility  table  and  an  expected  rate  of  interest,  tlie  American  Experience  Table  of 
ortality  is  the  one  generally  employed  and  three  and  one-lialf  per  cent  is  the 
mal  interest  rate  assumption.  Taking  these  as  the  bases  of  calculation,  the 
•esent  value  of  all  future  death  claims  is  estimated  and  there  is  -dednptou  the 
•esent  value  of  all  future  premium  payments.  *  *  *  And  possibly  here  is 

e  best  point  at  which  to  give  a  definition  of  th nl&al  or  required  reserve.  It 
that  amount  which,  if  added  to  the  prgent  value  of  future  premium  pay- 
ents,  will  equal  the  present  value  of  fu[ire  death  claims.  *  *  * 

Richards — Insurance,  p.  20  : 

Reserve  is  that  portion  of  the  premillms  0f  a  policy  with  interest  thereon 
liich  is  required  to  be  set  asidj  as  a  funq  for  the  payment  of  the  policy  when 
becomes  due. 


See  also  Biddle  Insurance,  §  66;  Huebner — Principles  of  Life 

surance. 

Reset  \e  is  deb^q  jp  Jefferson  v.  New  I  orh  Life  Insurance  (  <?., 
1  Ky.  609,  152  ^  yr  fgp,  which  was  an  action  by  the  beneficiary  to 
nvei  the  yaltie  of  a  policy  on  which  premiums  had  been  paid 
■  ^our  yejfrs,  the  fifth  annual  payment  being  in  default.  The 
estion  P^sente(J  was  whether  the  reserve  less  any  indebtedness  due 


com 


r 


Pdpany  was  sufficient  to  provide  paid-up  insurance  to  a  date 
nd  that  of  the  insured’s  death.  At  page  783  the  court  stated: 

4]  The  net  value  of  a  policy  is  provided  for  by  section  Go3,  Kentucky 
tutes,  and  is  but  another  name  for  “  reserve  ”,  and  means  that  part  of  the 
jual  premiums  paid  by  the  insured  which,  according  to  the  American 
jerience  Table  of  Mortality,  must  be  set  apart  to  meet  or  mature  the  com- 
V’s  obligations  to  the  insured.  This  net  value,  or  reserve,  can  always  be 
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determined  with  mathematical  precision ;  and,  among  those  at  all  familiar  witll 
insurance  and  the  technique  of  that  business  there  is  no  dispute  as  to  how  th< 
net  value  of  a  policy  is  determined.  The  net  value  of  a  policy  on  any  giver 
date  is  its  actual  value  on  that  date,  its  reserve.  Hence,  when  the  insurer 
failed  to  pay  his  premium  on  December  17,  1907,  under  the  terms  of  his  con 
tract,  he  was  entitled  to  extended  insurance  for  such  time  as  the  reserve,  <,j 
net  value  of  the  policy,  would  have  carried  $2,500,  when  applied  as  a  sir.gU 
premium,  according  to  the  company’s  published  tables.  *  *  * 

The  decision  of  the  Supreme  Court  in  New  York  Life  Insurance  Co\ 
v.  Edwards ,  271  U.  S.  109,  119,  is  based  upon  a  similar  conception 
of  “  reserve  funds  ” : 


4.  A  number  of  policyholders  died  during  the  calendar  year,  but  their  death 
were  not  reported  before  it  terminated.  The  Superintendent  of  Insurant 
required  the  Company  to  set  aside  a  special  fund  to  meet  these  unreportec! 
losses,  and  it  claimed  that  this  was  an  addition  to  the  reserve  fund  roquirec 
by  law.  We  think  this  claim  was  properly  rejected  by  the  Commissioner 
although  the  courts  below  held  otherwise.  McCoach  v.  Insurance  Co.  of  Xortl 
America ,  244  U.  S.  585.  and  United  States  v.  Boston  Insurance  Co.,  209  U.  S 
197,  pointed  out  that  “  the  net  addition,  if  any.  required  by  law  to  be  mad 
within  the  year  to  reserve  funds  ”,  does  not  necessarily  include  whatever  i 
state  official  may  so  designate;  that  “reserve  funds”  has  a  technical  meaning 
It  is  unnecessary  now  to  amplify  what  was  there  said.  The  item  under  con 
sideration  represented  a  liability  and  not  something  reserved  from  premium.-! 
to  meet  policy  obligations  at  maturity. 


McCoach  v.  Insurance  Company  of  North  America ,  244  U.  S.  585 
589,  is  a  case  in  which  an  action  was  brought  to  recover  taxes  for  tin 
years  1910  and  XVA  on  the  ground  that  there  should  have  been  de 
ducted  from  gross  incoim  certain  amounts  held  as  a  reserve  agains 
accrued  but  unpaid  losses. 

The  Insurance  Commissioner  of  the  State  of  Pennsylvania  hat 
required  plaintiff  and  similar  companies  to  return  each  year  as  ai 
item  among  their  liabilities  the  net  amount  of  unpaid  losses  an< 
claims.  The  following  discussion  of  the  court  is  particularly  appli 
cable  in  the  instant  case: 


The  act  of  Congress,  on  the  other  hand,  deals  with  reserves  not  particularly 
in  their  bearing  upon  the  solvency  of  the  company,  bit  as  thc'y  aid  in  deter 
mining  what  part  of  the  gross  income  ought  to  be  treated  as  net  income  fo 
purposes  of  taxation.  There  is  a  specific  provision  for  teducting  “all  losse: 
actually  sustained  within  the  year  and  not  compensated  by  insurance  or  other 
wise.”  And  this  is  a  sufficient  indication  that  losses  in  immediate  contempla¬ 
tion,  but  not  as  yet  actually  sustained,  were  not  intended  to  be  treated  as  par 
of  the  reserve  funds;  that  term  rather  having  reference  to  the  funds  ordinarily 
held  as  against  the  contingent  liability  on  outstanding  policies. 


In  United  States  v.  Boston  Insurance  Co.,  269  U.  S.  197,  the^n 
preine  Court  held  that  “  reserve  funds  ’’  so  denomi 
statute  or  officer  do  not  necessarily  constitute  u 

%j 

law.”  The  court  overruled  in  part  Maryland  Casualty 


19  U.  S.  197,  the'bu 
lominated  by  a  s  d 
reserves  required  I’ 
zsualty  Co.  v.  Uniw 
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States'  251  U*  S-  342>  wher*e  it  had  been  held  that  a  fund  denominated 
‘  loss  claims  reserve  ”  maintained  pursuant  to  the  requirements  of 
he  Insurance  Department  of  Pennsylvania  constituted  a  reserve 
equired  by  law,  stating  at  page  203 : 


Upon  a  re-examination  of  the  record  it  becomes  plain  that  we  misapprehended 
be  opinion  and  ruling  of  the  lower  court ;  also  that  the  reason  advanced  to 
upport  our  conclusion  is  insufficient.  The  Commissioner  of  Internal  Revenue 
ad  refused  to  allow  the  deduction  claimed  because  of  addition  to  the  reserve 
>r  unpaid  loss  claims  (except  liability  claims— the  net  addition  to  which  re- 
irve  was  allowed) .  The  Court  of  Claims,  in  a  perplexing  opinion,  approved  the 
ommissmner’s  action.  The  finding  that  the  Insurance  Department  of  Penn- 
vlvania,  pursuant  to  statute,  had  at  all  times  since  and  including  1909  required 
aimant  to  keep  on  hand,  as  a  condition  of  doing  business  in  the  state,  “  assets 
3  reserves  sufficient  to  cover  outstanding  losses”,  without  more,  was  not 
lfficient  to  justify  the  deduction  of  the  reserve  as  one  required  by  law  to  be 
aintained,  within  the  meaning  of  the  Act  of  Congress.  This  had  been 
inounced  by  McCoach  v.  Insurance  Co. 


The  fund  herein  involved  was  maintained  to  provide  against  pos- 
bie  losses  in  reserves  invested  and  anticipated  excessive  mortality 
'sses  due  to  the  influenza  epidemic.  That  the  losses  anticipated 
ould  result  was  speculative.  Future  liability  on  outstanding  poli- 
es,  on  the  other  hand,  is  relatively  certain  and  it  is  this  liability 
>r  which  a  reserve  is  required.  The  “  legal  ”  or  “  required  ”  reserve 
computed  by  the  use  of  a  mortality  table,  usually  the  American 
:penence  Table  of  Mortality,  which  is  based  on  experience  over  a 
ng  period  of  years  and  which  contemplates  application  over  a 
ng  period  of  years.  This  table  thus  takes  into  account  periodical 
►idemics  of  the  past  and  thereby  makes  an  allowance  for  such 
ademics  in  the  future.  The  record  does  not  establish  that  the 
sei\e  of  the  net  value  of  outstanding  policies  was  insufficient  to 
eet  the  increased  death  rate  caused  by  the  influenza  epidemic.  The 
jiticipation  of  loss  in  reserves  invested  resulted  from  a  shrinkage  in 
rm  values  on  which  loans  had  been  made  at  50  per  cent  of  the 
dual  value.  During  the  years  herein  involved  no  loss  was  actually 

We  are  of  the  opinion  that  petitioner’s  “mortality  fluctuation 
nd  ”  is  not  a  reserve  required  by  law  within  the  meaning  of  section 
‘5(a)  (2)  of  the  Revenue  Act  of  1921. 

Pursuant  to  the  stipulation  entered  into  by  the  parties,  there  should 
added  to  the  reserves  allowed  by  the  respondent  for  the  year  1924 
f  sum  of  $22,837.30,  which  was  an  additional  reserve  maintained 
the  surrender  value  of  accident  policies  issued  by  petitioner. 
Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 

"5MITII,  Milliken,  and  Van  Fossan  agree  with  the  result. 
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Arthur  Curtiss  James,  Petitioner,  v.  Commissioner  of  Internai 

Revenue,  Respondent. 

Docket  No.  2509.  Promulgated  October  3,  1928. 

1.  Where  a  parent  company  owns  all  the  stock  of  its  subsidiary 
companies,  in  determining  the  source  of  profits  or  earnings  of  the 
parent  company  available  for  distribution  to  the  stockholders, 
within  the  contemplation  of  section  201  of  the  Revenue  Act  of  1918, 
the  earning  of  the  subsidiaries  should  be  considered  only  to  the  ex¬ 
tent  to  which  they  have  been  distributed  as  dividends  to  the  parent 
company. 

2.  Where  in  1918  the  parent  corporation  received  dividends  from 
a  subsidiary  corporation,  a  portion  of  which  was  paid  from  earnings 
and  profits  accumulated  since  February  28,  1913,  and  the  balance 
from  other  sources,  held,  that  the  distributions  made  by  the  sub¬ 
sidiary  to  the  parent  from  sources  other  than  earnings  accrued 
subsequent  to  February  28.  1913,  represent,  for  the  purposes  of  the 
income  tax,  a  return  to  it  of  a  part  of  its  investment  and  do  not 
constitute  earnings  available  for  distribution  to  stockholders  where 
there  is  no  gain  in  excess  of  cost  or  March  1,  1913,  value. 

3.  When  it  is  necessary,  in  determining  the  source  from  which  dis¬ 
tributions  to  stockholders  are  made,  to  prorate  the  net  earnings  of 
the  year,  the  Federal  income  and  profits  taxes  for  the  taxable  year 
are  properly  deducted  in  computing  the  earnings  of  the  year.  L.  S. 
Ayers  &  Co.,  1  B.  T.  A.  1135,  distinguished. 

4.  In  computing  the  earnings  of  a  corporation  available  for  dis¬ 
tribution  under  the  Revenue  Act  of  1918,  the  date  of  payment  is 
controlling. 

5.  Liberty  bonds  received  from  a  corporation,  as  part  of  a  divi¬ 
dend,  should  be  valued  at  their  market  value  when  received. 

Robert  E.  C  out  son ,  Esq.,  and  Oscar  W.  Underwood ,  Jr .,  Esq.,  fo 
the  petitioner. 

John  J).  Foley,  Esq.,  and  Joseph  K.  Moyer,  Esq.,  for  the  responden 


This  proceeding  is  for  the  redetermination  of  a  deficiency  in  incorn 
taxes  for  the  calendar  year  1918  amounting  to  $353,025.16.  Peti 
tioner  alleges  that  the  respondent  erred  in  determining  that  certai 
dividends  received  by  him  from  the  Phelps  Dodge  Corporation  wer 
distributions  made  from  earnings  accumulated  after  February  2E 
1913,  subject  to  tax  as  dividends  and  in  determining  the  value  of  cei 
tain  Liberty  bonds  received  as  a  part  of  such  dividends.  Substar 
tiallv  all  of  the  facts  were  stipulated. 


FINDINGS  OF  FACT. 


The  petitioner  is  an  individual,  a  citizen  of  the  Lnited  States,  an 
resides  in  t lie  State  of  New  York.  •  lie  has  at  all  times  kept  his  boot 
of  account  upon  the  cash  receipts  and  disbursements  basis,  and  at  a 
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imes  rendered  his  Federal  income-tax  return  upon  such  basis  and 
ipon  the  calendar  year  basis. 

The  petitioner  was,  during  the  year  1918,  a  stockholder  of  Phelps 
lodge  Corporation  and  during  the  year  1918  received  certain  dis- 
ributions  from  said  corporation,  as  hereinafter  set  forth.  The 
helps  Dodge  Corporation  was  a  corporation  having  outstanding 
unng  1918  only  one  class  of  stock,  namely,  common  stock,  and  of 
aid  total  outstanding  stock  of  the  Phelps  Dodge  Corporation,  the 
petitioner,  throughout  1918,  owned  33.64377  per  cent.  The  petitioner 
uly  filed,  on  May  15,  1919,  his  income-tax  return  covering  the 
alendar  year  1918,  as  required  by  the  Revenue  Act  of  1918.  All 
f  the  items  in  said  return  are  true  and  correct,  except  the  item  or 
ems  relating  to  distributions  received  by  the  petitioner  during  the 
ear  1918,  which  are  the  subject  of  this  controversy,  an  item  of 
132.11,  tepie  sen  ting  tax  paid  at  the  source  on  certain  bonds,  and  an 
em  of  $1,262,302.78  covering  charitable,  religious  and  educational 
mtributions  made  by  the  petitioner  during  1918.  At  least  $1,000,000 
as  contributed  by  petitioner  during  1918  to  religious,  charitable  and 
lucational  corporations,  no  part  of  the  earnings  of  which  inured 
>  the  benefit  of  any  private  stockholder  or  individual. 

The  Phelps  Dodge  Corporation  is  a  corporation  organized  and 
fisting  under  the  laws  of  the  State  of  New  York,  having  been  in- 
►rporated  in  1885  under  the  name  of  Copper  Queen  Consolidated 
ming  Co.  In  1917,  pursuant  to  the  applicable  provisions  of  the 
w  of  New  York,  its  name  was  changed  to  Phelps  Dodge 
Drporation. 

The  Phelps  Dodge  Corporation,  throughout  the  year  1918,  owned 
1  of  the  outstanding  capital  stock  of  Moctezuma  Copper  Co.,  Phelps 
odge  Mercantile  Co.,  Dawson  Fuel  Sales  Co.,  Bunker  Hill  Mines 
D  and  Commercial  Mining  Co.,  and,  subsequent  to  April  30,  1918, 
e  Phelps  Dodge  Supply  Co.  The  Phelps  Dodge  Corporation,  the 
octezuma  Copper  Co.,  Phelps  Dodge  Mercantile  Co.,  Dawson  Fuel 
les  Co.,  Bunker  Hill  Mines  Co.,  Commercial  Mining  Co.,  and 
lelps  Dodge  Supply  Co.,  at  all  times,  including  the  year  1918, 
pt  their  books  of  account  and  rendered  their  tax  returns  strictly 
•on  the  accrual  basis  of  accounting  and  consistently  and  at  all 
nes  accrued  upon  such  books  of  account  for  each  calendar  year, 
dueling  the  taxable  year  1918,  all  taxes  for  such  calendar  year, 
duding  estimated  Federal  income  and  excess-profits  taxes,  im- 
seel  on  the  basis  of  the  earnings  for  such  calendar  year,  although 
di  taxes  were  not  payable  until  the  succeeding  calendar  year,  and 
determining  their  earnings  and  profits  available  for  distribution 
stockholders  for  each  calendar  year,  including  the  year  1918, 
lucted  as  an  expense  of  operation  the  Federal  income  and  excess- 
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profits  taxes  accruing  on  account  of  their  operations  for  such  caler 
dar  year  even  though  not  paid  until  the  succeeding  calendar  year. 

For  the  year  1918,  the  Phelps  Dodge  Corporation  filed  a  con 
solidated  income-tax  return  with  Moctezunia  Copper  Co.,  Phelp 
Dodge  Mercantile  Co.,  Dawson  Fuel  Sales  Co.,  Bunker  Hill  Mine 
Co.,  Commercial  Mining  Co.,  and  Phelps  Dodge  Supply  Co.,  unde 
a  ruling  by  the  Commissioner  of  Internal  Revenue  that  all  of  sue 
corporations  were  affiliated  for  the  purposes  of  section  240  of  tli 
Revenue  Act  of  1918.  Neither  the  Phelps  Dodge  Corporatior 
Moctezunia  Copper  Co.,  nor  Phelps  Dodge  Mercantile  Co.  kept  tliei 
books  in  such  manner  as  to  show  earnings  or  profits  for  the  account 
ing  periods  within  which  distributions  were  made  by  them,  but  a 
of  them,  and  the  Dawson  Fuel  Sales  Co.,  Bunker  Hill  Mines  Co 
Commercial  Mining  Co.,  and  Phelps  Dodge  Supply  Co.,  kept  thei 
books  in  such  manner  that  their  earnings  were  determinable  or  d( 
termined  only  upon  an  annual  basis  and  at  the  end  of  each 
The  total  income  and  profits  tax  for  such  consolidated  group  for  tli 
calendar  year  1918  was  $4,383,013.98,  and  the  said  total  tax  wa 
apportioned  to  the  several  said  corporations  as  follows: 


Phelps  Dodge  Corpora¬ 
tion  _ $3, 167,  693.  00 

Moctezunia  Copper  Co_  974,  991.  81 
Phelps  Dodge  Mercan¬ 
tile  Co _  238, 136. 10 

Dawson  Fuel  Sales  Co_  1,  302.  07 


Phelps  Dodge  Supply 

Co _  $891.  < 

Bunker  Hill  Mines  Co_  00.  < 

Commercial  Mining  Co_  00.  ( 


4.  383.  013.  { 


The  earnings  and  profits,  individually,  of  each  of  the  followin 
corporations,  for  the  calendar  year  1918,  before  reduction  and  aftt 
reduction  of  the  same  by  the  proportionate  parts  of  t lie  said  tax  < 
$4,383,013.98,  were  as  follows: 


• 

Before  reduc¬ 
tion  by  tax 

Tax 

After  reduc 
tion  b>  tax 

Phelps  Dodge  Corporation - -  ..  - - - 

Aifnrt.A7.il mu  Copper  Co  _  _  _  _  _ 

$13,  580, 104.  81 
3,  199,  497.  58 
781,459.90 
4,  271.85 
2,  923.  87 
i  59,  923.  67 
None. 

$3,  167,  693. 00 
974,991.81 
238, 136. 10 

1,  302. 07 
891.00 
None. 
None. 

$10,412,411. 
2,  224, 506. 
543, 323. 
2,969. 
2,032. 
>  59, 923 
No) 

Phelps  Dodge  Mer.  Co.  _  _  .  _  .  _  _  _ 

Dawson  Fuel  Sales  Co  _  _  _ 

Phelps  Dodge  Supply  Co  _  .  .  _ 

Hunker  Hill  Afines  Co  - _ _ 

Commercial  Mining  Co  __  _  _ 

1  Deficit. 


The  earnings  shown  above  for  Phelps  Dodge  Corporation  inclu< 
dividends  received  by  that  corporation  from  its  subsidiaries  durii 
the  calendar  year  1918,  as  follows:  (1)  From  Phelps  Dodge  Me 
cantile  Co.,  $050,000,  being  the  entire  distributions  of  said  subsidiai 
during  1918;  and  (2)  from  Moctezuma  Copper  Co.,  $2,688,370. < 
being  that  part  of  the  dividends  and  distributions,  amounting 
a  total  of  $3,120,000,  as  set  forth  below,  of  said  subsidiary  durir 
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1918,  which  were  paid  from  earnings  and  profits  during  1918  and 
warnings  and  profits  accumulated  since  February  28,  1913,  and  does 
lot  include  $431,629.29  which  was  paid  from  sources  other  than 
warnings  and  profits  accumulated  since  February  28,  1913. 

The  earnings  and  profits  accumulated  since  February  28,  1913, 
md  on  hand  January  1,  1918,  of  each  of  the  following  corporations, 
vere  as  follows : 


Tielps  Dodge  Corpora¬ 


tion _ _ _ $838,503.14 

tfoctezuma  Copper  Co _  463,  863.  94 

.Tielps  Dodge  Mercantile 
Co _  382,  359.  52 


Dawson  Fuel  Sales  Co _  $26,  535.  48 

Hunker  Hill  Mines  Co None. 

Commercial  Mining  Co None. 


The  Phelps  Dodge  Supply  Company  was  organized  April  30, 
1918. 


The  Phelps  Dodge  Mercantile  Co.  made  distributions  of  $650,000 
;o  the  Phelps  Dodge  Corporation,  as  its  sole  shareholder,  by  divi 
lends  declared,  payable  and  paid  during  1918,  as  follows: 


Date  of  declaration 

Date  of  payment 

Amount 

lar.  13,  1918 _ _ _ _ - 

Mar.  28,  1918 _ _ 

$150,  000 
250,  000 
100,  000 
150,  000 

une  12,  1918. _ _  _ _ _ 

June  27,  1918 _ _ 

ept.  12,  1918 _ _ _ _ 

Sept.  28,  1918 _ _ _ _ 

)ec.  12,' 1918 _ _ _ _ 

Dec.  31,  1918 _ _ _ _ 

650,  000 

The  Moctezuma  Copper  Co.  made  distributions  to  the  Phelps 
)odge  Corporation  during  1918  of  $3,120,000,  by  distributions  de- 
lared,  made  payable  and  paid  as  follows : 


Declared 

Payable  and  paid 

Amount 

lar.  13 .  . . 

Mar.  28 _ _ 

$650, 000 
650, 000 
780, 000 
1, 040, 000 

une  12 . 

June  27 _ _ 

ept.  12 . . . . . . 

Sept.  28 _ 

)ec.  12 . . . . . 

Dec.  31 _ _ 

3, 102, 000 

During  the  year  1918  the  dividends  by  the  Phelps  Dodge  Cor- 
)oration  were  declared,  were  payable  by  the  corporation  and 
vere  received  by  the  petitioner,  and  were  reported  in  the  petitioner’s 
ncome-tax  returns  as  follows : 


Date  declared 

Date  payable  and  received 

Amount  of 
dividend 

Amount 
received 
by  peti¬ 
tioner 

Amount 
reported 
in  return 

lar.  14 _  _ 

Mar.  29 . . . . 

$3, 600, 000 
2, 700, 000 
3, 600, 000 
3, 600, 000 

$1, 211,176 
908, 382 
1, 211, 176 

$1, 211, 176 
605, 588 
908, 382 

une  13. . 

June  28 

ept.  12 . . . 

Sept.  30 _ _ _ 

>ec.  12.. . . . 

Jan.  2,  1919- . . . . 

' - 

13,  500,  000 

3,  330, 734 

2,  725, 146 

15077—28 - 10 
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The  Commissioner  determined  that  the  amount  of  $3,330,734  re 
ceived  by  the  petitioner  was  paid  from  earnings  and  profits  accu 
mutated  after  February  28,  1913,  and  computed  the  deficiency  ac¬ 
cordingly. 

The  dividend  of  September  11,  1918,  was  declared  to  the  extent  oj 
$2,700,000  in  cash  and  $900,000  in  the  face  amount  of  Liberty  bonds 
The  petitioner  received  on  September  30,  1918,  $908,426  in  cast 
and  Liberty  bonds  of  the  face  amount  of  $320,750,  and  the  fair  mar¬ 
ket  value  of  said  Liberty  bonds  so  received  by  the  petitioner  on  the 
date  received  was  $285,190.50.  The  dividend  of  December  12,  1918 
was  declared  to  the  extent  of  $2,700,000  in  cash  and  $900,000  face 
amount  in  Liberty  bonds.  Of  this  distribution  there  were  payable 
to  and  were  received  by  the  petitioner  on  January  2,  1919,  $908,426 
in  cash  and  $302,750  face  amount  of  Liberty  bonds,  which  amount 
of  Liberty  bonds  had  a  fair  market  value  on  the  date  so  received 
of  $289,277.63.  The  Liberty  bonds  so  distributed  by  the  corpora¬ 
tion  to  its  stockholders  were  purchased  by  the  corporation  at  par. 

The  distributions  made  by  Phelps  Dodge  Corporation  to  the  peti¬ 
tioner  during  the  taxable  year  1918,  from  sources  other  than  earnings 
and  profits  accumulated  since  February  28,  1913,  did  not  exceed  the 
fair  market  price  or  value  as  of  March  1,  1913,  of  stock  of  Phelps 
Dodge  Corporation  acquired  by  petitioner  before  March  1,  1913, 
and/or  the  cost  of  stock  of  Phelps  Dodge  Corporation  acquired  by 
petitioner  subsequent  to  March  1,  1913,  and  held  by  him  during  the 
calendar  year  1918,  after  applying  all  proper  credits  in  reduction 
of  such  March  1,  1913,  value  and/or  cost  basis* 


orixiox. 


Phillips:  The  respondent  determined  that  the  dividends  received 
by  the  petitioner  in  1918  from  Phelps  Dodge  Corporation  were  paid 
entirely  from  earnings  accrued  subsequent  to  February  28,  1913,  and 
subject  to  surtax.  At  the  time  this  determination  was  made  and 
the  deficiency  letter  mailed  to  the  petitioner,  the  earnings  of  that 
corporation  for  the  year  had  not  yet  been  finally  determined  by  the 
Commissioner.  Subsequently  these  earnings  were  determined  to  be 
the  amounts  shown  above,  and  in  order  to  sustain  the  deficiency 
asserted  against  this  petitioner  it  became  necessary  for  the  respond¬ 
ent  to  urge  three  contentions,  each  of  which  is  contrary  to  the  posi¬ 
tion  taken  by  the  respondent  in  his  regulations  and  rulings  in  other 
cases,  as  follows: 

(1)  That  the  earnings  and  profits  of  the  subsidiaries  of  Phelps  Dodge 
Corporation  not  paid  over  to  the  parent  corporation  are  available  for  distribu¬ 
tion  to  its  stockholders  within  the  contemplation  of  section  201  of  the  Reve¬ 
nue  Act  of  1018. 


ARTHUR  CURTISS  JAMES. 


769 


m) 


(2)  Tlmt  in  determining  the  amount  of  earnings  and  profits  available  for 
istribution  to  stockholders  of  Phelps  Dodge  Corporation  under  section  201 
f  the  Revenue  Act  of  1918,  distributions  made  by  Moctezuma  Copper  Co.,  a  sub- 
idiary,  to  Phelps  Dodge  Corporation  in  1918  in  excess  of  the  earnings  and 
refits  of  Moctezuma  Copper  Co.  accumulated  since  February  28,  1913,  ought  to 
e  included. 


(3)  That  Federal  income  and  profits  taxes  for  1918  are  not  a  properly 
ccruable  expense  in  determining  the  earnings  and  profits  of  Phelps  Dodge 
!orporation  available  for  distribution  to  its  stockholders  under  section  201  of 
tie  Revenue  Act  of  1918. 


(1)  The  petitioner  alleges  and  the  answer  admits  that  it  is  the 
ansistent  and  well-established  administrative  practice  of  the  re- 
pondent,  in  making  determinations  as  to  the  source  of  the  funds 
tom  which  distributions  are  made,  under  section  201(b)  of  the 
Revenue  Act  of  1918  and  corresponding  sections  of  subsequent  acts, 
i  consider  as  part  of  the  earnings  or  profits  of  the  parent  company 
le  earnings  or  profits  of  the  subsidiary  only  to  the  extent  that  such 
irnings  or  profits  of  subsidiaries  are  actually  paid  over  to  the  parent 
imp  any  by  way  of  dividends  or  otherwise  during  the  accounting 
eriod  in  question.  Counsel  for  respondent  urge  that  since  Phelps 
lodge  Corporation  owned  all  of  the  capital  stock  of  its  subsidiaries, 
le  general  rule  which  has  been  consistently  followed  by  the  Com- 
lissioner  does  not  apply;  that  we  should  disregard  the  corporate 
itities  and,  under  Southern  Pacific  Co.  v.  Lowe ,  247  U.  S.  330,  and 
lulf  Oil  Corporation  v.  Lewellyn,  248  U.  S.  71,  hold  that  all  earnings 
f  the  subsidiary  were  available  for  distribution  to  the  stockholders 
f  the  parent  concern  and  that  the  dividends  were  in  contemplation 
f  law  paid  in  part  from  the  undistributed  earnings  of  the  sub¬ 
diary.  We  do  not  believe  that  the  decisions  cited  go  to  the  extent 
rged  by  counsel.  The  court  made  it  clear  that  those  cases  turned 
pon  their  special  facts.  One  of  such  facts,  which  is  absent  here,  was 
lat  the  earnings  in  question  accrued  prior  to  the  effective  date  of 
le  Constitutional  amendment  and  were  to  all  intents  and  purposes 
l  the  possession  and  control  of  the  parent  corporation  before  such 
ate  so  as  to  constitute,  in  substance,  a  part  of  its  capital  on  that 
ate;  furthermore,  the  amounts  in  question  were  not  ordinary  divi- 
snds  but  extraordinary  in  character  and  amount.  See  Lynch  v.  Tur- 
sh ,  247  U.  S.  221,  and  Lynch  v.  Hornby ,  247  U.  S.  339,  decided  on 
ie  same  date  as  Southern  Pacific  Co.  v.  Lowe ,  supra ,  in  which  the 
)urt  notes  a  distinction  between  ordinary  and  recurrent  dividends 
id  dividends  in  the  nature  of  a  distribution  of  capital  assets, 
though  such  assets  may  represent  earnings  of  prior  }^ears.  If 
4  were  inclined  to  construe  these  decisions  as  holding  that  the  earn- 


jgs  of  the  subsidiaries  were  income  to  the  parent  when  earned 
(the  extent  that  they  could  not  thereafter  constitute  income  to  the 
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parent,  it  would  still  be  necessary  to  take  one  further  step  and  ho] 
that  such  earnings  were  so  completely  the  property  of  the  parent  tin 
they  could  be  used  by  it  to  pay  dividends  to  its  stockholders.  \\ 
are  not  willing  either  to  so  construe  these  decisions  or  to  take  tl 
additional  step  which  would  be  required.  The  earnings  of  the  sul 
sidiaries  should  be  considered  only  to  the  extent  to  which  they  ha\ 
been  distributed  as  dividends  to  the  parent  company. 

(2)  During  1918  the  Phelps  Dodge  Corporation  received  $3,120,00 
in  dividends  from  the  Moctezuma  Copper  Co.  A  portion  of  tha 
amount  was  paid  to  the  Phelps  Dodge  Corporation  from  earning 
and  profits  accumulated  by  the  Copper  Company  since  February  2£ 
1913,  and  the  balance  was  paid  from  sources  other  than  earning 
and  profits  accumulated  since  February  28,  1913. 

Counsel  for  the  Commissioner  apparently  contended  at  the  hearin, 
that  in  determining  the  earnings  of  the  Phelps  Dodge  Corporation 
accrued  subsequent  to  February  28,  1913,  we  should  include  the  tota 
amount  of  the  dividend  of  the  subsidiary,  whatever  the  source  migh 
be.  This  position  is  contrary  to  that  heretofore  taken  by  the  respond 
ent.  See  Treasury  Decision  3499;  also  the  opinion  of  the  Attorne1 
General  dated  June  21,  1923.  This  contention  was  not  urged  in  th< 
brief  filed  by  counsel. 

The  distributions  made  by  the  subsidiary  to  the  parent  in  1918  fron 
sources  other  than  earnings  accrued  subsequent  to  February  28,  1913 
are  to  be  regarded  for  tax  purposes  as  in  the  nature  of  a  return  U 


the  parent  of  a  part  of  the  amount  invested  or  of  the  March  1,  1913 
value  of  its  investment  and  are  not  a  part  of  the  earnings  or  profit*! 
of  the  parent;  at  least  until  there  is  a  gain  to  the  parent  by  reasoi 
of  a  return  to  it  of  amounts  in  excess  of  the  cost  or  March  1,  1913 
value  of  the  stock.  We  do  not  have  presented  the  question  whethei 
in  the  latter  case  such  dividends  could  still  be  distributed  to  the  stock 
holders  of  the  parent  free  from  tax.  In  the  present  proceeding  there 
should  be  included  in  the  earnings  of  the  Phelps  Dodge  Corporation 
for  1918  only  so  much  of  the  dividends  paid  by  the  Moctezuma  Coppei 
C'o.  as  represented  distributions  from  earnings  accrued  after  Febru¬ 
ary  28,  1913. 

(3)  In  connection  with  the  third  question  raised,  counsel  for  re¬ 
spondent  points  out  that  we  have  held  that  the  invested  capital  of  a 
corporation  may  not  be  reduced,  in  determining  the  extent  to  which 
a  dividend  is  paid  from  current  earnings  of  a  year,  by  a  “  tentative  ” 
tax  theoretically  set  aside  out  of  such  earnings  prorated  over  stch 
year  (L.  >S’.  Ayers  &  Co.,  1  B.  T.  A.  1135).  and  suggests  that  we  might 
wish  to  apply  a  similar  rule  in  determining  the  amount  of  earni] 
available  for  distribution,  although  expressly  refraining  from  ui,’g 
ing  that  we  should  do  so.  In  that  case  we  were  concerned  with 
potations  of  the  invested  capital  of  corporations,  which  is  pur 
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tatutory  concept.  In  construing  the  statutory  definition  of  invested 
apital,  we  held  that  earnings  of  the  current  year  available  for  divi¬ 
dends  should  not  be  decreased  on  account  of  an  estimated  tax  later 
o  accrue,  on  the  ground  that  to  do  so  would  be  to  take  into  account 
a  the  computation  of  invested  capital  an  element  of  expense  or  outgo 
f  the  current  year,  while  forbidden  by  the  statute  to  offset  that 
lement  by  the  income  of  the  year.  In  this  proceeding,  we  are  not 
oncerned  with  the  statutory  concept  of  invested  capital,  but  must 
etermine  the  amount  of  earnings  and  profits  of  the  Phelps  Dodge 
/orporation  which  were  available  for  distribution  to  stockholders  on 
be  date  of  distribution.  Since  the  earnings  to  each  of  these  dates  is 
nknown,  the  Commissioner  is  compelled  to  ascertain  the  earnings 
or  the  entire  year  and  prorate  them.  Applying  the  reasoning  of  the 
ourt  in  United  States  v.  Anderson ,  269  U.  S.  422,  we  are  of  the 
pinion  that  the  Federal  income  and  profits  taxes  for  1918  are  prop- 
rty  to  be  deducted  in  determining  the  earnings  and  profits  of  the 
ear. 

The  parties  are  also  unable  to  agree  whether  the  date  of  declaration 
r  the  date  of  payment  is  to  control  in  computing  the  earnings  avail- 
ble  for  distribution.  Following  the  decision  of  the  court  in  Mason  v. 

* outzahn , - Sup.  Ct. - ,  the  Board  decided  in  Emily  D.  Proctor , 

1  B.  T.  A.  235,  that  the  situation  under  the  Revenue  Act  of  1918 
as  the  same  as  that  presented  to  the  court  under  the  Revenue  Act 
f  1917,  and  that  the  date  of  payment  controlled. 

At  the  hearing,  petitioner  conceded  that  there  should  be  added  to 
is  taxable  income  for  the  year  1918,  as  shown  by  his  return,  the 
nount  of  $18,750,  received  as  dividends  from  the  United  Verde  Ex- 
‘nsion  Mining  Co.  which  petitioner  had  treated  in  his  return  as 
Dntaxable.  The  Commissioner  and  the  petitioner  conceded  at  the 
3aring  that  an  item  of  $332.11,  representing  tax  withheld  at  the 
mrce,  should  be  added  to  the  taxable  income  of  the  petitioner  as 
lown  by  his  return,  and  the  same  item  of  $332.11  deducted  from  the 
>tal  tax  payable  by  the  petitioner  on  the  basis  of  the  recomputa- 
on  of  its  income  as  shown  by  the  evidence  in  this  proceeding. 

It  appears  that  in  computing  petitioner’s  income  the  Commissioner 
icluded  at  their  par  value  the  liberty  bonds  received  from  the 
helps  Dodge  Corporation  as  a  part  of  the  dividend.  At  the  hearing 
>unsel  conceded  that  these  bonds  should  have  been  valued  at  their 
arket  value  when  received. 

Reviewed  by  the  Board. 


Decision  will  be  entered  under  Rule  50. 

Stern hagen  and  Arundell  dissent. 

Green,  dissenting:  The  revenue  acts  provide  that  after  the  earn- 
lgs  and  profits  accumulated  by  a  corporation  subsequent  to  February 
3,  1913,  have  been  distributed,  the  earnings  and  profits  accumulated 
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prior  to  March  1,  1913,  are,  upon  distribution  to  its  stockholders,  ta: 
exempt.  In  the  case  here  under  consideration  the  stockholder  was  :!( 
corporation  and  the  question  is  whether  the  tax-exempt  dividend 
received  by  it  are  tax  exempt  in  the  hands  of  its  stockholders  whei 
distributed. 

In  the  Appeal  of  Caroline  S.  McLean ,  4  B.  T.  A.  487,  followin' 
the  rule  laid  down  in  Lynch  v.  Hornby ,  247  U.  S.  339,  we  said : 

A  dividend  is  none  tlie  less  income  to  the  stockholder  though  a  distributio; 
of  earnings  accumulated  by  the  corporation  prior  to  March  1,  1913,  and  is  tax 
able  in  the  absence  of  express  statutory  exemption. 

In  that  case  we  also  said : 

The  provisions  in  the  1916  and  subsequent  acts  exempting  such  dividends  d 
not  have  the  effect  of  changing  their  fundamental  nature  and  converting  intij 
capital  that  which  was  income. 

Prior  to  the  adoption  of  the  majority  opinion  herein  I  had  though 
this  question  settled.  In  that  opinion,  however,  it  is  said : 

The  distributions  made  by  the  subsidiary  to  the  parent  in  191S  from  source 
other  than  earnings  accrued  subsequent  to  February  28,  1913,  are  regarded  fo 
tax  purposes  as  in  the  nature  of  a  return  to  the  parent  of  a  part  of  the  amoun 
invested  or  of  the  March  1,  1913,  value  of  its  investment  and  not  as  a  part  o 
the  earnings  or  profits  of  the  parent ;  at  least  until  there  is  a  gain  to  the  paren 
by  reason  of  a  return  to  it  of  amounts  in  excess  of  the  cost  or  March  1,  1913 
value  of  the  stock. 

The  rule  thus  announced  is  predicated  upon  the  theory  that  tha’ 
which  was  received  by  the  stockholder  of  the  subsidiary^  corporatioi 
was  not  income,  and  to  me  it  seems  that  such  a  rule  is  contra  to  that 
announced  in  Lynch  v.  Hornby ,  supra ,  and  the  Appeal  of  McL^ean 
supra. 

In  the  prevailing  opinion  it  is  said : 

The  earnings  of  the  subsidiaries  should  be  considered  only  to  the  extent  t< 
which  they  have  been  distributed  as  dividends  to  the  parent. 

This  I  believe  to  be  a  correct  statement  of  the  law.  The  parent 
corporation  here  had  no  interest  in  the  earnings  of  its  subsidiary 
until  distributed,  for  as  was  said  in  Rhode  Island  Hospital  Trust  Co\ 
v.  Bought  on ,  270  U.  S.  69,  “  The  owner  of  shares  of  stock  in  a  com¬ 
pany  is  not  the  owner  of  the  corporation’s  property.”  If  the  Hornby 
and  McLean  cases,  supra ,  are  right,  it  follows  that  all  that  the  sub¬ 
sidiary  distributed  as  dividends  to  the  parent  was  income  (in  part 
lax  exempt)  to  the  parent  in  the  year  in  which  the  dividend  wa^ 
paid. 

If  the  dividends  of  the  subsidiary  are  income  to  the  parent  corpo¬ 
ration,  the  case  falls  squarely  within  section  201(b)  of  the  Revenue 
Act  of  1918,  which  reads  as. follows: 

(b)  Any  distribution  shall  be  deemed  to  have  been  made  from  earnings  or 
profits  unless  all  earnings  and  profits  have  first  been  distributed.  Any  distri- 
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ition  made  in  the  year  1918  or  any  year  thereafter  shall  be  deemed  to  have 
>en  made  from  earnings  or  profits  accumulated  since  February  28,  1913,  or, 
i  the  case  of  a  personal  service  corporation,  from  the  most  recently  accumu- 
ted  earnings  or  profits ;  but  any  earnings  or  profits  accumulated  prior  to 
arch  1,  1913,  may  be  distributed  in  stock  dividends  or  otherwise,  exempt 
om  the  tax,  after  the  earnings  and  profits  accumulated  since  February  28. 
H3,  have  been  distributed. 

Such  income  to  the  parent  corporation  may  not  be  said  to  have 
?en  “  accumulated  before  March  1,  1913,”  and  may  not  therefore 
3  distributed  by  it  tax  exempt  for  it  is  only  earnings  and  profits 
^cumulated  prior  to  that  date  which  may  be  so  distributed. 
Ordinarily  those  attempting  to  support  the  rule  announced  in  the 
ajority  opinion  urge  that  once  income  is  impressed  with  the  exemp- 
on,  it  retains  its  exempt  status  thereafter.  Such  an  argument  leads 
•  the  conclusion  that  if  the  subsidiary  distributes  a  depletion  or 
ipreciation  reserve,  or  income  from  tax-exempt  bonds,  such  distri- 
ition  may  be,  by  the  parent,  distributed  tax  exempt.  The  same 
de  should  apply  in  all  cases  and  it  should  be  held  that  exempt 
come  is  not  ear  marked  and  that  it  is  not  so  impressed  with  the 
:empt  status  that  its  recipient  may  distribute  it  tax  free. 

Under  the  regulations  and  the  later  revenue  acts,  the  basis  to  be 
;ed  in  the  computation  of  gain  or  loss  on  sale  or  other  disposition  of 
iq  stock  is  reduced  by  the  amount  of  the  tax-exempt  distribution. 

-  the  majority  rule  is  put  into  effect,  a  peculiar  advantage  results 
]'  the  stockholder  of  the  parent  corporation  in  that  he  receives  the 
’e-March  1,  1913,  earning  of  the  subsidiary  tax  exempt  and  at  the 
me  time  his  corporation  has  the  same  advantage,  offset  it  is  true,  by 
e  reduction  in  basis.  Surely  such  a  result  was  not  within  the  con- 
mplation  of  Congress,  and  that  is  the  test,  for  the  exemption  is  not 
herent  but  is  a  matter  solely  within  the  power  of  Congress.  See 
qnch  v.  Hornby,  supra. 

In  my  opinion  the  dividends  distributed  to  petitioner  herein  by 
le  parent  corporation  are  not  tax  exempt  and  are  in  no  wise  affected 
jr  the  fact  that  the  funds  from  which  they  were  paid  were  received 
i r  the  parent  corporation  tax  exempt. 

Smith,  Love,  and  Morris  agree  with  this  dissent. 


I ) y al  Packing  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  3962.  Promulgated  October  4,  1928. 

For  lack  of  evidence,  held  that  an  alleged  loss  taken  as  a  deduc¬ 
tion  from  gross  income  for  the  fiscal  year  ending  January  31,  1919, 
was  not  sustained  during  such  taxable  year. 

Dan  J.  Chapin,  Esq.,  for  the  petitioner. 

/.  Arthur  Adams,  Esq.,  and  Alva  C.  Baird,  Esq.,  for  the  respondent. 
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This  proceeding  involves  the  redetermination  of  deficiencies  i 
income  and  profits  taxes  for  the  fiscal  year  ended  January  31,  1911 
in  the  amount  of  $13,194.26.  The  sole  issue  is  whether  responder 
erred  in  refusing  to  allow  petitioner  a  deduction  for  the  fiscal  yea 
ended  January  31,  1919,  of  $15,000  representing  alleged  loss  on  th 
stock  of  another  corporation. 

FINDINGS  OF  FACT. 

Petitioner  is  a  corporation  organized  under  the  laws  of  the  Stat 
of  California,  with  its  principal  office  at  Los  Angeles,  Calif.,  and  i 
engaged  in  the  canning  and  packing  business.  It  keeps  its  books  an< 
makes  its  income-tax  returns  on  the  basis  of  fiscal  vears  ending  o: 
January  31.  During  the  fiscal  year  ending  January  31,  1919,  it  ha< 
outstanding  capital  stock  in  the  amount  of  $100,000  and  a  surplus  o 
approximately  $20,000. 

The  Universal  Packing  Co.,  hereafter  referred  to  as  the  Packing 
Company,  was  organized  in  the  latter  part  of  1916  or  the  earl; 
part  of  1917  and  was  engaged  in  the  meat-packing  business  a 
Fresno,  Calif.  Its  capital  stock  as  of  November  1,  1918,  amounted 
to  the  par  value  of  $346,400,  of  which  $69,000  was  preferred  stock  anc 
$277,400  was  common  stock.  It  erected  a  plant  which  was  complete^ 
during  the  latter  part  of  1917  at  a  cost  of  approximately  $300,000.1 
It  had  been  estimated  that  the  cost  of  this  plant  would  be  $125,000 
This  increase  in  the  cost  of  the  plant  exhausted  its  then  paid-ii 
capital.  It  had  no  credit  with  banks.  To  secure  working  capita 
it  was  determined  in  January,  1918,  at  a  meeting  of  the  stockholder: 
to  issue  additional  stock.  Such  stock  was  issued. 

Petitioner  first  and  last  subscribed  and  paid  for  $15,000  par  value 
of  common  stock  of  the  Packing  Company.  The  last  purchase  wa? 
made  of  the  additional  stock  issued  pursuant  to  the  action  of  the 
stockholders  at  the  meeting  held  in  January  or  February,  1918.  The 
latter  subscription  was  paid  in  the  amount  of  $5,000  on  March  29 
1918.  At  the  same  time,  petitioner’s  president  took  $20,000  par  value! 
of  Packing  Company  stock.  Shortly  after  June  1.  1918,  the  Packing 
Company  made  an  assessment  of  $14  per  share  on  its  stockholder' 
both  common  and  preferred.  Petitioner  did  not  pay  this  assessment 
In  order  to  avoid  the  payment  of  such  an  assessment  petitioner  trans 
ferred  all  its  Packing  Company  stock  to  C.  J.  Walden.  Entries  or 
petitioner’s  books  indicated  that  $5,000  par  value  of  the  stock  wa> 
transferred  to  Walden  and  that  Walden  had  executed  his  note  t< 
petitioner  for  that  amount.  No  such  note  was  executed  and  all  tin 
stock  was  from  the  date  of  purchase  the  property  of  petitioner. 

The  Packing  Company  operated  spasmodically  during  1918  tud 
from  the  beginning  made  no  profits.  It  was  not  equipped  so  as  t< 
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comply  with  Federal  statutes  and  regulations  relative  to  meat  pack- 
ng.  It  shut  down  its  plant  on  November  1,  1918,  and  never  reopened. 
The  plant  was  sold  in  October,  1919,  and  the  company  thereupon  was 

iquidated.  The  common  stockholders  received  nothing  on  their 
tock. 

On  or  about  January  31,  1919,  petitioner’s  president,  wTho  owned 
)5  per  cent  of  its  stock,  directed  its  bookkeeper  to  charge  off  as  a 
oss  as  of  January  31,  1919,  its  stock  of  the  Packing  Company  to  the 
xtent  of  $12,000.  Such  entry  was  made.  At  the  direction  of  the 
>resident  an  entry  was  made  on  petitioner’s  books  as  of  January 
1,  1920,  charging  off  the  remaining  $3,000.  In  1924  a  revenue  agent 
nvestigated  petitioner’s  books  and  tax  returns  and  determined  that 
lie  whole  loss  was  sustained  in  the  fiscal  year  ending  January  31, 
920,  and  so  informed  petitioner’s  president,  who  then  claimed  that 
lie  whole  loss  was  sustained  in  the  fiscal  year  ending  January  31, 
919.  The  revenue  agent  then  indicated  that  if  such  claim  was  to 
e  made,  the  entry  should  be  changed  so  as  to  reflect  this  contention, 
'hereupon  entries  were  made  which  charged  the  whole  loss  to  the  fiscal 
ear  ending  January  31,  1919.  In  determining  the  deficiency  for 
ie  fiscal  year  ended  January  31,  1919,  the  respondent  refused  to 
llow  as  a  deduction  the  entire  loss  claimed. 

OPINION. 

^Illliken  .  Ihe  sole  issue  in  this  proceeding  was  decided  by  the 
°ard  on  October  13,  1926,  adversely  to  petitioner.  See  5  B.  T.  A. 
5.  Theieaftei  this  proceeding  was  taken  by  petitioner  on  writ  of 
ror  to  the  Circuit  Court  of  Appeals  for  the  Ninth  Circuit.  That 
)urt  reversed  the  decision  of  the  Board.  See  22  Fed.  (2d)  536. 
fter  stating  the  issue  and  quoting  the  whole  of  our  findings  of  fact 
id  our  opinion,  the  court  said  : 

The  applicable  principles  of  law  are  not  in  controversy,  and  we  content  our- 
lves  with  little  more  than  a  bare  statement  of  them.  The  taxpayer  was  not 
titled  to  the  deduction  merely  because  the  stock  may  have  subsequently  be- 
me  worthless  or  because,  in  the  light  only  of  subsequent  developments,  it  may 
>pear  to  have  been  inherently  worthless  during  the  year  in  question.  Nor  can 
e  deduction  be  claimed  for  a  mere  shrinkage  in  value.  A  loss  may  be  said  to 
actually  sustained  in  a  given  year  if,  within  that  year,  it  reasonably  appears 
at  such  stock  has,  in  fact,  become  worthless.  It  is  not  requisite  that  there  be 
charge-off  on  the  books  of  the  taxpayer,  and  the  ultimate  fact  of  worthlessness 
iy  be  shown  by  circumstances,  as  in  other  cases  where  that  question  is  in 
>ue.  But  the  burden  is  on  the  taxpayer  to  establish  the  fact  by  reasonably 
nvincing  evidence.  *  *  *  (Here  follow  numerous  citations.) 

Giving  to  terms  their  proper  legal  significance,  vital  parts  of  the  Board’s  deci- 
>n  seem  to  be  irreconcilably  inconsistent  with  each  other.  It  is  said  that 
he  Universal  Packing  Company  began  operations  in  1917  and  from  the  begin- 
ig  was  a  failure  financially”;  and  that  “the  evidence  is  clear  that  the  Uni 
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versal  Packing  Company  became  insolvent  and  ceased  to  function  prior  to  N<  < 
vember  1,  1918,  a  date  within  the  taxable  year.”  And  yet  it  is  further  state  : 
that  “  there  is  no  convincing  evidence  that  any  loss  was  sustained  in  that  ta:  ; 
able  year.”  But  how  could  the  stock,  and  particularly  the  common  stock,  of  sue  j 
a  corporation,  out  of  business  and  wholly  insolvent,  be  of  any  value?  An 
adding  to  the  confusion  is  the  fact  that,  as  we  view  it,  the  evidence  fails  1 
warrant  either  of  the  first  two  statements.  The  record  may  suggest  the  poss  J 
bility  but  it  is  so  meager,  disconnected,  and  altogether  inadequate,  as  to  lea^ 
the  ultimate  facts  largely  to  conjecture  and  speculation.  Moreover,  if  it  ws  j 
intended  to  hold  that  “  there  was  no  convincing  evidence  that  any  loss  was  su::  j 
tained  in  the  taxable  year  ”  because,  as  stated,  the  sale  of  the  assets  of  tl  ! 
corporation  and  the  “  final  liquidation  of  its  business  were  not  completed  wit  hi 
the  fiscal  year,”  the  reasoning  is  deemed  to  be  invalid. 

Upon  a  review  in  this  class  of  cases,  we  are  given  the  “  power  to  affirm  o  . 
if  the  decision  of  the  Board  is  not  in  accordance  with  law,  to  modify  or  to  n 
verse  the  decision  of  the  Board,  with  or  without  remanding  the  case  for 
rehearing,  as  justice  may  require.”  Section  100.3  (b),  Revenue  Act  1920,  pt.  : 
44  Stat.  110  (26  USCA  §  1220).  Questions  of  fact  are  exclusively  for  the  Boarc 
except  that  we  may  consider  whether  its  findings  are  supported  by  any  sul 
stantial  evidence.  Senate  Committee  Report  52,  Sixty-Ninth  Congress,  Fir.-  I 
Session,  p.  36. 

We  are  of  the  opinion  that  justice  requires  a  reversal  of  the  decision,  an 
that  the  case  be  remanded  for  rehearing ;  and  such  will  be  the  order,  withov 
costs. 

This  opinion  is  the  law  of  this  case.  It  therefore  becomes  our  dut 
to  determine  whether  petitioner  has  met  the  burden  of  proof  impose* ; 
upon  it  by  establishing  by  reasonably  convincing  evidence  that  it  waj 
apparent  in  its  fiscal  year  ending  January  31,  1919,  that  its  stock  o  I 
the  Packing  Company  was  worthless.  The  court  in  referring  to  th 
record  made  in  the  previous  hearing  stated  “  The  record  may  sugges  | 
the  possibility  of  a  loss  but  it  is  so  meager,  disconnected,  and  alto  i 
gether  inadequate,  as  to  leave  the  ultimate  facts  largely  to  conjectur 
and  speculation.”  Petitioner  was  therefore  put  on  notice  of  th 
shortcomings  of  the  previous  record  and  at  the  second  hearing  o  . 
this  cause  should  be  expected  to  rectify  the  same.  To  prove  that  th 
stock  was  in  fact  worthless  in  that  year,  it  is  not  sufficient  for  peti : 
tioner  to  show  only  that  subsequent  developments  proved  it  to  hav 
been  worthless.  Petitioner  introduced  at  the  hearing  four  wit 
nesses — its  president,  a  tax  consultant,  the  vice  president  of  the  Pack 
ing  Company,  and  a  banker. 

Petitioner’s  president,  who  owned  95  per  cent  of  its  capital  stock 
in  January,  1919,  directed  its  bookkeeper  to  charge  off  as  of  Januar, 
31,  1919,  the  amount  of  $12,000  as  a  loss  on  its  Packing  Com  pan1 
stock  and  in  the  next  January  directed  that  the  remaining  $3,00< 
be  charged  off  as  a  loss  occurring  in  the  fiscal  year  ending  JanuaP 
31,  1920.  Entries  were  made  pursuant  to  these  instructions.  Ib 
testified  that  he  was  a  bookkeeper  and  “  thoroughly  experienced  witl 
the  elements  of  bookkeeping  and  accounting”  so  that  the  charge  oi 
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lie  books  of  account  meant  more  to  him  than  to  the  average  busi¬ 
ness  man.  Giving  full  effect  to  the  fact  that  no  charge  off  was  requi¬ 
re  in  order  to  establish  a  loss,  the  fact  remains  that  these  charges, 
lade  pursuant  to  the  direction  of  the  president,  have  a  material  bear- 
tig  on  the  question  whether  this  witness  was  on  the  date  of  the  first 
ntry  of  opinion  that  the  stock  was  wholly  worthless  or  had  only 
hrunk  in  value  to  the  extent  shown  by  the  entry. 

We  are  not  impressed  by  this  witness’  explanations  of  these  entries, 
subsequent  events  appear  to  have  made  a  deeper  impression  on  his 
lemory  than  then  existing  circumstances.  It  is  significant  that  no 
liange  was  made  in  these  entries  until  1924,  or  more  than  five  years 
fter  the  date  of  the  first  entry.  At  that  time  a  change  was  made 
nly  after  the  revenue  agent  had  determined  not  to  allow  any  part 
f  the  loss  in  the  fiscal  year  ending  January  31,  1919,  and  to  allow 
le  whole  loss  in  the  next  subsequent  fiscal  year.  Thus,  up  to  the 
ear  1924,  it  appears  that  petitioner’s  books  reflected  the  opinion  of 
s  president  that  the  loss  was  only  partial,  that  is,  that  the  value  of 
le  stock  had  shrunk.  While  we  are  of  opinion  that  these  entries 
iflected  as  of  the  dates  they  were  made  the  then  concept  of  this 
itness,  it  does  not  appear  that  he  then  had  any  real  knowledge  of 
le  financial  condition  of  the  Packing  Company.  He  testified  at  the 
earing  (April  13,  1928)  that  he  did  not  even  then  know  the  amount 
£  the  liabilities  of  the  Packing  Company  and  that  he  did  not  know 
ntil  the  year  in  which  the  latter  hearing  was  had  what  was  its 
ipitalization.  In  the  absence  of  these  factors,  he  could  have  no 
>al  conception  of  the  value  of  the  stock. 

In  order  to  show  that  this  common  stock  was  worthless  in  the  fiscal 
Bar  ending  January  31,  1919,  this  witness  testified  that  he  had  heard 
1 1919  and  at  the  time  he  heard  of  the  sale  of  the  plant  of  the  Packing 
ompany,  which  occurred  in  October,  1919,  that  the  preferred  stock- 
aiders  had  received  only  $1,004  on  each  share  of  the  par  value  of 
100.  No  attempt  was  made  to  prove  such  fact  by  testimony  of  anv 
erson  who  knew  it  of  his  own  personal  knowledge.  No  preferred 
ockholder  was  introduced  as  a  witness.  On  cross-examination  it 
as  brought  out  that  this  witness  had  testified  at  the  former  hearing 
lat  he  did  not  know  when  the  plant  was  sold;  that  he  had  never 
ien  definitely  informed  but  that  he  thought  it  was  in  1919.  In  view 
£  the  character  of  this  testimony,  we  have  been  unable  to  find  as  a 
ict  what  amount,  if  any,  the  preferred  stockholders  received  for 
leir  stock.  Petitioner’s  president  has  failed  to  give  any  reason - 
)ly  convincing  testimony  that  at  any  time  during  the  fiscal  year 
iding  January  31,  1919,  he  had  reasonable  grounds  to  believe  that 
lis  stock  was  worthless. 

The  tax  consultant  testified  only  as  to  the  change  in  the  entries 
ade  in  petitioner’s  books  in  1924  when  the  whole  loss  was  charged 
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to  the  fiscal  year  ending  January  31,  1919.  His  testimony  is  set  fortl 
in  our  findings  of  fact. 

The  vice  president  of  the  Packing  Company  is  the  only  witness  wtl 
was  directly  connected  with  that  company  and  who  attempts  1 
testify  as  to  any  substantive  fact  relative  to  its  financial  conditio: 
He  had  for  20  years  prior  to  his  connection  with  this  company  bet} 
in  the  employ  of  the  Cudahy  Packing  Co. — in  what  capacity  does  n< 
appear. 

He  was  employed  by  the  Packing  Company  as  its  practical  man  aw 
it  was  distinctly  understood  that  he  was  to  have  nothing  to  do  wit 
its  financial  affairs.  He  left  the  employ  of  the  company  in  SeJ 
tember,  1918.  This  witness  placed  the  liabilities  of  the  Packing  Con 
pany  as  of  a  date  not  shown  as  between  $120,000  and  $180,000.  P 
testified  that  the  plant  had  a  salvage  value  of  about  $175,000;  tin 
it  had  at  times  accounts  receivable  of  over  $40,000;  that  it  ha 
numerous  automobiles,  and  quite  an  inventory  of  supplies.  Whe 
asked  what  the  plant  sold  for  in  October,  1919,  this  witness,  who  hi 
been  employed  by  the  purchaser  to  make  a  resale  of  the  plan 
answered  that  he  did  not  know  the  exact  amount  but  that  he  ha 
been  informed  that  it  was  between  $95,000  and  $120,000.  All  th 
testimony  is  hearsay.  It  was  testified  that  the  books  could  not  1 
located,  and  we  would  be  disposed  to  accept  the  testimony  of  th 
witness  but  for  his  painful  lack  of  memory.  In  testifying  as  to  th 
sale  price  of  the  plant,  the  exact  amount  of  which  he  had  been  told 
the  maximum  and  minimum  amounts  suggested  by  his  faulty  men 
ory  varied  by  an  amount  equal  to  nearly  one-third  of  the  lath 
guess.  No  foundation  was  laid  to  show  that  he  could  testifv  wit 
any  reasonable  degree  of  competency  as  to  the  salvage  value  of  th 
plant.  It  is  not  shown  that  he  was  either  connected  with  or  ha 
even  heard  of  the  disposition  of  such  a  plant.  Besides,  there  is  lei 
out  of  the  picture  the  value  of  many  assets  such  as  trucks,  supplie 
and  accounts  receivable.  This  wutness  further  testified  that  he  coi 
sidered  his  stock  worthless  as  of  November  1,  1918.  On  cross 
examination  he  thus  explained  this  statement: 

Q.  You  treated  this  stock  as  having  some  value,  did  you? 

A.  Well,  really  I  did  not  consider  it,  to  tell  you  the  truth. 

Q.  You  did  not  consider  whether  it  did  or  did  not  have  value,  did  you? 

A.  That  is  the  idea  exactly. 

The  last  witness  introduced  by  petitioner  was  the  president  of 
national  bank  at  Fresno,  Calif.  This  witness  testified  that  his  ban 
had  refused  loans  to  the  Packing  Company;  that  he  had  seen  state 
ments  of  that  company  and  that  he  had  determined  that  it  was  not  ex 
pedient  for  his  bank  to  lend  it  money;  that  he  did  not  remember  th 
exact  date  the  statements  were  made;  that  the  company  had  n 
credit  as  of  November  1,  1918;  that  he  purchased  a  small  amount  o 
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ie  stock  at  a  date  not  given  upon  the  guaranty  of  the  president  of 
le  Packing  Company  to  hold  him  harmless  by  reason  of  his  purchase ; 
lat  his  bank  would  not  have  loaned  money  on  the  sole  security  of 
ie  stock ;  that  he  did  not  remember  when  the  Packing  Company  closed 
own ;  that  he  considered  his  stock  worthless  within  the  year  1918 ; 
lat  in  his  income-tax  return  for  that  year  he  deducted  the  amount 
ivested  in  the  stock  as  a  loss;  and  that  his  return  wTas  investigated 
id  said  loss  allowed  but  that  whether  such  deduction  was  proper 
as  neither  raised  nor  discussed. 

It  is  to  be  noted  that  the  last  witness  furnished  no  facts  to  sub- 
antiate  his  opinion.  Whether  the  Packing  Compan}^  was  in  such  a 
aancial  condition  in  1918  as  to  justify  the  witness  in  taking  a  deduc- 
on  for  the  loss  of  his  investment  differs  from  the  issue  in  this  case 
lly  that  in  this  proceeding  the  fiscal  year  involved  includes  January, 
)19.  The  judgment  of  this  banker,  while  an  evidential  fact,  is  of 
ttle  weight  unless  sustained  by  other  evidence.  The  burden  rests 
l  petitioner  to  show  by  reasonably  convincing  evidence  the  fact,  if 
be  a  fact,  that  within  its  fiscal  year  ending  January  31,  1919,  the 
ock  had  become  worthless.  This  is  a  substantive  fact  which  must 
3  proven.  The  judgment  of  this  banker  on  this  issue  can  not  be 
ibstituted  for  the  judgment  of  the  Board.  The  banker  stated  that 
s  opinion  was  based  on  certain  statements  made  by  the  Packing  Com- 
my.  These  statements  no  doubt  reflected  the  assets  and  liabilities 
!  the  Packing  Company  and  were  important  and  should  have  been  in- 
oduced  in  evidence  or,  if  lost,  their  contents  should  have  been  sup- 
ied  by  parol  evidence,  in  order  that  the  Board  might  be  furnished 
ith  the  evidence  on  which  this  witness  based  his  judgment.  No 
ich  evidence  was  introduced.  The  fact  that  this  witness  took  a  loss 
his  1918  return  and  that  such  loss  was  allowed  without  comment 
is  no  bearing  on  the  determination  of  the  question  whether  such 
ss  in  fact  occurred.  Here  respondent  has  determined  otherwise 
!ter  an  investigation  in  which  this  issue  was  raised  and  discussed, 
he  banker  testified  that  a  corporation  which  showed  no  earnings 
ould  not  qualify  for  a  loan  and  yet  we  know  that  many  corpora¬ 
ls  showing  no  past  or  present  earnings  may  have  assets  sufficient 
justify  a  loan.  The  fact  that  the  banker  would  make  no  loans  for 

•  on  behalf  of  the  corporation  or  would  not  make  a  loan  on  the  stock 
!  the  corporation  to  be  taken  as  collateral,  does  not  in  and  of  itself 
'nvincingly  prove  that  an  investment  in  stock  of  such  a  corporation 
a  total  loss.  There  can  be  no  doubt  of  the  dire  financial  condition 

•  the  Packing  Company,  but  that  of  itself  does  not  give  us  enough  to 
y  an  investment  in  its  stock  was  a  total  loss  such  as  we  must  say 
order  that  petitioner  prevail.  The  banker’s  testimony  would  have 
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considerable  weight  for  corroborative  purposes,  but,  as  we  ha  h 
pointed  out,  we  do  not  have  basic  facts  as  to  which  his  testimoi* 
would  be  corroborative. 

Standing  at  January  31,  1919,  and  knowing  the  corporation  hi 
never  operated  at  a  profit,  that  it  faced  conditions  which  justifi 
no  hope  that  it  would  ever  do  so.  we  nevertheless  can  not  say,  with 
forced  liquidation  inevitable,  that  the  common  stock  represented 
total  loss.  There  were  assets  and  liabilities  to  be  taken  into  accoui 
the  extent  of  which,  as  we  have  indicated,  on  the  state  of  the  reco 
is  left  to  conjecture.  Conditions  as  to  the  value  of  assets  may  ha 
changed  in  the  succeeding  fiscal  year  or  charges  may  have  been  i 
eurred  in  that  period  which  resulted  in  the  common  stockholde 
receiving  nothing  on  their  stock. 

The  case  presented  is  that  of  a  corporation  which  was  organize 
in  the  latter  part  of  1910  or  the  early  part  of  1917,  and  which  co 
structed  its  plant  in  1917  at  a  cost  so  greatly  in  excess  of  previo 
estimates  that  it  absorbed  its  paid-in  capital.  In  this  condition 
had  no  credit  early  in  1918,  and  to  raise  money  to  carry  on  its  ope 
ations  it  issued  additional  capital  stock.  Here  again  we  are  left 
the  dark.  We  do  not  know  the  amount  of  this  additional  capiti 
We  do  know,  however,  that  petitioner  subscribed  for  $5,000  par  vab 
of  the  stock  and  paid  for  it  in  March,  1918,  and  that  petitioneil 
president  at  the  same  time  subscribed  for  $20,000  par  value  of  til 
stock,  so  that  it  appears  that  this  early  lack  of  credit  was  not  co  j 
sidered  evidence  of  insolvency.  We  know  that  about  $300,000  was  i 
vested  in  this  plant  and  other  sums,  amounts  unknown,  were  invest* 
in  other  equipment.  We  know  that  at  some  time  it  held  quite  a  lar< 
amount  of  bills  receivable.  We  know  not  what  was  the  approxima 
amount  of  its  liabilities.  We  know  that  it  operated  as  late  as  Novell 
her  1,  1918.  While  it  operated  at  a  loss,  we  do  not  know  what  thi 
loss  was.  We  are  asked  by  petitioner  to  hold  that  as  of  Januai 
31,  1919,  the  amount  of  petitioner’s  indebtedness,  plus  its  prefer  re 
capital  stock,  exceeded  the  then  value  of  all  its  assets  by  at  least  tl, 
sum  of  $277,100,  the  amount  of  the  outstanding  common  stock.  Thi 
on  the  record  before  us,  we  can  not  find. 

Counsel  for  petitioner  has  cited  to  us  many  of  our  decisions  whei 
we  have  allowed  a  loss  prior  to  actual  liquidation.  In  those  cases  w 
had  definite  information  as  to  the  assets  and  liabilities  and  sui 
rounding  and  attendant  circumstances  justified  the  holding  th; 
future  operations  or  liquidation  could  not  or  would  not  alter  th 
previously  sustained  loss. 

Reviewed  by  the  Board. 

J udgment  will  be  entered  for  responded 
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Estate  of  Thomas  Burke,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  1262 6.  Promulgated  October  4,  1928. 

Evidence  as  to  time  of  transfer  of  property  considered  and 
held  sufficient  to  overthrow  the  respondent’s  determination  of  de¬ 
ficiency. 

Paul  F.  Meyers ,  Esq.,  and  E.  B.  Quiggle ,  Esq.,  for  the  petitioner. 
Irwin  R.  Blaisdell,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in  income 
-xes  asserted  by  the  respondent  for  the  year  1921.  The  deficiency, 
nounting  to  $33,550.84,  arises  from  the  respondent’s  determination 
tat  the  petitioner  derived  a  taxable  gain  during  1921  from  the  liqni- 

ition  of  a  corporation  of  which  Thomas  Burke  was  the  sole  stock  - 

)lder. 

FINDINGS  OF  FACT. 

The  Baiber  Manufacturing  Co.  was  incorporated  in  Massachusetts 
1905  with  50  shares  of  capital  stock  of  the  par  value  of  $5,000. 

'  May?  1909>  Thomas  Burke  purchased  15  shares  of  the  Barber 
nnpany  stock  for  $6,000.  In  November,  1912,  Burke  acquired  the 
her  35  shares  of  Barber  Company  stock  in  exchange  for  stock  in 
other  corporation.  This  latter  stock  had  cost  Burke  $9,424.80  in 
iigust,  1910.  The  value  of  the  50  shares  of  Barber  Company  stock 

March  1,  1913,  was  $11,844.85.  The  company  was  located  in 
>well,  Mass. 

A  special  stockholders’  meeting  of  the  Barber  Company,  held  on 
jcember  15,  1920,  authorized  the  sale  of  the  company’s  real  estate 
Burke.  On  the  same  date  the  company  executed  a  quitclaim  deed 
Burke  for  the  real  estate.  The  evidence,  although  not  definite  on 
at  point,  indicates  that  the  deed  was  delivered  to  Burke  in  Decem- 
v,  1920,  but  it  was  not  recorded  until  March  5,  1923. 

On  December  28,  1920,  at  a  stockholders’  meeting  of  the  Barber 
•mpany,  it  was  voted  to  transfer  the  company’s  personal  property 
Burke.  On  the  same  date  the  company  duly  executed  a  bill  of 
e  to  Burke  of  all  its  personalty.  The  executed  bill  of  sale  was 
livered  to  Burke  on  the  same  day. 

On  December  29,  1920,  the  Barber  Company  stockholders  voted  to 
thorize  the  filing  of  a  petition  in  court  praying  the  dissolution  of 
d  corporation.  On  the  same  day  such  a  petition  was  so  filed.  As 
paired  by  law,  the  petition  alleged  that  all  of  the  company’s  assets 
d  been  sold,  and  that  all  of  the  company’s  debts  and  liabilities  had 
in  paid,  canceled  and  extinguished, 
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Beginn  ng  January  1,  1921,  the  business  formerly  conducted  b 
the  Barber  Company  was  carried  on  by  Burke  as  an  individual.  H 
employed  a  firm  of  accountants  to. open  books  for  him.  In  so  doin 
they  found  the  accounts  kept  by  the  Barber  Company  to  be  ver 
indefinite  and  were  obliged  to  go  back  to  1916  and  construct  ledge 
accounts,  basing  them  on  the  company’s  cash  books.  Using  the  oper 
ing  book  entries,  so  constructed,  as  of  January  1,  1921,  the  responder 
lias  determined  the  deficiency  by  adding  to  Burke’s  net  income  fo 
that  year  the  amount  of  $86,789.83.  This  sum  represents  an  allege' 
gain  from  the  liquidation  of  the  Barber  Company,  the  gain  bein 
computed  by  the  respondent  as  follows : 

Adjusted  net  worth  of  corporation  or  value  of  50  shares  of  its  stock-  $102, 164. 1 
Cost  of  said  50  shares  to  petitioner _  15,  424.  8 1 

Alleged  gain  on  liquidation _  86,  739.  sj 

The  net  worth  of  $102,164.18  is  computed  by  the  respondent  as 
follows : 

Net  worth,  as  shown  by  balance  sheet  December  31,  1920 _  125,369.4 


Less  :  Taxes  paid  in  1921 _ $16,  904.  25 

Additional  taxes  (final  adjustment  in  1925) _  6,300.98 

-  23,  205. 2 

Net  worth. adjusted _  102,164.1 


The  said  balance  sheet  of  Barber  Manufacturing  Co.,  used  b 
the  respondent  as  of  December  31,  1920,  in  making  his  said  com 
putation,  is  as  follows : 


Assets 


Cash . . 

Inventory . . . 

Loans  receivable . . . 

Accounts _ _ _ _ _ _ 

Machinery . . . . . $26, 123.  09 

Less:  Reserve  for  depreciation _  9,  279.  79 


Furniture  and  fixtures.. _ _  2,  514.  84 

Less:  Reserve  for  depreciation _  648.  28 


Autos. .  1,349.07 

Less:  Reserve  for  depreciation _  365.05 


Buildings _ _ _ _  26,400.00 

Less:  Reserve  for  depreciation. .  2, 376. 00 


Land 


Liabilities 

$37,  529.  06 

Accounts  payable _ _ 

$5, 721.  (j 

20,  676.  83 

Salary  payable,  T.  Burke... 

6. 447.  t| 

18,  742.  08 

Loan  payable _  _ 

5.  SOO.  G 

14,  072.  29 

Capital  stock.  . . . 

5,  000.  (j 

16,  843.  30 

Surplus . . . 

120, 369. 4 

1,866.56 

• 

984.  02 

24,  024.  00 

8,  600.  00 

143,  338.  14 

143. 338. 1 

The  present  appeal  was  filed  March  30,  1926.  On  June  3,  192<’ 
Thomas  Burke,  the  petitioner,  died;  and  Gertrude  E.  Burke,  a 
executrix  of  the  estate  of  Thomas  Burke,  deceased,  was  substitute' 
as  petitioner. 
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OPINION. 

Marquette:  The  question  here  presented  is,  Did  Thomas  Burke 
eceive  in  1921  a  taxable  gain  from  the  liquidation  of  the  Barber 
lanufacturing  Co.,  and  if  so,  how  much? 

The  respondent’s  argument  is  that  because  Burke  began  conduct- 
ig  the  business  as  an  individual  enterprise  on  January  1,  1921,  and1 
ecause  there  is  some  indefiniteness  as  to  the  exact  date  of  delivery 
f  the  deed  transferring  the  real  estate  from  the  company  to  Burke', 
lerefore  the  property  was  actually  received  by  Burke  in  1921.  We 
o  not  think  the  record  sustains  this  contention.  There  is  not  one 
pliable  m  the  evidence  to  indicate  that  Burke  received  the  property 
l  1921.  The  deed  transferring  the  real  estate  was  executed  by  the 
impany  on  December  15,  1920.  It  had  been  prepared  by  one 
•Donnell,  an  attorney,  who  testifies  as  follows : 

Q.  I  now  hand  you  another  paper,  Mr.  O’Donnell,  will  you  state  what  it  is? 
A.  A  deed  of  the  land  and  buildings  on  Perkins  Street  and  Pawtucket  Street 
Lowell,  from  the  Barber  Manufacturing  Company  to  Thomas  Burke,  dated 
ecembei  15,  1920 ;  attached  to  it  is  a  copy  of  the  vote  authorizing  the  transfer 
the  said  Thomas  Burke  from  Barber  Manufacturing  Co.,  of  the  land  and. 
lildings  as  described  in  the  deed. 

Q.  The  vote  evidencing  the  action  of  the  stockholders  attached  to  that  paper 
is  prepared  by  you? 

A.  In  this  office  under  my  direction. 

Q.  When  was  it  prepared? 

A.  On  December  15,  1920. 

Q.  Was  Mr.  Thomas  Burke  the  sole  stockholder  present? 

A.  He  was  the  only  one  present,  and  he  told  me  that  he  was  the  sole 
ickholder. 

Q.  And  that  was  the  minute  of  the  vote  taken  December  15,  1920,  as  the 
?al  basis  for  your  effecting  the  sale  of  the  real  estate? 

A.  It  was. 

Q.  It  was  recorded  when? 

A.  The  deed  shows  the  5th  day  of  March,  1923. 

Q.  Was  there  any  reason  for  the  delay? 

A.  I  do  not  know.  It  was  not  recorded  by  us,  it  was  given  to  Mr.  Burke-.. 

At  that  time  Burke  owned  every  share  of  the  capital  stock  of  the 
irber  Company.  He  was  the  only  stockholder  at  the  meeting  ora 
scember  15th ;  he  executed  the  deed  as  an  officer  of  the  company ; 
e  deed  ran  to  him  as  an  individual ;  it  was  turned  over  to  him  by 
e  attorney  who  prepared  it.  The  only  reasonable  view,  in  our 
inion,  is  that  when  Burke,  as  an  officer  of  the  company,  and  pur- 
ant  to  a  vote  of  the  company,  executed  the  deed  to  himself,  as;  an 
dividual,  he  then  and  there  made  delivery  of  the  deed  from  the 

mpany  to  himself  as  grantee,  and  thereafter  retained  it  in  that 

pacit}^. 

15077—28 - 11 
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In  our  findings  of  fact  we  have  determined  that  the  bill  of  sa 
transferring  the  personal  property  from  the  Barber  Manufacturin 
Co.  to  Burke,  was  executed  and  delivered  on  December  28,  1920.  ] 
is  quite  apparent,  therefore,  that  the  liquidation  of  the  company 
assets  was  completed  and  that  Burke  as  an  individual  received  then 
prior  to  January  1,  1921. 

The  alleged  receipt  of  the  property  by  Burke  in  1921  was  the  so 
basis  for  the  respondent's  deficiency  notice.  As  the  evidence  contn 
diets  that  theory,  it  follows  that  the  determination  was  erroneoi 
and  should  be  set  aside. 

Judgment  will  be  entered  for  the  petition®. 


Joseph  O.  Koepfli,  Petitioner,  v.  Commissioner  of  Interna 

Bevenue,  Despondent. 

Roland  P.  Bishop,  Petitioner,  v.  Commissioner  of  Interna 

Revenue,  Respondent. 

William  T.  Bishop,  Petitioner,  v.  Commissioner  of  Interna 

Revenue,  Respondent. 

Docket  Ncs.  14006-14008.  Promulgated  October  4,  1928. 

March  1,  1913,  value  of  certain  real  estate  fixed,  and  determina¬ 
tion  of  respondent  overruled. 


Ralph  W.  Smith ,  Esq.,  and  Sherman  Jones ,  Esq.,  for  the  petitioners 
Clark  T.  Brown,  Esq.,  for  the  respondent. 

These  proceedings  are  for  the  redetermination  of  deficiencies  ii 
income  taxes  asserted  by  the  respondent  for  the  year  1922.  Ih 
deficiencies  amount  to  $9,371.87 ;  $8,117.02  and  $8,1 78.4 « ,  respectively 
in  the  order  above  named.  They  arise  from  the  disallowance  by  th 
respondent  of  the  petitioners’  claim  as  to  the  March  1,  1913,  valu< 
of  certain  real  estate  owned  by  the  petitioners  and  sold  by  then 
in  1922. 


FINDINGS  OF  FACT. 


The  three  petitioners  were  for  many  years  prior  to  1922,  and  al 
during  that  year,  partners  in  the  firm  of  Bishop  &  Co.  Each  ownei 
a  one-third  interest.  In  1905  they  purchased  a  tract  of  6.21  acres  o 
land  lving  along  8th  Street,  between  Alameda  and  Lawrence  Streets 
in  the  City  of  Los  Angeles,  Calif.  The  purchase  price  was  $91,610.4 
In  1907  they  put  up  a  concrete  building  on  the  property  at  a  cos 
of  $91,131.19.  In  1908  and  1909  other  improvements  were  erecte* 
amounting  to  $5,513.73  and  $21.92,  respectively.  I  he  land  an< 
buildings  were  sold  by  the  petitioners  in  1922  for  $500,000,  the  ne 
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d  petitioners  being  $476,179.90.  Spur  lines  from  two  railroads  ran 
o  this  land  and  it  was  the  only  available  tract  of  any  considerable 
ize  suitable  for  manufacturing  purposes,  and  “  close  in  ”  to  the  then 
usiness  center  of  the  city.  At  the  time  of  its  purchase  and  for 
ome  years  thereafter,  proximity  to  the  business  center  was  very 
esirable  in  a  manufacturing  site.  The  original  purchase  price  in 
905  was  approximately  the  fair  value  of  the  land,  and  by  March  1, 
913,  its  value  without  improvements  was  $382,797.80.  There  is  no 
vddence  regarding  the  amount  of  depreciation  upon  the  buildings. 
About  the  year  1915  the  real  estate  market  in  Los  Angeles  went  into 
bad  slump,  and  no  recovery  took  place  for  five  or  six  years.  By 
922,  however,  the  market  had  recovered  at  least  its  status  of  March 
,  1913,  and  by  1923  it  reached  its  peak.  But  by  that  time  large  in- 
ustrial  sites  “  close  in  55  were  not  in  much  demand,  as  factories  had 
Dne  further  out  to  get  cheaper  land. 

The  contention  of  the  petitioners  is,  that  the  March  1,  1913,  value 
£  the  property  sold  by  them  in  1922  was  $466,132.27  and  that  the 
3t  taxable  gain  was  only  $10,047.63.  The  respondent  determined 
le  March  1,  1913,  value  to  be  $345,463.54  resulting  in  a  net  taxable 
lin  of  $152,901.39,  or  $50,967.13  to  each  partner.  No  other  questions 
'e  presented. 

OPINION. 

Marquette  :  The  best  evidence  of  market  value  is  the  selling  price 
?  property,  between  one  willing  but  not  compelled  to  sell,  and  one 
illing  but  not  compelled  to  buy.  Measured  by  that  standard,  the 
ititioners  paid,  in  1905,  the  then  fair  market  value  of  the  land, 
his  was  $94,610.74.  There  is  no  evidence  before  us  as  to  sales  of 
tnilar  property  on  or  about  March  1,  1913.  But,  as  of  that  date,  the 
ds  Angeles  Beal  Estate  Board  in  1925  appraised  the  land  as  having 
value  of  $382,797.80.  This  valuation  is  substantiated  by  other 
idence. 

The  buildings  upon  the  land  in  1913  cost  $94,134.19  and  $5,543.73, 
spectively.  The  first  was  erected  during  the  year  1907  and  the 
cond  during  1908.  Presumably,  these  buildings  were  subject  to 
jpreciation.  It  is  quite  evident  that,  in  fixing  a  valuation  as  of 
arch  1,  1913,  the  respondent  did  compute  some  depreciation  on 
ese  buildings;  but  how  much,  we  are  not  advised.  There  is  no 
idence  to  indicate  what  rate  of  depreciation  was  used  by  the  re¬ 
undent,  nor  whether  that  was  the  correct  rate.  We  only  know 
at  the  respondent  determined  the  land  and  buildings  had  a  market 
lue  March  1,  1913,  of  $345,463.54.  This  was  $37,334.26  less  than 
e  value  of  the  land  alone,  as  disclosed  by  the  evidence. 

While  it  is  probable  that  the  buildings  had  some  value  on  March 
1913,  the  evidence  produced  fails  to  touch  upon  this  matter.  The 
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petition  does  contain  an  allegation  as  to  the  March  1,  1913,  value  o.j 
the  buildings;  but  this  is  flatly  denied  in  the  answer.  The  burden 
of  proof  Avas  upon  the  taxpayer  and  he  has  failed  to  sustain  it.  L 
recomputing  the  taxes,  therefore,  the  rate  of  depreciation  of  thi 
buildings,  already  used  by  the  respondent,  will  stand  as  correct. 

The  amount  of  taxable  gain  resulting  from  the  sale  of  this  prop 
erty  should  be  recomputed,  based  upon  a  value  of  $382,797.80  for 
the  land,  plus  the  depreciated  value  of  the  buildings,  all  as  of  Marcl 
1,  1913.  I 

Judgment  will  be  entered  under  Rule  50> 


Keystone  National  Bank  of  Pittsburgh,  Pa.,  Petitioner,  p 
Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  10805.  Promulgated  October  4,  1928. 

March  1,  1913,  value  of  real  estate,  and  rate  of  depreciation  on 
the  building,  determined. 

Harry  Friedman ,  Esq .,  for  the  petitioner. 

Byron  M.  Coon ,  Esq.,  for  the  respondent. 

Arundell:  The  Commissioner  has  determined  deficiencies  in  in¬ 
come  and  excess-profits  taxes  for  the  years  1920  and  1921,  in  the 
respective  amounts  of  $7,951.03  and  $1,778.90.  The  petitioner  has 
waived  all  allegations  of  error  other  than  the  one  relating  to  the 
profit  realized  on  the  sale  of  real  estate  in  Pittsburgh. 

This  property  was  situated  at  339  Fifth  Avenue,  and  had  a  front¬ 
age  of  30  feet  on  Fifth  Avenue  and  a  depth  of  240  feet  to  Oliver 
Avenue,  and  at  March  1,  1913,  was  improved  by  an  office  building 
having  eight  stories  facing  Fifth  Avenue  and  six  floors  and  a  base¬ 
ment  on  Oliver  Avenue.  That  portion  of  the  building  located  on 
Oliver  Avenue  had  been  destroyed  by  fire  in  1910,  and  thereafter, 
but,  prior  to  March  1,  1913,  the  petitioner  erected  a  six-story  building 
to  replace  the  one  destroyed. 

The  lot  and  building  were  sold  in  1920  for  $600,000,  less  a  selling 
commission  of  $18,000.  The  respondent  determined  a  profit  on  this 
sale  by  using  as  a  basis  the  original  cost  less  a  selling  charge  of 
$18,000.  thus  establishing  a  profit  of  $54,120.47.  The  uncontradicted 
testimony  of  four  qualified  expert  witnesses  however,  clearly  estab¬ 
lishes  the  fact  that  the  fair  market  value  at  March  1,  1913,  of  the  lot 
and  building  was  $650,000,  the  building  having  a  value  as  of  that 
date  of  $150,000,  and  the  lot  a  value  of  $500,000.  A  reasonable 
allowance  for  depreciation  on  the  building  is  at  the  rate  of  2  per 
cent  per  annum  from  March  1,  1913. 

Judgment  will  be  entered  under  Rule  50. 
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3A  L.  Dowling  and  Jacob  Loewer,  Petitioners  v.  Commissioner 
of  Internal  Revenue,  Respondent. 

Docket  Nos.  11939,  12098.  Promulgated  October  4,  1928. 

Dining  the  taxable  year  tlie  stockholders  of  the  corporation 
in  which  the  petitioners  held  stock  unanimously  agreed  to  release 
them  of  all  liability  for  payment  of  the  amounts  shown  by  the 
corporate  books  to  be  due  from  them.  Held  that  the  evidence  dis¬ 
closes  an  intention  to  distribute  profits  without  regard  to  stock 
holdings  and  that  the  amount  of  which  each  petitioner  was  dis¬ 
charged  represents  a  payment  of  dividends. 

Harry  Sammet,  Esq.,  and  Charles  1 .  It ucl 6 rs h a i is rn.  Esq.,  for  the 
ititioners. 

IF.  Frank  Gibbs ,  Esq.,  for  the  respondent. 

These  proceedings,  which  by  agreement  of  counsel  were  consoli- 
ted  foi  hearing  and  decision,  involve  deficiencies  in  income  taxes 
r  the  year  1921  in  the  amount  of  $3,223.44  in  the  case  of  Ida  L. 
jwlmg,  and  in  the  sum  of  $2,854.12  in  the  case  of  Jacob  Loewer. 
ie  issue  involved  in  each  proceeding  is  whether  the  sum  of 
4,824.82,  of  which  each  petitioner  was  released  and  discharged  by 
3  corporation  in  which  they  held  stock,  was  a  dividend  payment. 

FINDINGS  OF  FACT. 

Piioi^  to  and  during  1921,  the  petitioners  were  stockholders  of  V. 
ewer’s  Gambrinus  Brewing  Co.,  a  New  York  corporation  which 
s  engaged  in  the  manufacture  and  sale  of  lager  beer,  ales  and 
rter  prior  to  the  enactment  of  the  Prohibition  Act,  and  since  then 
3  been  engaged  in  manufacturing  and  selling  cereal  beverages. 

[n  1902  and  for  some  time  thereafter  the  corporation’s  capital 
ck  of  $100,000,  consisting  of  1,000  shares  of  a  par  value  of  $100 
h,  was  held  equally  by  Jacob  Loewer,  his  brother,  George  Loewer, 

1  his  sister,  Katharina  Muller.  After  the  death,  on  January  10, 
.5,  of  George  Loewer,  his  widow  (now  Ida  L.  Dowling)  acquired 
stock  holdings,  and  Jacob  Loewer  and  Katharina  Muller  trans- 
red  most  of  their  stock  to  members  of  their  respective  families 
ring  1920  and  on  April  21,  1921,  each  family  group  held  one- 
rd  of  the  corporation’s  stock,  distributed  as  follows : 


)b  Loewer _ 

L.  Dowling _ 

ry  D.  Muller _ 

i’y  D.  Muller,  Jr__ 

harina  Muller _ 

rles  L.  Draz _ 


Shares 
— -  84% 

—  3331/3 

___  54 

—  54 

—  031/3 
___  10 
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Irene  Snyder -  0-4  ( 

Florence  Folcke -  °4 1 

Valentine  L.  Muller -  0-4 

oq 

Amelia  Loewer - 

Vera  K.  Halstead -  73 

Robert  M.  Halstead -  40 ' 

Amy  C.  Draz -  73 1 

Prior  to  1920  it  was  the  custom  of  the  officers  to  draw  various  smai 

sums  from  the  corporation  to  meet  expenses  incident  to  the  solicits 
tion  of  business.  Such  sums  as  were  advanced  were  acknowledge 
by  the  giving  of  an  “  I.  O.  U.”  slip.  Prior  to  1914  the  amounts  a* 
vanced  were  carried  as  an  item  in  an  account  known  as  u  C  ash  d 
Hand.”  Subsequently,  advancements  were  charged  to  a  speci; 
loan  account  carried  under  the  name  of  each  officer  receiving  at 
vances.  On  December  18,  1913,  the  corporation’s  board  of  clirectoi 
adopted  a  resolution  relieving  the  officers  of  all  liability  for  will 
drawals  theretofore  made,  and  directing  that  an  item  of  $23,198.8! 
representing  the  amount  of  such  withdrawals,  as  well  as  an  ad(| 
tional  anticipated  item  of  $6,801.15,  be  adjusted  by  charging  on 
fifth  of  the  total  of  $30,000  to  expense  on  December  31,  1913,  and 
like  amount  annually  commencing  July  2,  1914. 

On  April  21,  1921,  the  account  of  Jacob  Loewer  showed  that  1 
had  withdrawn  a  total  of  $24,824.82,  some  of  which  was  used  by  hi 
to  pay  business  expenses  of  the  corporation.  At  the  same  time  tl 
corporate  books  reflected  that  there  had  been  loaned  to  Ida  L.  Do’i 
ling,  secretary,  at  various  times  during  1920,  the  sum  of  $19,159— 
and  in  1921,  prior  to  April  21,  the  sum  of  $5,665.62,  a  total 
$24,824.82.  The  amount  paid  was  extended  on  the  corporate  boo 
as  a  loan  to  the  recipient. 

Some  time  during  the  year  1920,  Henry  D.  Muller,  Jr.,  secreta 
of  the  corporation  from  about  1916  to  the  first  of  January,  19- 
being  dissatisfied  with  the  manner  in  which  the  business  of  the  co 
poration  was  being  conducted,  threatened  to  institute  legal  procoe' 
ings  against  the  officers  and  directors  of  the  corporation  for  s 
accounting  of  certain  monies  which  Jacob  Loewer,  the  presidei 
and  Henry  D.  Muller,  the  treasurer,  had  withdrawn  from  the  tree 
ury  without  the  consent  of  the  stockholders.  During  the  latt 
part  of  1920  it  was  decided  to  submit  the  entire  matter  to  the  stoc 
holders.  At  a  meeting  of  the  stockholders  on  April  21,  1921, 
which  all  the  stockholders  were  present  in  person  or  were  rep. 
sented  by  proxy,  a  resolution  was  unanimously  adopted  proHdii 
that  “All  special  loan  accounts  and  accounts  of  every  other  natv 
and  description  appearing  upon  the  books  to  be  owing  by  Mr.  Jac 
Loewer,  Mr.  Henry  I).  Muller,  Sr.  and  Mrs.  Ida  I..  Dowling,  a 
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'  other  accounts  appearing  to  be  due  by  any  other  stockholders, 
hereby  directed  to  be  cancelled,  released  and  discharged,  and  the 
clitor  of  the  Company  is  directed  to  cancel  the  same  of  record,, 

*  *  n  The  sum  due  from  each  of  the  petitioners,  and  Henry 

Muller,  according  to  the  corporate  books,  was  $24,824.82,  a  total 
$74,474.46,  which  was  released  and  charged  to  surplus.  The  pe- 
oners  did  not  render  any  service  to  the  corporation  for  the  release 
the  sum  showm  to  be  due  from  them.  Of  the  coipoiations  14 
ckholders,  only  the  petitioners  and  Henry  D.  Muller  received  any 
efit  from  the  resolution. 

:he  corporation  s  surplus  at  the  close  of  1912,  1913,  and  1920 
ounted  to  $426,886.01,  $453,433.31,  and  $522,437.90,  respectively, 
n  their  income-tax  returns  for  the  year  1921,  the  petitioners  re- 
led  the  release  of  the  amount  shown  to  be  due  from  them  to  the 
porfition.  They  did  not,  however,  include  the  amount  in  their 
urns  as  taxable  income.  On  an  audit  of  their  returns,  the  respond- 
included  the  sums  released  as  income  for  surtax  purposes  on  the 
>und  that  the  amounts  released  represented  distributions  of  earn- 
rS  or  profits  accumulated  subsequent  to  March  1,  1913. 

OPINION. 

Lrtxndell  :  The  petitioners  are  contending  that  the  release  by 
Loewer’s  Gambrinus  Brewing  Co.  of  the  amounts  appearing  on 
books  to  be  owing  by  them  does  not  constitute  a  payment  of 
ridends,  as  determined  by  the  respondent,  but  is  a  gift  of  the 
lounts  involved. 

For  some  time  prior  to  the  year  1920,  it  was  the  practice  of  the 
rporation  to  permit  its  officers  to  make  withdrawals  of  corporate 
nds  to  pay  expenses  incident  to  the  solicitation  of  business.  The 
counts  set  up  because  of  the  advancements  were  adjusted  periodi- 
lly  by  charging  the  amounts  thereof  to  expense.  1  he  evidence 
ows  that  by  the  latter  part  of  1920,  when  Henry  D.  Muller,  Jr., 
leged  that  some  of  the  officers  were  withdrawing  corporate  funds 
thout  proper  authority  and  threatened  to  institute  suit  against 
l  of  the  officers  for  an  accounting,  the  special  loan  accounts  ot 
icob  Loewer  and  Henry  D.  Muller  were  charged  with  withdrawals 
Counting  to  more  than  $48,000.  By  April  21,  1921,  the  accounts 
owed  withdrawals  by  each  officer  of  $24,824.82.  On  various  dates 
1920,  and  in  1921  prior  to  April  21,  the  corporation  paid  to  Ida  L. 
owling  sums  totaling  $24,824.82,  an  amount  equal  to  the  figure 
e  books  showed  was  owing  by  Loewer  and  Muller.  rihis  amount 
as  charged  to  Mrs.  Dowling  as  a.  loan.  From  January  1,  1920,  to 
pril  21,  1921,  one-third  of  the  corporation’s  stock  was  held  by 
la  L.  Dowling  and  the  balance  was  owned  by  Loewer  and  Muller 
id  the  members  of  their  respective  families. 
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The  amounts  appearing  on  the  books  to  be  due  from  Loewer  a] 
Muller  were  advanced  to  them  at  various  times  prior  to  April  i 
1921,  in  sums  of  less  than  $100.  We  do  not  doubt  that  some  porti 
of  the  advances  made  was  used  by  the  officers  to  pay  ordinary  a. 
necessary  business  expenses  incurred  in  carrying  out  the  affairs 
the  corporation,  but  it  would,  indeed,  be  a  coincidence  if  the  amou 
.advanced  to  each  officer  for  the  purpose  stated  would  total  the  sai 
figure  on  April  21,  1921.  No  attempt  was  made  to  explain  tl 
unusual  situation. 

That  the  corporation  did  not  regard  the  money  advanced  to  Loew 
and  Muller  as  having  been  expended  for  business  expenses,  is  e1 
denced  by  the  manner  in  which  the  amount  was  treated  on  the  boo] 
As  advances  were  made,  the  amount  thereof  was  charged  to  t 
recipient  as  a  loan,  and  upon  the  adjustment  of  the  accounts  as 
result  of  the  action  taken  by  the  stockholders  on  April  21,  1921,  t 
amount  was  charged  to  surplus  instead  of  expense. 

We  h  ave  not  been  furnished  with  the  dates  on  which  the  sevei 
alleged  loans  were  made  to  Ida  L.  Dowling,  but  it  appears  that  t 
first  payment  was  not  made  until  after  the  filing  of  the  complai 
against  the  withdrawal  of  funds  by  Loewer  and  Muller.  In  a 
event,  it  is  clear  from  the  testimony  of  Loewer  that  the  sum  charg 
to  this  petitioner  was  forgiven  by  the  corporation  in  order  to  pla 
Mrs.  Dowling  in  possession  of  the  same  amount  Loewer  and  Mull 
were  charged  with  having  received  and  to  save  the  corporation  t 
expense  of  defending  a  court  proceeding  for  an  accounting.  Jud 
ing  the  transaction  in  the  light  of  these  facts,  as  well  as  other  c 
cumstances,  we  are  of  the  opinion  that  the  corporation  never  i 
tended  to  demand  payment  of  the  amount  paid  to  Mrs.  Dowling. 

It  is  being  urged  in  behalf  of  Mrs.  Dowling  that  since  the  distrib 
tions  were  not  made  according  to  stock  holdings,  they  are  not  dh 
dends  within  the  meaning  of  section  201  of  the  Revenue  Act 
1921.  We  have  previously  held  that  dividends  may  be  distribute 
other  than  ratably  according  to  stock  holdings.  Pompeian  Man 
facturing  Co .,  1  B.  T.  xV.  825,  and  Joseph  Goodnow  dk  Co .,  5  B.  T. . 
1155.  In  the  instant  case,  the  distribution  made  to  the  heads  of  t 
th  ree  family  groups  of  stockholders  resulted  from  the  unanimo 
agreement  of  all  the  share  owners. 

No  point  is  being  made  by  either  petitioner  that  the  amounts  d 
tributed,  if  dividends,  are  not  taxable  income  in  the  year  1921. 

It  is  our  conclusion  from  a  careful  consideration  of  all  the  e^ 
deuce  that  the  amount  of  which  each  petitioner  was  released  ai 
discharged  represents  a  payment  of  dividends,  and,  therefore,  ta 
able  income. 

Judgment  will  be  entered  for  the  respondei 
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eorge  Snyder  Crilly,  Frank  Lloyd  Crilly,  and  Edgar  Crilly, 

Executors,  Estate  of  Daniel  F.  Crilly,  Petitioners,  v.  Com¬ 
missioner  of  Internal  Revenue,  Respondent. 

Docket  Nos.  17210,  18747.  Promulgated  October  4,  1928. 

E.  Barrett  Pretty  man ,  Esq .,  for  the  petitioners. 

F.  T .  Horner ,  Esq.,  and  A.  H.  Murray ,  ZTs#.,  for  the  respondent. 

Morris:  The  above-entitled  proceeding  came  on  for  hearing  on 
)ecember  1,  1927,  upon  the  petitioners’  motion  to  disallow  the  pro- 
osed  deficiency  in  estate  tax  on  the  ground  that  the  assessment 
nd/or  collection  thereof  is  barred  by  the  statute  of  limitations. 

The  facts  of  record  show  that  the  decedent  died  on  June  19,  1921, 
ud  that  thereafter,  within  the  time  prescribed  by  law,  a  return  of 
is  net  taxable  estate  was  prepared  and  filed;  that  two  notices  of 
eficiency  were  mailed  to  the  petitioners  herein,  one  on  April  20, 
926,  from  which  a  petition  was  filed  on  June  11,  1926,  and  the 
fcher  on  May  28,  1926,  from  which  a  petition  was  filed  July  21, 
926;  that  up  until  July  8,  1927,  no  assessment  had  been  made  in 
aspect  of  the  proposed  deficiency  and  no  proceeding  in  court  with- 
ut  assessment  for  the  collection  thereof  had  been  begun. 

It  is  the  contention  of  the  petitioner  that  the  only  provision  in 
le  Revenue  Act  of  1926  in  regard  to  the  statute  of  limitations  on 
state  taxes  under  the  Revenue  Act  of  1918  is  contained  in  section 
109  and  as  that  section  makes  no  provision  for  the  suspension  of 
le  statute  for  any  cause,  such  taxes  must  be  assessed  within  four 
ears  after  they  become  due,  or  a  proceeding  in  court  without  assess- 
lent  for  the  collection  thereof  must  be  begun  within  five  years 
fter  they  become  due ;  and  as  no  assessment  or  proceeding  in  court 
ad  been  begun  by  July  8,  1928,  the  assessment  and  collection  thereof 
re  barred. 

Under  the  provisions  of  section  404  of  the  Revenue  Act  of  1918 
nd  article  77  of  Regulations  37,  promulgated  thereunder,  a  return 
f  the  decedent’s  estate  was  required  to  be  filed  with  the  collector 
Dr  the  district  in  which  the  decedent  resided,  and  section  406  of  the 
ime  Act  provides  that  the  tax  shall  be  due  one  year  after  the 
ecedent’s  death. 

Section  318  (a)  of  the  Revenue  Act  of  1926  provides: 

If  after  the  enactment  of  this  Act  the  Commissioner  determines  that  any 
ssessment  should  be  made  in  respect  of  any  estate  or  gift  tax  imposed  by 
le  Revenue  Act  of  1917,  the  Revenue  Act  of  1918,  the  Revenue  Act  of  1921,  or 
le  Revenue  Act  of  1924,  or  by  any  such  Act  as  amended  the  Commissioner 
;  authorized  to  send  by  registered  mail  to  the  person  liable  for  such  tax  notice 
f  the  amount  proposed  to  be  assessed,  which  notice  shall,  for  the  purposes 
f  this  Act,  be  considered  a  notice  under  subdivision  (a)  of  section  308  of 
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this  Act.  In  the  case  of  any  such  determination  the  amount  which  shou 
be  assessed  *  *  *  shall  be  computed,  as  if  this  Act  had  not  been  enacte 
but  the  amount  so  computed  shall  be  assessed,  collected,  and  paid  in  the  sail 
manner  and  subject  to  the  same  provisions  and  limitations  *  *  *  as 

the  case  of  a  deficiency  in  the  tax  imposed  by  this  title,  except  that  in  t) 
case  of  an  estate  tax  imposed  hy  the  Revenue  Act  of  1917,  the  Revenue  Act  . 
1918,  or  the  Revenue  Act  of  1921,  or  by  any  such  Act  as  amended,  the  peru 
of  limitation  prescribed  in  section  1109  of  this  Act  shall  be  applied  in  lieu  < 
the  period  prescribed  in  subdivision  (a)  of  section  310.  (Italic  supplied.) 

Section  1109  of  the  Revenue  Act  of  1926  provides: 

(a)  Except  as  provided  in  sections  277,  278,  310,  and  311 — 

(1)  Notwithstanding  the  provisions  of  section  3182  of  the  Revised  Statufi 
or  any  other  provision  of  law,  all  internal-revenue  taxes  shall  (except  as  pr 
vided  in  paragraph  (2)  or  (3)  of  this  subdivision)  be  assessed  within  foi 
years  after  such  taxes  became  due,  and  no  proceeding  in  court  without  asses 
ment  for  the  collection  of  such  taxes  shall  be  begun  after  the  expiration  < 
five  years  after  such  taxes  became  due. 

Section  310  of  that  Act  provides  as  follows : 

(a)  Except  as  provided  in  section  311,  the  amount  of  the  estate  taxes  in 
posed  by  this  title  shall  be  assessed  within  three  years  after  the  return  wj 
filed,  and  no  proceeding  in  court  without  assessment  for  the  collection  of  sue 
taxes  shall  be  begun  after  the  expiration  of  three  years  after  the  return  we 
filed. 

(b)  The  running  of  the  statute  of  limitations  provided  in  this  section  or  i 
section  311  on  the  making  of  assessments  and  the  beginning  of  distraint  or 
proceeding  in  court  for  collection,  in  respect  of  any  deficiency,  shall  (after  tli 
mailing  of  a  notice  under  subdivision  (a)  of  section  308)  be  suspended  fc 
the  period  during  which  the  Commissioner  is  prohibited  from  making  tl 
assignment  or  beginning  distraint  or  a  proceeding  in  court,  and  for  sixty  da\ 
thereafter. 

Section  308  (a)  of  the  Revenue  Act  of  1926  provides: 

If  the  Commissioner  determines  that  ‘there  is  a  deficiency  in  respect  of  tli 
tax  imposed  by  this,  title,  the  Commissioner  is  authorized  to  send  notice  of  sue 
deficiency  to  the  executor  by  registered  mail.  Within  sixty  days  after  sue] 
notice  is  mailed  (not  counting  Sunday  as  the  sixtieth  day),  the  executor  mu; 
file  a  petition  with  the  Board  of  Tax  Appeals  for  a  redetermination  of  th 
deficiency.  Except  as  otherwise  provided  in  subdivision  (d)  or  (f)  of  thi 
section  or  in  section  312  or  1001,  no  assessment-of  a  deficiency  in  respect  of  th 
tax  imposed  by  this  title  and  no  distraint  or  proceeding  in  court  for  its  col 
lection  shall  be  made,  begun,  or  prosecuted  until  such  notice  has  been  mailed  t 
the  executor,  nor  until  the  expiration  of  such  sixty-day  period,  nor,  if  a  peti 
tion  has  been  filed  with  the  Board,  until  the  decision  of  the  Board  has  becom 
final  *  *  *. 


The  petitioners*  argument  is  based  on  the  exception  in  section  31' 
(a)  of  the  Revenue  Act  of  1926  wherein  it  is  provided  that  the  perio< 
of  limitation  prescribed  in  section  1109  of  that  Act  shall  be  appliec 
in  lieu  of  the  period  prescribed  in  subdivision  (a)  of  section  310  ir 
the  case  of  an  estate  tax  imposed  by  the  Revenue  Act  of  1918. 
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There  is  no  question  but  that  section  318  (a)  of  the  Revenue  Act  of 
26  applies  to  the  instant  proceeding,  as  the  Commissioner  deter- 
med  after  the  enactment  of  that  Act  that  an  assessment  should  be 
ade  in  respect  of  estate  tax  imposed  by  the  Revenue  Act  of  1918. 
aat  section  provides  that  the  amount  that  should  be  assessed  shall 
assessed,  collected  and  paid  in  the  same  manner  and  subject  to  the 
me  provisions  and  limitations  as  in  the  case  of  a  deficiency  imposed 
r  Title  III  of  the  1926  Act.  Section  310  (a)  provides  a  limitation 
>riod  for  assessment  of  three  years  after  the  return  was  filed  and  a 
milar  period  for  the  beginning  of  a  proceeding  in  court  without 
sessment  for  the  collection  of  such  taxes.  I  he  exception  in  section 
8  (a)  upon  which  the  petitioners  rely,  provides  that  in  lieu  of  the 
)ove  limitation  period  that  prescribed  in  section  1109  shall  be  ap- 
*  ied.  It  should  be  noted  that  in  the  exception  it  is  specifically  pro- 
ded  that  the  period  of  limitation  prescribed  in  section  1109  is  in 
bu  only  of  subdivision  (a)  of  section  310.  The  only  effect,  there- 
ire,  of  the  exception  is  to  substitute  for  the  three-year  limitation 
briod  of  section  310  (a)  a  period  for  assessment  of  four  years  and 
>r  bringing  a  proceeding  in  court  without  assessment  of  five  years 
•om  the  due  date  of  the  taxes,  on  estate  taxes  imposed  by  the  Rev- 
me  Acts  of  1917,  1918,  or  1921.  Under  the  provisions  of  section 
L8  (a)  the  balance  of  the  provisions  and  limitations  of  the  1926  Act 
ith  respect  to  assessment,  collection  and  payment  of  said  taxes  are 
pplicable. 

Section  310  (b)  provides  for  the  suspension  of  the  running  of  the 
atute  of  limitations  after  the  mailing  of  a  notice  under  subdivision 
a)  of  section  308  for  the  period  during  which  the  Commissioner  is 
rohibited  from  making  the  assessment  or  beginning  distraint  or  a 
roceeding  in  court  and  for  60  days  thereafter.  Under  section  318 
2),  the  notice  mailed  to  the  petitioners  was  a  notice  under  subdivi- 
on  (a)  of  section  308  of  the  1926  Act.  That  prohibitory  period, 
ith  exceptions  not  material  as  therein  set  forth,  is  until  a  deficiency 
otice  has  been  mailed  to  the  executor,  or  until  the  expiration  of  the 
0  days  within  which  the  executor  may  file  a  petition  with  the  Board, 
r  if  a  petition  has  been  filed,  until  a  decision  of  the  Board  has  become 
nal. 

The  tax  in  the  instant  proceeding  having  become  due  under  section 
06  of  the  Revenue  Act  of  1918  on  June  19,  1922,  and  the  notice  of  de- 
ciency,  regardless  of  the  one  considered  as  the  statutory  notice,  hav- 
ig  been  mailed  within  four  years  from  that  date  and  petitions  liav- 
ig  been  filed  within  60  days,  the  statutory  period  within  which 
ssessment  may  be  made  or  a  proceeding  in  court  without  assess- 
lent  may  be  begun,  has  not  expired. 

Section  318  (a)  of  the  Revenue  Act  of  1926  confers  jurisdiction 
pon  the  Board  of  a  proceeding  such  as  the  instant  one.  Section  308 
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(a)  prohibits  the  Commissioner  from  assessing  or  collecting  the  t 
until  the  decision  of  the  Board  has  become  final,  except  through 
jeopardy  assessment  or  other  exceptions  not  material  here.  It  wot 
be  an  anomalous  situation  if  the  statute  of  limitations  were  not  si 
pended  while  the  proceeding  was  pending  before  the  Board.  We  c 
not  believe  that  Congress  intended  to  encourage  or  compel  the  ma 
ing  of  jeopardy  assessments  with  their  attendant  hardships,  agair 
the  taxpayers  of  the  country. 

The  petitioners5  motion  to  disallow  the  proposed  deficiency  on  t 
ground  that  the  assessment  and/or  collection  thereof  is  barred 
the  statute  of  limitations  is  disallowed  for  the  foregoing  reasons,  ai 
the  proceeding  is  restored  to  the  general  calendar  for  hearing  in  d 
course. 


Thomas  Liggett,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13550.  Promulgated  October  4,  1928. 

Evidence  held  insufficient  to  determine  that  respondent  erred  in 
disallowing  a  deduction  claimed  as  a  bad  debt. 

W.  D.  McBryar ,  Esq.,  for  the  petitioner. 

A.  II.  Murray ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  ( 
$2,720.1G,  income  tax  for  1921,  which  results  from  the  disallowan< 
of  a  deduction  of  $12,428.42,  claimed  as  a  bad  debt  ascertained  to  1 
worthless  and  charged  off  during  the  taxable  year. 

FINDINGS  OF  FACT. 


On  or  about  January  1,  1914,  the  petitioner  began  providing  fo 
and  taking  care  of  his  mother-in-law,  Elizabeth  Steele  Say,  who1  a 
that  time  resided  in  a  house  belonging  to  him.  Petitioner’s  son  ha 
been  living  with  her  for  a  while  but  moved  away  leaving  her  thenl 
The  petitioner  had  an  understanding  with  Frank  M.  Say  and  Wil 
lard  Say,  that  they  would  see  that  he  was  reimbursed  for  his  ad 
vances  to  their  mother.  This  understanding  was  chiefly  with  Wil 
lard,  who  petitioner  considered  was  a  very  bright  fellow  and  a  goo< 
money  maker. 

from  time  to  time  thereafter,  and  as  needed,  petitioner  advance] 
various  sums  of  money  to  Elizabeth  S.  Say  until  her  death  o( 
November  25,  1920.  In  1916  petitioner’s  wife  died,  and  in  1918  oj 
1919  A\  illard  Sav  committed  suicide,  leaving  an  insolvent  estate! 


l)  THOMAS  LIGGETT.  795 

;er  Willard’s  death  the  petitioner  was  the  sole  support  of  Eliza- 
h  S.  Say,  who  had  become  bedridden. 

Jpon  the  death  of  his  mother-in-law  in  November  1920,  petitioner 
3  appointed  administrator  of  her  estate,  the  assets  of  which  were 
efficient  to  meet  the  funeral  and  administration  expenses.  His 
m  for  $15,554.87  for  advancements  and  disbursements  he  had 
de  for  her  benefit  was  the  only  one  filed  against  her  estate.  His 
l1  report  and  account  as  administrator  was  approved  by  the 
chans’  Court  of  Allegheny  County,  Pennsylvania,  on  December 
1921.  This  report  showed  an  additional  amount  of  $95.47  due 
itioner  because  of  sums  advanced  to  meet  administration  expenses. 
Lt  the  time  petitioner  first  began  providing  for  his  mother-in-law, 
was  possessed  of  modest  means  and  had  sufficient  money  to  care 
herself,  a  fact  which  petitioner  discovered  later.  However,  Wil- 
1  Say  obtained  control  of  her  money  and  lost  all  of  it  through 
culation  and  investments.  Petitioner  never  took  a  note  or  other 
lence  of  indebtedness  from  his  mother-in-law,  nor  did  he  at  any 
e  demand  payment  from  her  for  any  of  the  sums  so  advanced, 
til  the  death  of  Willard  Say,  petitioner  looked  to  him  for  reim- 
sement. 

)n  his  return  for  1921  petitioner  claimed  a  deduction  of  $12,428.42 
t  bad  debt  ascertained  to  be  worthless  and  charged  off  in  the  tax- 
3  year.  The  deduction  consisted  of  $12,332.95  of  the  $15,554.87, 
difference  between  these  two  amounts  being  interest  and  taxes 
ch  had  previously  been  deducted,  and  $95.47,  representing  ex- 
ses  of  administration  hereinbefore  set  forth.  The  respondent 
dlowed  the  $12,332.95  deduction  upon  the  ground  that  it  was  in 
nature  of  a  gift  to  Elizabeth  S.  Say,  and  disallowed  the  $95.47 
uction  upon  the  ground  that  it  was  a  personal  expense  and  not 
eduction  authorized  by  law. 

OPINIOX. 

Iorris  :  The  question  presented  is  the  deductibility  of  $12,428.42 
med  by  petitioner  as  a  bad  debt.  The  respondent  contends  that 
larger  portion  of  the  amount  represents  a  gift  and  that  the  re- 
inder  thereof  is  a  personal  expenditure,  and,  therefore,  is  not  an 
>wable  deduction. 

the  testimony  of  the  petitioner  shows  that  he  received  no  note  or 
es  or  other  evidence  of  indebtedness  from  his  mother-in-law,  or 
ler  of  her  two  sons,  and  he  testified  that  he  looked  to  Willard  Say 
reimbursement  until  the  latter’s  death.  Willard  Say,  as  the 
imony  discloses,  committed  suicide  in  the  year  1918  or  1919,  leav- 
an  insolvent  estate.  Therefore,  it  is  evident,  that  if  he  was 
igated  to  reimburse  the  petitioner  for  the  amounts  advanced  to 
mother,  the  amount  of  the  indebtedness  which  had  accrued  at 


796  13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (79 

the  date  of  his  death  became  absolutely  worthless  at  that  time.  Wii 
respect  to  the  amounts  advanced  subsequently  to  the  death  d 
Willard,  we  can  find  nothing  in  the  evidence  tending  to  show  th: 
a  relationship  of  debtor-creditor  ever  existed  between  the  petition- 
and  Elizabeth  S.  Sav,  either  before  the  death  of  her  son  or  thereafte 

7 

From  the  very  nature  of  things  we  can  see  no  tangible  distinctiJ 
between  the  amounts  advanced  by  the  petitioner  for  the  support  <j| 
his  mother-in-law  during  her  lifetime  and  the  amount  of  $95.4 
which  he  voluntarily  advanced  for  the  closing  of  her  estate. 

We  must,  therefore,  because  of  failure  on  the  part  of  the  pet 
tioner  to  adduce  sufficient  evidence  to  overcome  the  prima  facie  co 
rectness  of  the  respondent's  determination,  sustain  his  findings. 

Judgment  will  be  entered  for  the  responder 
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A.  E.  Starbuck,  Administrator,  Estate  of  Elwood  Haynes,  Pe 

tioner,  v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  11724.  Promulgated  October  5,  1928.  I 

1.  The  March  1,  1913,  value  of  patents  and  applications  for 
patents  determined  for  purposes  of  depreciation. 

2.  Individual  Towel  &  Cabinet  Service  Co.,  5  B.  T.  A.  158, 
followed. 

Conrad  Wolf,  Esq .,  and  J .  M.  C henoweth,  Esq .,  for  the  petition! 

John  D.  Foley ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redeterinination  of  a  deficiency  in  . 
come  taxes  for  the  calendar  year  1919,  in  the  amount  of  $62,050.1 
The  amount  in  controversy  is  $59,668.49. 

The  errors  assigned  are  (1)  the  action  of  the  respondent  in  a 
allowing  as  a  deduction  from  gross  income  for  1919,  $93,823.18  | 
the  amount  of  depreciation  claimed  by  the  petitioner  on  pateu 
and  (2)  the  failure  of  the  respondent  to  allow  as  a  deduction  fr< 
gross  income  for  the  year  1919,  depreciation  on  applications  j 
United  States  patents  filed  by  petitioner  prior  to  March  1,  1913,  a 
for  which  United  States  patents  Nos.  1057423  and  1057828  we 
issued  to  petitioner  on  April  1,  1913. 

FINDINGS  OF  FACT. 

The  petitioner  is  the  administrator  of  the  estate  of  Elwo 
Haynes,  who  died  April  13,  1925.  \ 

Elwood  Haynes  in  his  lifetime  was  engaged  in  making  inves 
gations  in  alloys  of  nickel,  chromium,  cobalt,  tungsten,  molybdenit 
and  other  metals  as  far  back  as  1907. 
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In  the  fall  of  1912  Haynes  built  a  small  factory  of  cement  blocks 
.  which  Stellite,  an  alloy  invented  by  the  deceased,  was  manufac- 
'red,  beginning  in  December,  1912.  The  building  did  not  cost  over 
5,500.  The  main  difficulty  at  first  in  the  manufacture  of  stellite 
as  to  obtain  crucibles  and  refractory  materials  that  would  stand 
e  heat  required.  Dixon  graphite  crucibles  were  used,  which  had 
be  lined  with  fire  clay  or  bauxite  in  order  to  keep  out  carbon.  The 
ily  persons  employed  in  the  factory  were  Elwood  Haynes,  his  son, 
arch  Haynes,  who  devoted  only  part  time,  a  Mr.  Lanternman,  and 
stenographer.  Lanternman  was  paid  a  salary  of  $18  per  week, 
aynes  continued  manufacturing  stellite  up  to  March  1,  1913,  and 
is  selling  ail  he  could  manufacture  at  $5  per  pound.  At  or  about 
arch  1,  1913,  the  production  varied  from  5  to  20  pounds  per  day. 

;  this  time  the  capacity  of  the  plant  was  100  pounds  or  more  per 
y.  This  capacity  could  have  been  increased  by  the  further  addi- 
>n  of  equipment. 

The  crucibles  used  cost  about  $1  each.  They  were  about  9  or  10 
dies  high,  would  hold  about  15  pounds  of  stellite  and  would  last 
c  two  meltings.  The  fire  clay  cost  at  that  time  about  $20  per  ton. 
dural  gas  and  air  blast  were  used  and  it  took  1  y2  hours  to  melt  a 
icible  of  the  mixture.  Gas  cost  25  cents  per  1,000  cubic  feet, 
fids  were  used  which  would  last  on  an  average  of  12  casts  and 
>uld  then  have  to  be  machined  at  a  cost  of  $1  each.  A  mold  would 
Id  5  pounds  of  stellite.  The  melting  cost  would  not  run  over  10 
its  per  pound. 

Iwo  different  grades  of  stellite  were  manufactured.  The  ternary 


oy  was  composed  as  follows : 

Per  cent 

Cobalt - - -  55 

Chromium _ 35 

Tungsten _  10 

[n  1912  and  1913,  the  cost  of  the  material  was  as  follows : 

Cobalt - $1.25 

Chromium _ _ _  .80 

Tungsten -  1.  25 


So.  3  grade  stellite  contained  twice  as  much  tungsten  and  cost  4 
its  per  pound  more  to  manufacture.  Both  grades  sold  for  $5  per 
md.  The  manufacture  of  stellite  required  no  expert  metallurgist, 
3  required  only  accuracy  in  mixing  the  ingredients.  Haynes  just 
t  the  metal  and  sold  it  in  bar  form.  It  was  used  for  making  ma¬ 
ne  tools  and  lathe  tools  for  turning  iron  and  steel. 

^rior  to  March  1,  1913,  Elwood  Haynes  began  to  widely  advertise 
ilite.  He  advertised  in  trade  magazines,  inserted  articles  in  maga- 
es  and  made  addresses  before  various  manufacturing  organiza- 
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tions.  An  advertisement  of  stellite  was  placed  in  the  Februn 
1913,  issue  of  the  trade  magazine,  “Machinery.” 

Stellite  is  resistant  to  acid  and  to  heat  afid  will  not  rust,  t 
coefficient  of  expansion  is  the  same  as  that  of  glass. 

Elwood  Haynes  had  been  successful  in  1907  in  making  an  al» 
composed  of  nickel  and  chromium  and  had  obtained  from  i 
United  States  Patent  Office  patent  No.  873746,  dated  December  ‘ 
1907,  covering  the  same.  He  had  also  received  United  States  pat] 
No.  873745,  dated  December  17,  1907,  covering  an  alloy  of  cobalt  i 
chromium.  On  the  two  patents  obtained  in  1907,  the  respondent  i 
allowed  their  fair  market  value  on  March  1,  1913,  of  $200,000. 

On  July  20,  1912,  Haynes  filed  an  application  in  the  United  Sta 
Patent  Office  for  a  patent  on  the  alloy  “  stellite  ”  which  include* 
ternary  alloy  of  cobalt,  chromium  and  tungsten  or  molybdenum,  a 
a  quationary  alloy  of  cobalt  chromium  tungsten  and  motybdenu 
The  application  was  afterwards  divided  into  two  applications,  i 
original  application  covering  the  ternary  invention  bearing  sen 
No.  710598.  The  new  application  was  filed  in  the  United  Sts; 
Patent  Office  August  16,  1912,  under  serial  No.  715326,  covering  i 
quationary  alloy. 

Notice  was  given  to  Haynes  by  the  United  States  Patent  Office: 
September  5,  1912,  that  application  No.  710598  was  allowed,  a 
that  the  patent  would  issue  upon  the  payment  of  the  final  fee. 
September  6,  1912,  Haynes  received  notice  that  application  sen 
No.  715326  had  been  allowed  and  that  a  patent  would  be  issued  uj 
the  payment  of  the  final  fee. 

Final  fees  were  paid  on  February  28,  1913,  and  the  United  Stai 
Patent  Office  issued  receipts  therefor  on  which  there  was  stamj 
notice  that  the  patent  would  be  issued  in  each  instance  on  April! 
1913.  Patent  No.  1057423  was  issued  to  Haynes  on  April  1,  19: 
covering  the  ternary  alloy  and  on  the  same  date  patent  No.  1057: 
was  issued  to  him  covering  the  quationary  alloy. 

The  Patent  Office  rule  in  1912  was  that  payment  of  final  fees  sho  < 
be  applied  on  the  Thursday  following  payment,  and  that  the  pat  < 
date  would  be  that  of  the  fourth  Tuesday  following  the  Tuesc; 
next  after  the  Thursday  on  which  payment  was  applied. 

Haynes  filed  application  in  the  Canadian  Office  for  patents 
both  the  ternary  and  quationary  alloys  on  January  23,  1913. 
accordance  with  the  Canadian  Government  requirements,  this  apji 
cation  was  divided  so  that  it  became  the  original  application  only  1 
the  ternary  alloy  which  was  the  same  invention  covered  by  Uni' 
States  Patent  No.  1057423.  Upon  this  application  the  Canad 
Patent  Office  on  December  23,  1913,  granted  a  patent  to  the  p< 
tioner,  No.  152710.  Canadian  patent  No.  154134,  covering  the  q 
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Dnary  alloy,  was  issued  March  3,  1914,  for  the  same  invention  cov¬ 
ed  by  United  States  Patent  No.  1057828. 

As  early  as  1900  manufacturers  of  tools  and  machinery  in  metal 
orking  plants  found  that  carbon  steel  tools  would  not  do  the  work 
ananded  by  manufacturers  of  tools  and  lathes.  There  was,  there- 
>re,  developed  a  “high-speed  steel,”  an  alloy  made  of  iron  or  steel 
ith  chromium,  vanadium,  and  other  ingredients.  The  automobile 
ade  and  other  industries  were  rapidly  increasing  and  new  shops 
ere  starting  all  over  the  country.  There  was  a  great  demand  for 
gh-speed  production  and  there  was  a  consequent  demand  for  high- 
>eed  steel.  High-speed  steel  had  power  to  withstand  greater  heat 
hen  being  used  and  to  turn  and  cut  metal  faster  than  the  ordinary 
eel  tools.  In  the  year  1912  there  were  produced  and  sold  about 
>,000,000  pounds  of  high-speed  steel  and  the  increase  in  its  use 
ereafter  has  been  perceptible.  The  increase  in  the  use  of  high- 
eed  steel  had  been  from  20  per  cent  to  50  per  cent  per  annum  from 
04  to  March  1,  1913. 

Prior  to  March  1,  1913,  experiments  made  with  stellite  tools  for 
e  on  lathes  had  shown  that  “  stellite  ”  tools  would  turn  metals 
orn  two  to  five  times  faster  than  the  high-speed  steel  tools.  Stellite 
ing  a  nonferrous  alloy  requires  no  tempering  and  will  not  lose  its 
irdness  when  subjected  to  the  heat  generated  when  cutting  metals 
high  speeds.  It  would  keep  an  edge  longer  than  and  would  not 
quire  being  reground  as  often  as  high-speed  steel.  In  some  ma- 
ines  where  one  tool  governs  others,  it  is  expensive  and  laborious 
remove  tools  to  resharpen  them  and  stellite  might  be  used  to  ad- 
ntage  in  them.  Stellite  is  brittle  but  may  be  used  to  advantage  in 
aking  tools  by  welding  it  as  a  cutting  edge  to  a  steel  shank, 
anetimes  tools  composed  of  stellite  entirely  were  used  and  sometimes 
ly  a  part  was  stellite,  but  even  in  the  latter  case  considerable  stellite 
is  used.  The  properties  of  stellite  were  known  to  manufacturers  en- 
ged  in  making  tools  in  various  parts  of  the  country.  Stellite  was 
4  advantageous  in  all  cases  where  high-speed  steel  was  used.  It 
is  not  good  as  a  finishing  tool  but  was  most  advantageous  for  turn- 
g,  roughing  and  heavy  cutting.  It  was,  however,  expected  that  it 
)uld  supplant  between  1  and  2  per  cent  of  the  total  amount  of 
gh-speed  steel  used. 

It  was  understood  that  in  the  year  1912  the  amount  of  high  speed 
^el  used  for  the  same  purpose  for  which  stellite  was  being  used 
is  600,000  pounds  per  year.  The  domestic  steel  was  being  sold  at 
cents  to  75  cents  per  pound  and  some  imported  steel  sold  for  as  high 
$1.45  per  pound,  while  stellite  was  selling  at  $5  per  pound,  but 
was  expected  that  stellite  would  take  the  place  of  at  least  20  per 
at  of  this  amount  and  would  thereafter  increase  in  use. 
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In  1911  Elwood  Haynes  entered  into  negotiations  with  the  Deloi 
Mining  &  Production  Co.,  afterwards  known  as  the  Deloro  Smeltin 
&  Refining  Co.,  at  Deloro,  Ontario,  Canada,  producers  of  oxide  cj 
cobalt,  and  agreed  to  allow  this  company  to  manufacture  stellii; 
upon  a  royalty  basis.  Definite  arrangements  were  subsequently  mac* 
and  the  actual  manufacture  of  stellite  by  this  company  began  in  tl 
year  1915.  The  Deloro  Smelting  &  Refining  Co.  in  1919  paid  Haynej 
royalties  on  patents  for  stellite  in  the  amount  of  $35,750.40. 

In  the  year  1915  Haynes  formed  a  corporation  for  the  purpose  qj 
manufacturing  stellite  at  Kokomo,  Inch  This  corporation  wJ 
known  as  the  Haynes  Stellite  Co.  Haynes  owned  one-half  of  th 
stock  of  this  company  and  entered  into  a  contract  with  the  compan 
giving  it  the  sole  right  to  manufacture  and  sell  stellite  under  Unite 
States  Patents  Nos.  1057423  and  1057828,  and  for  such  right  the  coi 
poration  agreed  to  pay  Haynes  a  royalty  of  10  per  cent  on  the  gro<- 
sales  of  stellite  manufactured.  Under  this  contract  Haynes  rc 
ceived  for  the  year  1919,  royalties  amounting  to  $172,801.96. 

The  following  is  a  summary  of  the  patents  owned  by  Elwoo 
Haynes  throughout  the  year  1919 : 

United  States  Patent  No.  S73746,  dated  December  17,  1907.  A  metal  alio 
composed  of  nickel  and  more  than  30  per  cent  of  metal  of  the  chromium  grouj 

United  States  Patent  No.  873745,  dated  December  17,  1907.  A  binary  alb' 
consisting  of  cobalt  and  chromium,  or  other  metal  of  the  chromium  group  allie 
with  chromium,  or  having  properties  like  these  of  chromium,  such  metals  of  th 
chromium  groups  embracing  in  addition  to  chromium,  tungsten,  molybdenum 
and  uranium. 

United  States  Patent  No.  1057423,  applied  for  July  20,  1912,  allowed  in  Septen 
her  5,  1912,  all  final  fees  paid  February  28,  1913,  issued  April  1,  1913.  A  met? 
alloy  composed  of  cobalt,  chromium,  tungsten  or  molybdenum. 

United  States  Patent  No.  1057828,  applied  for  July  20,  1912,  allowed  Septen 
ber  6,  1912,  all  final  fees  paid  February  28,  1913,  issued  April  1,  1913.  A  qu;i 
tionary  alloy  of  cobalt,  chromium,  tungsten,  and  molybdenum. 

United  States  Patent  No.  152710,  dated  December  23,  1913.  A  metal  alio, 
composed  of  cobalt,  chromium,  and  one  other  metal  of  the  chromium  groui 

Canadian  Patent  No.  152710,  dated  December  23,  1913.  A  metal  alloy  com 
posed  of  cobalt,  chromium  and  one  other  metal  of  the  chromium  group. 

Canadian  Patent  No.  154134,  dated  March  3,  1914.  A  metal  alloy  compose* 
of  cobalt,  chromium,  tungsten,  and  molybdenum.  A  metal  alloy  composed  o 
cobalt,  chromium  and  two  other  metals  of  the  chromium  group,  a  metal  alhn 
composed  of  cobalt,  chromium  and  a  plurality  of  the  other  metals  of  th*' 
chromium  group. 

English  Patent  No.  2487.  Date  of  application  January  30,  1913.  Accept** 
January  29,  1914.  An  alloy  consisting  of  cobalt,  chromium,  and  one  or  mor< 
other  metals  of  the  chromium  group. 

English  Patent  No.  100434,  January  5,  1918.  An  alloy  consisting  of  cobalt 
chromium  with  iron  or  nickel. 

Italian  Patent  No.  1G11G9  (471/81).  An  alloy  composed  of  cobalt,  chromium 
tungsten  and  molybdenum,  or  alloy  of  the  chromium  group. 
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Austrian  Patent  No.  66714,  April  1,  1914  (15  years).  An  alloy  composed  of 
bait,  chromium,  tungsten,  or  an  alloy  composed  of  cobalt,  chromium,  tungsten, 
id  molybdenum,  or  an  alloy  composed  of  cobalt,  chromium,  and  molybdenum, 
other  metal  of  the  chromium  group. 

Belgian  Patent  No.  253653  dated  February  8,  1913.  An  alloy  composed  of 
bait,  chromium  and  tungsten,  or  an  alloy  composed  of  cobalt,  chromium  and 
olybdenum,  or  an  alloy  composed  of  cobalt,  chromium,  tungsten  and 
olybdenum. 

Hungarian  Patent  No.  64711,  dated  February  5,  1913.  An  alloy  composed  of 
bait,  chromium  and  tungsten,  or  an  alloy  composed  of  cobalt,  chromium  and 
olybdenum,  or  an  alloy  composed  of  cobalt,  chromium,  tungsten  and  molyb- 

num. 

French  Patent  No.  454064,  issued  April  19,  1912.  An  alloy  composed  of 
bait,  chromium,  and  tungsten,  or  an  alloy  composed  of  cobalt,  chromium, 
id  molybdenum,  or  an  alloy  composed  of  cobalt,  chromium,  tungsten,  and 
olybdenum,  or  other  metals  of  the  chromium  group. 

French  Patent  No.  389424,  dated  April  18,  1908,  granted  June  27,  1908 — 
lblished  September  9,  1905.  An  alloy  composed  of  cobalt  and  a  metal  of  the 
romium  group  notably  chromium. 

The  petitioner  claimed  on  his  1919  tax  return  a  March  1,  1913, 
ilue  of  $1,800,000  for  all  of  his  patents  owned  in  1919  which  had 
^en  allowed  (whether  or  not  issued)  prior  to  March  1,  1913,  and 
aimed  as  a  deduction  for  depreciation  thereof  one-seventeenth  of 
[,800,000,  or  $105,882.  The  respondent  allowed  a  March  1,  1913, 
due  of  $200,000  on  patents  issued  prior  to  March  1,  1913,  allowed 
le  cost  of  $5,000  on  all  patents  (including  the  Canadian  and  United 
tates  stellite  patents)  issued  after  March  1,  1913,  and  disallowed 
1  depreciation  claimed  on  stellite  patents  except  $294.11  allowed  on 
le  $5,000  cost.  The  amount  of  depreciation  allowed  by  the  respond  - 
it  was  as  follows : 


Patent 

Date  issued 

Mar.  1,  1913 
value 

Cost 

Deprecia¬ 

tion 

allowed 

S.  No  873745  _ _ _ 

Dec.  17,1907 
...  do.. . 

j.  $200.  000. 00 

1 . 

$11,764.71 

S  No  873746  _ 

p.nrh  Nn  389424  _ 

ench  No  454084  _  _  .  _  _  - 

Apr.  19,1912 
Feb.  8, 1913 
Feb.  5, 1913 
Apr.  1, 1913 
_ do _ 

den  an  >Jn  _ 

mgarian  No.  64711  . _  _ _ _  _ 

J 

' 

_ 

$5,  000 

294. 11 

STNo.  1057423  _ _ 

S.  No  1057828  _ _ 

S.  No  152710  -  -  _ 

Dec.  23,1913 
.  ...do  _ 

uiadian  No  162710  _  _  _  _ 

ariadian  No  154134  .  _ 

Mar.  3,1914 
Jan.  5, 1916 
(?) 

Apr.  1, 1914 

) 

iglish  No.  100434  _ _ 

alian  No.  161169  _ 

astrian  No.  66714-- . .  . . . . 

Tnlftl  Hftnrp.rMftt.inn  ftllowp.H  on  nfttftTlts 

12, 058. 82 

The  patents  owned  by  petitioner  in  1919,  including  those  issued 
oth  prior  to  and  subsequent  to  March  1,  1913,  had  a  total  March  1? 
913,  value  of  at  least  $1,800,000. 
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OPINION. 

Siefkin  :  The  questions  in  this  proceeding  find  their  answer  in  tl 
valuation  of  patents  and  inventions  on  which  applications  for  paten 
had  been  made  on  March  1,  1913.  The  subject  matter  consists  < 
certain  nonferrous  alloys.  There  was  abundant  testimony  of  wel 
qualified  experts  in  metallurgy  as  to  the  physical  characteristics  an 
value  of  the  product.  There  was  also  sufficient  evidence,  in  oi 
opinion,  of  a  demand  for  the  product  which  could  reasonably  1 
expected  to  yield  a  considerable  income  over  the  life  of  the  patent 
From  all  the  evidence  we  conclude  that  the  value  was  at  least  tl 
amount  claimed  by  the  petitioner  and  that  a  deduction  can  be  take 
for  exhaustion  based  upon  the  values  we  have  found. 

The  respondent's  counsel,  although  he  does  not  cite  the  case  ( 
Individual  Tove^el  <&  Cabinet  Service  Co .,  5  B.  T.  A.  158,  in  effe< 
makes  the  same  contention  which  was  made  for  the  respondent  i 
that  case  and  which  was  rejected  by  the  Board.  Although  the  argi 
ment  is  made  in  different  terms,  we  regard  it  as  essentially  the  san 
position.  In  any  event,  we  see  no  merit  in  it. 

Judgment  will  be  entered  under  Ride  -5i 


Frost  Manufacturing  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  14055,  14056.  Promulgated  October  5,  1928. 

1.  Held,  that  reproduction  cost  as  of  March  1,  '1913,  does  not 
establish  actual  value  of  machinery  and  equipment,  as  of  that  date. 

2.  Held,  that  petitioner  is  entitled  to  only  such  depreciation  as 
will  recover  the  cost  of  property  and  not  such  as  will  provide  for 
cost  of  replacement  of  such  property. 

3.  Respondent’s  determination  of  asset  values  for  purposes  of 
invested  capital  upheld. 

4.  Held,  that  an  amount  for  contractual  amortization  should  be 
excluded  from  income. 

Bernard  l).  Hathcock ,  Esq.,  for  the  petitioner. 

Leroy  />.  Hight ,  Esq.,  and  J.  M.  M orauski,  Esq.,  for  the  responden 

These  are  proceedings  under  Docket  Nos.  14055  and  14056,  duly  con 
solidated  for  hearing  and  decision,  for  the  redetermination  of  defi 
ciencies  in  income  and  profits  taxes. 

I  nder  Docket  No.  14055,  covering  the  year  1917,  the  taxes  in  con 
tioversy  amount  to  $6,645.24.  For  this  year  the  respondent  rejectee 
the  petitioner's  claim  for  abatement  in  the  amount  of  $3,997.08  to  th 
extent  of  $2,503.35. 

Under  Docket  No.  14056,  covering  the  years  1918  to  1920,  inclusive 
the  (axes  in  controversy  amount  to  $46,956.53.  The  respondent  foun( 
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deficiency  for  the  year  1918  in  the  amount  of  $52,170.04,  an  over- 
ssessment  for  the  year  1919  in  the  amount  of  $6,235.54,  and  a 
eficiency  for  the  year  1920  in  the  amount  of  $1,022.03. 

The  errors  assigned  as  to  each  of  the  years  in  controversy  relate 
)  the  action  of  the  respondent  in  (1)  refusing  to  allow,  for  purposes 
f  computing  depreciation,  the  value  of  depreciable  assets  as  of 
larch  1,  1913,  as  claimed  by  the  petitioner;  (2)  refusing  to  allow 
ates  of  depreciation  as  claimed  by  the  petitioner;  and  (3)  reducing 
le  invested  capital  of  the  petitioner  on  account  of  alleged  insuffi- 
Lent  depreciation  in  prior  years. 

An  assignment  of  error  peculiar  to  Docket  No.  14056  is  the  failure 
f  the  respondent  to  exclude  from  gross  income  of  the  petitioner  for 
le  year  1919  an  amount  received  by  petitioner  from  the  Federal 
rovernment  as  contractual  amortization. 

The  petition  in  Docket  No.  14055  alleged  error  of  the  respondent 
l  failing  to  consider  the  case  under  section  210  of  the  Revenue  Act 
f  1917,  and  in  Docket  No.  14056  alleged  error  of  the  respondent  in 
ailing  to  consider  the  case  under  sections  327  and  328  of  the  Revenue 
Let  of  1918,  but  at  the  hearing  these  contentions  were  abandoned  by 
he  petitioner. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  in  1902  and  took  over  the  plant, 
aachinery  and  tools  of  the  Badger  Manufacturing  Co.,  with  the 
xception  of  the  machinery  and  tools  pertaining  to  the  manufacture 
f  lamps. 

In  1911,  the  petitioner  sold  the  plant  which  it  occupied  to  the 
ffiicago  Brass  Co.  and  bought  a  new  plant  into  which  it  moved  in 
he  latter  part  of  1912. 

Petitioner  has  been  engaged  in  the  business  of  manufacturing 
trass  goods  ever  since  its  organization  except  for  a  period  during 
he  World  War,  when  it  manufactured  steel  products  under  Federal 
jovernment  contracts. 

When  the  petitioner  moved  into  its  new  plant  in  1912,  it  took 
tactically  all  of  its  machine^.  The  majority  of  this  machinery 
vas  overhauled  and  put  in  efficient  working  order.  New  bearings 
ind  boxes  were  installed  where  necessary,  and  new  lineshafting, 
teel  pulleys,  and  belting  were  installed.  The  general  overhauling 
pven  the  machinery  amounted  to  more  than  incidental  repairs. 

The  expenses  incurred  were  charged  to  the  machinery  and  tool 


•epair  account  as  follows : 

belting _ $154.  80 

ieplacment  of  a  Kempsmith  miller _  950.  00 


V.  tumbler  barrel,  plating  dynamo,  plating  apparatus,  and  drop  hammer-  795.  87 
^abor  and  material  charged  for  overhauling  machinery  in  August,  1912_  247.  53 
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The  last  item  contains  charges  for  pulleys  and  parts  for  machine 
Charges  were  also  made  to  tool  repairs  account  for  labor  and  m 
tcrial  and  putting  tools  back  into  good  condition,  in  the  amount  : 
$257.26.  There  was  also  a  further  item  for  October,  1912,  of  $246.q; 
making  a  total  of  $2,631.97.  None  of  these  were  capitalized.  J 
this  time  numerous  minor  items  were  charged  to  expenses.  Sou 
of  these  were  as  follows : 

Freight  and  drayage  account  increased  over  the  normal  annual  charge 

about -  $5, 

Factory  equipment  account  increased  about _  3, 

Pattern  repair  account  increased  about _  51 

The  cost  of  moving,  repairing  and  rehabilitating  the  machiner 
and  equipment  and  the  cost  of  many  new  assets  were  not  capitalize 
upon  the  company’s  books  but  were  charged  to  operating  expense 
A  reserve  account  of  $3,000  was  set  up  to  provide  for  moving  e? 
penses  and  moving  expenses  were  charged  thereto.  This  reserve  wtj 
taken  out  of  the  amount  received  from  the  sale  of  the  plant.  Th 
charges  were  for  labor  and  material  totaling  $2,457.21,  leaving 
balance  in  the  account.  This  was  charged  off  by  further  credit  t 
machinery  and  tools  account,  foundry  equipment  account  and  th 
sale  of  factory  equipment  which  was  obsolete. 

At  the  time  of  moving  certain  assets  were  disposed  of  and  wer 
charged  off  from  the  account  of  the  petitioner.  Following  is  a  lis 
of  the  accounts  of  the  petitioner  showing  the  amounts  charged  oi 
and  balances  reflected : 


Account 


Machinery  and  tools.. 
Foundry  equipment. . 
Factory  equipment... 

Flasks . 

Office  fixtures . 

Electros  and  woodcuts 

Office  equipment _ 

Traveling  equipment.. 


Charged 

off 

Balanced 
Jan.  1, 1911 

Balanced 
Sept.  16, 
1911 

Balanced 
Jan.  1, 191 

None. 

$58,  468.  49 

$63,  648.  75 

$63,  648. 7 

$1,  000.  00 

3,  763.  13 

2,  763.  13 

2,  763. 1 

6, 042.  27 

13,314.  70 

7,  272.  43 

7,  272.4 

None. 

669.  93 

669.  93 

669.9 

1, 193.  24 

1, 193.  24 

None. 

None 

None. 

658.24 

658.  24 

658.2 

None. 

857.  05 

1, 006.  43 

1,006.4 

None. 

90.29 

90.29 

90.2 

The  cost  of  assets  on  hand  at  December  31,  1912,  and  their  depre 
ciated  value  as  of  that  date,  both  as  shown  by  the  books  of  the 
petitioner,  are  as  follows: 


Account 

Cost 

Depreciated 

value 

Dec.  31, 1912 

Tools  and  machinery 

$69,  615.  86 
6,201.64 
24,  992.  45 
3,  548.  20 
7,  479.  52 
675.58 
661.03 
90.29 

$64,096.37 
5,  201. 64 
24,  143.92 
2, 354. 96 
7, 479. 52 
675.58 
661.03 
9a  29 

Foundry  equipment . 

Factory  equipment. 

Office  fixtures... 

Patterns _ _ 

f lasks . 

Electros  and  woodcuts  . 

traveling  equipment . 

113,  264.  57 

104,  703. 31 

FROST  MANUFACTURING  CO. 
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The  same  rates  of  depreciation  were  used  on  the  books  of  the 
etitioner  as  were  used  on  the  returns  for  the  years  1917  to  1920, 
iclusive.  In  1917  the  petitioner  revised  its  rates  of  depreciation. 
Entries  were  first  made  in  June  or  July,  1917,  and  were  made 
ffective  as  of  January  1,  1917. 

The  cost  of  properties  of  the  petitioner  on  hand  at  December  31, 
016,  the  depreciation  taken  up  to  December  31, 1916,  and  the  depreci- 
ted  value  as  shown  by  the  petitioner’s  books  as  of  that  date  were  as 
)llows : 


Assets 

Cost 

Amount  of 
deprecia¬ 
tion  up  to 
Dec.  31, 
1916 

Depreci¬ 
ated  value 

achinery  and  tools _  . 

$74,  493.  09 
6,  447. 13 
9,  053.  39 
915.61 
33,  355.  36 
3,  369.  55 
665.  28 
108.  29 

$12,  701.  54 

1  fm  1-4 

$61,  791.  55 
5,  413.  99 
7,  347.  26 

undry  equipment.. . . _ 

.tterns _  _  _  . 

1  70ft  1 Q 

asks _  _ 

ctory  equipment . 

lOU.  /  0 

5,  679.  68 
734.  36 
None. 
None. 

/o4.  oo 

27,  675.  68 
2,  635. 19 

Bee  furniture  and  fixtures _ 

ectros  and  woodcuts _ 

avelmg  equipment. . .  .  . 

Ou«J.  Zo 
i  nc  on 

lUo.  L\3 

128,  407.  70 

21,  985.  60 

106,  422. 10 

In  1918  petitioner  was  refunded  $801.72,  corporation  income  taxes 
>r  the  years  1909  to  1916,  based  upon  claims  filed  in  September, 
>17,  whereby  petitioner  claimed  additional  depreciation  for  the 
"ars  1911  to  1916.  The  amount  refunded  was  based  in  part  upon 
ie  allowance  of  the  additional  depreciation  claimed.  The  deprecia- 
on  shown  in  the  return,  the  additional  depreciation  claimed  and 
lowed  on  the  basis  of  the  refund  claims,  and  the  total  depreciation 
lowed  are  set  forth  below : 


Year 

Original 

Additional 

Total 

9 . 

$600. 00 

$600.  00 

ouu.  uu 

1,  200.  00 

1  onn  no 

$11,015. 99 

600.  00 
12,  215. 99 

l,  zuu.  UU 

^  07Q  on 

Id,  zUb.  19 

14,  406. 19 

0,  z/o.  oU 

p;  7Q/i  nn 

1U,  58b.  lz 

15, 859.  51 

0,  /o4.  UU 

p;  A 77  A(\ 

1 U,  7 9U.  4G 

16,  574.  46 

6,  *  /  i . 

K  1  OO  Q 1 

11,  Ub2.  85 

16,  540.  23 

Total _ 

O,  IZO.  ol 

9^  9*Q  AH 

lz,  7o6.  97 

17, 860.  78 

— 

oy,  jys.  5b 

94,  657. 16 

The  petitioner  had  some  war  contracts  with  the  Federal  Govern- 
ent  in  1918  and  1919.  Upon  the  termination  of  these  a  settlement 
‘  agreement  was  entered  into  between  the  petitioner  and  the  Gov- 
nment  on  May  27,  1919,  and  the  petitioner  was  awarded  $10,384.41. 
bat  award  included  an  amount  of  $5,285.39  for  contractual  amortiza- 
m'  was  included  in  the  return  for  1919  as  income.  The  re- 
>ondent  has  deducted  the  contractual  amortization  received  from 
16133—28 - 2 
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the  cost  of  the  assets  upon  which  amortization  has  been  allowed  b, 
has  failed  to  exclude  the  same  from  the  petitioner’s  income  for  t: 
taxable  year  1919. 

The  petitioner  caused  the  Manufacturers’  Appraisal  Co.  to  ma- 
an  appraisal  of  its  machinery  and  equipment  as  of  March  28.  191 
An  inspection  of  the  property  was  made  and  age  was  not  consider 
as  a  factor  in  determining  depreciation.  The  basis  of  valuation  usf 
was  the  cost  of  new  reproduction  as  of  the  date  of  the  apprais;. 
From  this  was  deducted  depreciation  expressed  in  percentage.  T‘ 
appraisal  report  discloses  a  new  reproduction  cost  for  the  property 
of  $117,092.50.  There  is  deducted  therefrom  in  the  report,  depreci- 
tion  in  the  amount  of  $12,941.49,  leaving  a  value  of  $104,151.01.  TH 
appraisal  was  made  between  November  17,  1913,  and  March  28,  191 

The  petitioner,  in  1924,  caused  the  Manufacturers’  Appraisal  C. 
to  revise  its  appraisal  made  as  of  March  28,  1914,  to  show  valuatiu 
and  depreciation  as  of  March  1,  1913.  This  was  done  by  eliminate 
the  items  purchased  and  adding  the  assets  disposed  of  betwe<. 
March  1,  1913,  and  March  28,  1914,  repricing  the  items  at  pric; 
prevailing  at  March  1,  1913,  and  lowering  the  depreciation  for 
one-year  period.  The  report  showed  a  new  reproductive  cost 
machinery  and  equipment  on  hand  as  of  March  1,  1913,  of  $11/ 
023.34.  From  this  was  deducted  depreciation  in  the  amount  • 
$8,736.04,  leaving  a  value  as  of  March  1,  1913,  of  $106,287.30.  1 
making  the  appraisal  the  marketability  of  the  assets  was  not  tak< 
into  consideration. 

The  respondent  has  accepted  the  new  reproductive  cost  of  $11/ 
023.34  as  correct.  The  book  value  of  the  machine^  and  equipme 
of  the  petitioner  on  March  1,  1913,  was  $105,156.57.  The  total  co 
of  machinery  and  equipment  owned  by  the  petitioner  on  Decemb 
31,  1912,  amounted  to  $113,246.57.  The  depreciated  book  value  < 
machinery  and  equipment  on  December  31,  1912,  was  $104,703.3 

In  1917,  the  petitioner  engaged  a  public  accountant  to  make  £ 
investigation  of  its  plant  for  the  purpose  of  installing  a  cost  a 
counting  system.  This  accountant  found  that  the  depreciatic 
written  on  the  books  of  the  petitioner  from  1912  to  1916  had  bee 
written  off  without  any  material  or  particular  basis  and  had  bee 
written  off  of  the  asset  values  rather  than  set  up  in  reserves,  h 
recommended  that  depreciation  on  original  values  be  replaced  an 
set  into  surplus  and  that  additional  rates  of  depreciation  be  use< 
segregated  and  separated  as  to  plant  divisions,  which  rates  varie 
according  to  the  equipment  in  question.  Many  of  the  tools  had  bee 
owned  by  the  petitioner  for  several  years  and  many  were  obsolet 
No  investigation  was  made  as  to  individual  items.  The  propose 
depreciation  rates  which  were  figured  upon  1912  book  valuatioi 
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re  adopted  in  June  or  July  of  1917,  and  were  made  effective  as- 
January  1,  1917.  The  following  are  rates  of  depreciation  claimed^ 
the  petitioner  and  the  rates  allowed  by  the  respondent  during 
»  years  in  controversy: 


Assets 

Rates  of  depre¬ 
ciation 

Claimed 
by  peti¬ 
tioner 

Allowed 
by  re¬ 
spondent 

tros  and  woodcuts _ _ _  __ _ 

Per  cent 
25 

7  y2 

25 

25 

10 

Per  cent 
16% 
6% 
16% 
16% 

6% 

5 

hinery _ _ _ 

s . .  .  _ 

and  dies.. _ _  _ _ _ 

ors  and  electrical  equipment _ _ 

er  equipment . . . . . 

>and  fittings . . . . . 

7% 

7% 

During  the  years  1917  to  1920  the  petitioner  was  confronted  by 
lormal  conditions  which  increased  the  depreciation  of  machinery 
1  equipment.  The  World  War  brought  on  conditions  which 
ised  a  large  labor  turnover  requiring  the  petitioner  to  break  in 
v  help  and  the  depreciation  on  machinery  and  equipment  was 
isiderably  greater  than  it  would  have  been  in  the  hands  of  ex- 
denced  workmen.  This  condition  arose  before  the  United  States 
ered  the  war.  One  of  the  causes  of  the  labor  situation  was  the' 
ge  demand  for  labor  in  munitions  factories. 

OPINION. 

mefkin  :  At  the  hearing  of  this  proceeding  counsel  for  the  respond- 
;  moved  that  the  petition  under  Docket  No.  14056  be  dismissed  in 
far  as  it  relates  to  the  year  1919.  Since  the  respondent  asserted 
deficiency  for  that  year,  but  found  an  overassessment,  the  motion 
herewith  granted. 

rhe  questions  to  be  decided  are  whether  the  respondent  erred  in 
)  refusing  to  allow,  for  purposes  of  computing  depreciation,  the 
iue  of  depreciable  assets  as  of  March  1,  1913,  as  claimed  by  the  peti- 
ner;  (2)  refusing  to  allow  rates  of  depreciation  during  the  years 
L7,  1918,  and  1920  claimed  by  the  petitioner;  (3)  reducing  the 
nested  capital  of  the  petitioner  for  each  of  the  years  in  question  on 
xmnt  of  alleged  insufficient  depreciation  in  prior  years;  and  (4) 
tling  to  exclude  from  gross  income  of  the  petitioner  for  the  year 
19  an  amount  received  by  petitioner  from  the  Federal  Government 
constructual  amortization. 

(1)  The  petitioner  caused  an  appraisal  company  to  make  an  ap- 
aisal  of  its  machinery  and  equipment  as  of  March  28,  1914.  The 
praisal  report  discloses  a  new  reproduction  cost  of  the  properties 
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of  $117,092.50.  There  was  deducted  therefrom  in  the  report  depreci 
tion  in  the  amount  of  $12,941.49,  leaving  a  value  of  $104,151.01.  ] 
1924  the  petitioner  caused  the  appraisal  company  to  revise  its  a; 
praisal  of  March  28,  1914,  and  show  valuation  and  depreciation  i 
of  March  1,  1913.  A  new  reproduction  cost  of  machinery  and  equh 
ment  on  hand  as  of  March  1,  1913,  was  found  to  be  $115,023.34.  T1 
respondent  agrees  that  this  was  the  new  reproduction  cost.  Depr 
ciation  in  the  amount  of  $8,736.04  was  deducted  from  this  leaving  a 
alleged  March  1,  1913,  value  of  the  machinery  and  equipment  ( 
$106,287.30.  But,  as  we  said  in  Greenebaum  Brothers ,  Inc .,  6  B.  r 
A.  86 : 

Even  though  we  accept  the  appraisal  made  in  1914  as  establishing  the  repi 
duction  cost  as  cf  March  1,  1913,  we  are  unable  to  determine  the  actual  va If 
of  the  buildings  on  March  1,  1913,  as  replacement  cost  gives  no  dependab 
index  to  actual  value. 

We  hold  that  the  petitioner  has  failed  to  overcome  the  presumptic 
of  correctness  of  the  respondent’s  valuation  of  the  depreciable  asse 
as  of  March  1,  1913.  j 

(2)  The  rates  of  depreciation  allowed  by  the  respondent  durin 
the  years  1917,  1918,  and  1920,  and  the  rates  claimed  by  the  petition* 
during  those  years  are  as  follows : 


Assets 


Electros  and  woodcuts . . 

Machinery . 

Tools . . . . 

Jigs  and  dies . . . . 

Motors  and  electrical  equipment 

Power  equipment . 

Pipe  aud  fitting . 


Rates  of  depreci 
ation 


Claimed 
by  peti¬ 
tioner 

Claime 
by  re-: 
sponde 

Per  cent 

Per  cei 

25 

If 

7  H 

ri 

25 

if: 

25 

if 

10 

uj 

7H 

i 

1 

During  the  years  1917  to  1920  the  petitioner  was  confronted  b 
abnormal  conditions  which  increased  the  depreciation  of  machiner 
and  equipment.  The  World  War  brought  on  conditions  which  cause 
large  demands  for  labor  in  munitions  factories  and,  as  a  result  c 
this,  the  petitioner  lost  many  of  its  experienced  workmen.  The  cot 
sequence  was  that  the  machinery  and  equipment  of  the  petitioner  wn 
damaged  to  an  unusual  extent  by  inexperienced  help  which  petitionc 
had  to  employ. 

The  rates  of  depreciation  set  forth  above  were  recommended  t 
the  petitioner  by  an  accountant  who  figured  the  rates  upon  1912  boo 
valuations.  Many  of  the  tools  had  been  owned  by  the  petitioner  fo 
several  years  and  many  were  obsolete.  No  investigation  was  made  a 
to  the  condition  of  individual  items. 
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W.  J.  Frost,  president  of  the  petitioner,  who  controlled  the  policy 
>f  writing  off  depreciation  of  the  petitioner,  testified  as  follows: 

Q.  Do  you  know  whether  or  not  the  rates  claimed  during  the  years  1917  to 
>0  are  higher  than  the  rates  of  depreciation  used  in  computing  depreciation 
ntered  upon  the  books  of  the  corporation  prior  to  the  year  1917? 

A.  Yes,  they  were  higher — or  are  higher.  Higher  today. 

Q.  You  had  some  reason,  I  assume,  for  increasing  the  rates  of  depreciation 
uring  those  years  ’17  to  ’20  over  and  above  the  rates  used  in  previous  years? 
A.  I  did.  I  considered  it  a  very  good  reason. 

Q.  What  was  the  reason? 

A.  The  fact  that  depreciation  was  figured  on  low  valuations  or  previous 
osts.  Beginning  with  the  earlier  years  of  the  war  the  cost  of  all  of  our 
^uipment  advanced  tremendously.  Now,  a  depreciation  which  would  take 
are  of  and  replace  cost  value  based  on  what  we  paid  for  the  material  would 
e  entirely  inadequate  to  replace  it  at  the  increased  values. 

*  *  *  *  *  *  * 

Q.  Assuming  that  they  have  allowed  additional  depreciation  because  of 
vertime  operations,  did  you  consider  that  in  spite  of  that  fact  the  normal 
epreciation  rates  during  the  years  1917  to  1920  should  be  higher  than  those 
leretofore  used? 

A.  Yes,  I  do,  for  this  reason.  Assuming  that  the  Government  did  allow’ 
dditional  depreciation,  that  w’ould  be  simply  for  the  additional  time  of  use, 
nd  that  would  not  affect  the  point  that  I  mentioned  before,  the  necessity 
)r  higher  rates  of  depreciation  to  cover  the  new  cost  or  the  cost  of  replacing 
lat  machinery. 

In  Louis  Titus ,  2  B.  T.  A.  754,  we  stated: 

*  *  *  The  theory  of  depreciation  is  that  the  taxpayer  should  be  allowed, 

uring  the  useful  life  of  property  used  in  his  business,  to  recover  the  cost  of 
uch  property.  Appeal  of  the  Brevoort  Hotel  Co.  1  B.  T.  A.  132. 

We  are,  therefore,  led  to  the  opinion  that  the  depreciation  claimed 
y  the  petitioner  was  based  upon  an  improper  conception  of  the 
heory  of  depreciation  and  that  such  claimed  rates  are  excessive, 
'he  respondent’s  determination  of  rates  of  depreciation  will  not 
e  disturbed. 

(3)  The  petitioner  contends  that  the  book  value  of  its  assets  as  of 
)ecember  31,  1916,  in  the  amount  of  $106,422.10,  should  be  included 
n  invested  capital  as  of  that  date.  The  evidence  discloses  that 
hese  assets  were,  in  the  main,  equipment  owned  by  petitioner  since 
ts  organization  in  1902.  The  books  of  petitioner  show  that  the 
mount  of  depreciation  taken  up  to  December  31,  1916,  was 
21,985.60.  This  indicates  that  over  this  period  an  average  deprecia- 
ion  of  only  slightly  over  1  per  cent  was  taken  on  the  assets,  the  cost 
f  which  amounted  to  $128,407.70. 

On  page  44  of  the  deposition,  Frost  testified  as  follows: 

Q.  In  your  opinion,  Mr.  Frost,  do  you  believe  that  the  consideration  of  such 
epreciation  as  was  written  off  in  years  prior  to  1917  and  the  items  w7hicb 
?ere  charged  to  expenses  which  might  properly  have  been  capitalized,  would 
ive  a  result  comparable  to  that  arrived  at  by  using  the  rates  w’hich  you  en- 
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tered  upon  your  books  and  claimed  in  your  tax  returns  for  the  years  191’ 
to  1920? 

A.  Yes,  I  do.  I  think  that  is  borne  out  by  what  followed  in  1914.  You  set 
when  we  moved  over  here  we  wrote  off  quite  an  item.  I  don’t  recall  the  exac 
amount,  but  it  was  a  considerable  item — wiped  it  off  entirely — so  that  when  m 
were  in  full  operation  here  we  felt  that  we  had  the  full  value  that  was  reflectet 
by  our  books ;  but  at  that  time  in  order  to  confirm  that  question  I  had  ai 
appraisal  made,  and  the  sound  value  of  that  appraisal  showed  a  slightly  highei 
figure  than  our  books,  I  think  that  would  in  itself  justify  the  practice  that  wc 
had  followed  in  the  previous  ^ears. 

However,  we  have  been  presented  with  insufficient  evidence  tc 
determine  whether  or  not  items  charged  to  expense  should  have  beer 
properly  capitalized,  nor  were  the  amounts  of  such  items  placed  ir 
evidence.  As  already  pointed  out,  the  appraisal  made  w^as  based 
upon  cost  of  reproduction  as  of  date  of  the  appraisal  and  such  ap¬ 
praisal  is  entitled  to  little  weight.  The  petitioner  contends  that  such 
appraisal,  which  was  approximately  the  same  as  the  values  showr 
upon  the  books,  proves  that  the  book  values  were  proper.  We  can¬ 
not  agree  with  this  contention.  It  is  our  opinion  that  insufficient 
depreciation  was  taken  in  years  prior  to  the  taxable  years  in  ques¬ 
tion  and  the  respondent’s  determination  of  asset  values  for  invested 
capital  purposes  will  not  be  disturbed. 

(4)  On  May  27,  1919,  a  settlement  or  agreement  was  entered  into 
between  the  petitioner  and  the  Federal  Government,  whereby  pe¬ 
titioner  was  awarded  an  amount  of  $5,285.39  for  amortization  of  wai 
contracts  which  had  been  entered  into  in  1918  and  1919.  This 
amount  was  included  by  the  petitioner  in  its  return  for  the  year 
1919  as  income.  The  respondent  has  deducted  the  contractual  amor¬ 
tization  received  from  the  cost  of  the  assets  upon  which  amortization 
has  been  allowed  but  has  failed  to  exclude  the  same  from  the  pe¬ 
titioner’s  income  for  the  taxable  year  1919.  In  failing  to  exclude  this 
amount  from  the  petitioner’s  income  for  this  year  the  respondent 
has  erred. 

Judgment  will  be  entered  under  Rule  50. 

Mt.  Vernon  Car  Manufacturing  Co.,  Petitioner,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  14207.  Promulgated  October  5,  1928. 

Held,  that  certain  interest  notes  should  be  included  in  invested 
capital  of  petitioner  at  their  face  values. 

Russell  A.  McNair ,  Esq .,  for  the  petitioner. 

A.  S.  Lisenby ,  Esq .,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  excess-profits  taxes  for  the  calendar  year  1921,  and  the 
amount  in  controversy  is  $13,869.61. 
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The  errors  assigned  are  as  follows:  (1)  The  respondent  has  under- 
tated  the  amount  of  depreciation  on  tracks  and  switches  by 
11,748.64;  and  (2)  the  respondent  has  understated  the  invested 
apital  by  reason  of  the  exclusion  therefrom  of  certain  interest  notes 
if  the  Lumber  Mineral  Co. 

At  the  hearing  the  respondent  was  granted  permission  to  amend 
Lis  answer  so  as  affirmatively  to  allege  that  the  petitioner’s  invested 
apital  for  1921  was  overstated  in  the  respondent’s  final  determina- 
ion  by  the  amount  of  $83,300,  representing  the  par  or  face  value  of 
tock  of  the  Lumber  Mineral  Co.  owned  by  the  petitioner. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation  with  principal  office  at  Mt. 
Vernon.  It  is  engaged  in  the  business  of  foundry  and  railroad 
vork  and  the  building  of  freight  cars  of  all  descriptions. 

In  1906  and  thereafter  until  a  fire  occurred  in  1916  the  Lumber 
Vlineral  Co.,  a  Maine  corporation,  was  engaged  in  the  lumber  and 
lawmill  business  at  Arbo,  Miss. 

On  June  16,  1906,  the  petitioner  and  the  Lumber  Mineral  Co. 
‘ntered  into  an  agreement  whereby  the  petitioner  agreed  to  loan  or 
tdvance  to  the  Lumber  Mineral  Co.,  from  time  to  time,  such  sums 
)f  money  as  might  be  required  to  meet  and  pay  maturing  notes  and 
)bligations  of  the  lumber  company  and  also  to  provide  betterments 
ind  improvements  in  the  lumber  company’s  plant.  These  advance- 
nents  and  loans  were  to  bear  interest  at  the  rate  of  6  per  cent  from 
:he  date  made.  The  Lumber  Mineral  Co.  agreed  to  use  its  best  en- 
leavors  to  provide  suitable  lumber  for  car-building  purposes  for  the 
oetitioner.  The  Lumber  Mineral  Co.  further  agreed  to  issue  its  bonds 
secured  with  its  property,  at  any  time  thereafter,  in  sufficient  amount 
to  cover  and  secure  all  sums  due  to  petitioner,  or  at  any  time  upon 
petitioner’s  request  to  secure  its  indebtedness  to  petitioner  by  mort¬ 
gage  or  second  mortgage,  or  deed  of  trust  on  all  of  its  property. 

Advances  for  the  purpose  of  paying  off  or  taking  over  the  notes  and 
leed  of  trust  given  by  the  Lumber  Mineral  Co.  to  W.  S.  F.  Tatum 
for  timber  were  to  carry  interest  at  7^  per  cent. 

By  the  terms  of  the  agreement  the  petitioner  agreed  to  subscribe 
for  723  shares  of  the  capital  stock  of  the  Lumber  Mineral  Co.  at  the 
par  value  of  $100  per  share. 

No  mortgage  was  ever  requested  by  the  petitioner  under  the  terms 
of  this  agreement  and  none  was  executed. 

In  arriving  at  the  deficiency  involved  in  this  proceeding,  there  was 
not  included  in  petitioner’s  invested  capital  the  sum  of  $230,126.80, 
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representing  the  face  amount  of  notes  given  to  the  petitioner  by  th 
Lumber  Mineral  Co.  of  Arbo,  Miss.,  in  payment  of  interest  on  certai] 
advances  made  by  the  petitioner  to  the  said  Lumber  Mineral  Co.  dur 
ing  the  years  1905  to  1911,  inclusive.  The  said  notes  were  dated  and; 
were  in  aggregate  amounts  as  follows: 


Apr.  30,  1907 
Apr.  30,  1908. 
Apr.  30.  1909. 
Apr.  30,  1910. 
Apr.  30,  1911 


$5,  200.  48 
17,  110.  69 
24,  361.  00 
31,  602.  22 
34,  745.  85 


Apr.  30,  1912 _ $37, 126.  4 

Apr.  30,  1913 _  39,358.1!! 

Apr.  30,  1914 -  40,621.9 

- 

Total -  230, 126. 


Each  of  said  notes  had  a  value  equal  to  the  face  amount  at  the  dah 
received  by  the  petitioner. 

The  petitioner  did  not  include  the  $230,126.80  as  a  part  of  its  in¬ 
vested  capital  on  its  original  or  amended  return  for  the  year  1921. 

Xo  amount  has  ever  been  paid  to  the  petitioner  or  any  of  the  afore¬ 
said  notes  by  the  Lumber  Mineral  Co.  or  anvone  in  its  behalf. 

The  petitioner  made  certain  cash  advances  to  the  said  Lumber 
Mineral  Co.  during  the  years  1905  to  1911,  inclusive,  as  follows: 


1905  _ $10,000 

1906  _  152,000 

1907  _  180,000 

1908  _  90,  000 

1909  _  82,  000 


1910  _ 

1911  -  $5,  00( 

Total - 519,000 


All  of  the  aforesaid  advances  were  repaid  by  the  said  Lumber 
Mineral  Co.  to  the  petitioner  as  follows: 


1907,  by  issuance  of  723  shares  of  capital  stock  of  $100 


eacn - $72,300 

1913,  by  cash -  21,  400 

1917,  by  cash -  203,  300 

1918,  byx  cash -  125,  000 

1919,  by  cash -  97,  000 


519,  000 

The  aforesaid  notes  in  the  total  amount  of  $230,126.80  represented 
pa}’ments  of  interest  on  the  aforesaid  advances. 

On  the  following  dates,  petitioner  debited  the  surplus  account  on 
its  books  and  credited  the  notes  receivable  account  with  the  following 
sums,  representing  the  interest  notes  set  out  above,  to  wit : 

Dec.  31,  1908 - $22,  311. 17 

Dec.  31,  1909 -  24,  361.  00 

Dec.  31,  1910 _  31,  602.  22 

Dec.  31,  1911  -  34,745.85 

Dec.  31,  1912 -  37, 126.  43 

On  May  11,  1916,  the  Lumber  Mineral  Co.,  of  Arbo,  Miss.,  suffered 
a  disastrous  fire. 


Dec.  31,  1913 _ $39,  358. 19 

Dec.  31,  1914 _  40,  621.  94 

Total _  230, 126.  80 
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The  aforesaid  amount  of  $230,126.80  was  not  claimed  in  the  orig- 
lal  or  amended  returns  of  the  petitioner  for  the  years  1917,  1918, 
919,  and  1920,  as  invested  capital,  nor  was  the  said  item  allowed 
s  invested  capital  by  the  respondent  in  computing  the  petitioner’s 
ability  for  taxes  for  those  years.  The  petitioner  first  made  its  claim 
ar  invested  capital  on  account  of  the  said  item  in  its  protest  of 
eptember  6,  1923,  to  the  Commissioner’s  30-day  letter  of  July  5, 
923,  proposing  additional  income  and  profits  taxes  for  the  calendar 
ear  1918  to  1920,  inclusive. 

The  petitioner  did  not  include  the  said  item  of  $230,126.80  as  an 
sset  on  its  capital-stock-tax  returns,  in  schedule  A  thereof,  for  the 
ears  1917,  1918,  1919,  1920,  or  1921.  Petitioner  executed  a  general 
aiver  of  the  benefit  of  the  statute  of  limitations  for  all  years  prior 
■)  and  including  the  return  for  the  period  ending  June  30,  1919. 
)n  July  19,  1923,  petitioner  filed  a  claim  for  refund  of  $4,275,  a  por- 
on  of  additional  capital-stock  tax  paid  for  the  years  1920  to  1923,  in- 
lusive,  based  on  the  revenue  agent’s  report,  and  the  Commissioner’s 
it-ter  of  July  5,  1923,  proposing  the  assessment  of  additional  income 
ixes  for  the  years  1918  to  1920,  inclusive.  Prior  to  a  determination 
f  this  claim  for  refund,  the  capital-stock-tax  division  of  the  Bureau 
f  Internal  Revenue  procured,  and  had  knowledge  of  petitioner’s  pro- 
sst  of  September  6,  1923,  and  the  Income  Tax  Unit’s  determination 
lereon.  A  refund  of  $1,830  was  allowed. 

In  accordance  with  the  stipulation  of  the  parties  the  petitioner’s 
ivested  capital  for  the  year  1921  should  be  increased  by  either  or 
11  of  the  amounts  of  $16,094.46,  $11,880.17,  and  $1,528,  representing 
le  petitioner’s  decrease  in  taxes  for  the  respective  years  1918,  1919, 
nd  1920,  affecting  its  invested  capital  for  1921  in  the  said  amounts. 
In  arriving  at  the  amount  of  the  deficiency  in  tax  for  the  year 
921,  upon  which  this  petition  for  redetermination  is  based,  the 
ispondent  computed  the  invested  capital  as  follows : 


apital  stock _  $200,  000.  00 

urplus,  Dec.  31,  1920 _  4,  934,  054.  21 

rorkmen’s  compensation  reserve _  158,  418. 16 


5,  292,  472.  37 

educt  additional  income  and  profits  taxes : 

1917  _ $20,947.47 

1918  _ 161,701.17 

1919  _  96,  474.  05 

Proration  of  1920  income  and  profits  taxes _  64,  043.  84 

Inadmissible  assets _  60, 180.  59 

-  403,  347. 12 


4,  889, 125.  25 
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Said  surplus  as  of  December  31,  1920,  does  not  include  the  sum  o 
$230,126.80. 

The  stock  of  the  petitioner  is  held  by  about  30  stockholders,  bu 
the  controlling  interest  has  always  been  held  by  the  family  of  W.  C 
Arthurs,  who  has  been  president  of  the  petitioner  since  1908.  At  th 
end  of  each  year  in  which  interest  notes  were  received  by  the  peti 
tioner  from  the  Lumber  Mineral  Co.,  Arthurs  directed  his  bookkeepe 
to  charge  such  interest  notes  from  the  books  so  as  to  reflect  a  con 
servative  balance  sheet  in  order  to  maintain  a  good  credit  rating 
It  was  known  to  the  petitioner  that  there  would  be  delay  in  receiving 
payment  on  the  interest  notes.  The  policy  of  the  petitioner  was  t( 
keep  the  statement  of  assets  upon  the  books  written  down  to  th< 
amount  where  that  much  could  be  realized  from  them.  Petitionei 
wanted  nothing  on  the  books  that  would  not  readily  yield  proceeds 
When  the  interest  notes  were  received  by  the  petitioner  they  wer< 
credited  to  interest  account  and  charged  to  bills  receivable  on  peti 
tioner’s  books.  When  they  were  charged  off,  the  interest  account 
was  credited  and  the  surplus  account  was  charged  in  like  amount  or 
petitioner’s  books.  After  some  of  the  notes  were  charged  off,  th( 
petitioner  continued  to  make  advances  to  the  Lumber  Mineral  Co 
At  or  prior  to  the  charging  off  of  the  notes  the  petitioner  had  nevei 
sued  the  Lumber  Mineral  Co.  for  payment  thereof. 

On  or  about  April  30,  1914,  the  petitioner  waived  further  interest 
on  the  advances  made  by  it  to  the  Lumber  Mineral  Co.  until  the 
company  was  in  better  financial  condition. 

The  Lumber  Mineral  Co.  has  never  disclaimed  liability  on  these 
notes  and  they  have  always  appeared  on  its  books  as  obligations.  On 
November  28, 1927,  the  Lumber  Mineral  Co.,  by  H.  H.  Cust,  president, 
and  Henry  T.  Jones,  secretary,  wrote  the  petitioner  a  letter  which 
stated  in  part: 

Your  company  and  a  number  of  your  individual  stockholders  own  large 
blocks  of  stock  in  this  corporation  and  our  relations  have  been  very  close.  We 
realize  that  the  statute  of  limitations  has  run  against  these  several  interest 
notes  and  it  is  possible,  that,  in  any  legal  action  taken  to  collect  on  them, 
the  statute  might  be  successfully  pleaded.  However,  we  desire  to  state  that 
it  has  never  been  our  idea  nor  intention  to  avail  ourselves  of  that  or  any  other 
possible  defense.  We,  therefore,  beg  to  assure  you  that  this  company  waives 
the  benefit  of  the  statute  of  limitations  on  this  company’s  notes  held  by  you. 
namely,  *  *  *. 

No  meeting  of  the  board  of  directors  of  the  Lumber  Mineral  Co. 
was  held  in  regard  to  waiving  the  statute  of  limitations.  Up  to  and 
including  1921  the  petitioner  never  made  demand  on  the  Lumber 
Mineral  Co.  for  payment  of  the  interest  notes. 

The  Lumber  Mineral  Co.  was  actively  engaged  in  the  manufac¬ 
ture  of  lumber  and  turpentine  products,  running  a  general  store. 
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commissary  and  branch  stores  until  a  fire  destroyed  the  mill  in 
Vlay,  1916.  In  1911  the  company  had  14,642  acres  of  land  and  from 
5,000  to  10,000  acres  of  timber  rights. 

In  1914  and  1915  approximately  $40,000  had  been  expended  in 
'xtending  its  mill  and  the  capacity  had  thereby  been  greatly  in¬ 
creased.  After  the  fire  the  mill  was  not  rebuilt  because  the  com¬ 
pany  had  no  assurance  that  it  could  obtain  machinery  within  a  rea¬ 
sonable  time,  and  because  the  price  of  machinery  had  advanced  from 
50  to  100  per  cent.  Labor  conditions  were  also  bad.  In  the  early 
Dart  of  1917,  after  the  insurance  had  been  collected  on  the  property 
lestroyed  by  fire,  the  company  decided  to  liquidate  the  business  and 
Droceeded  to  collect  their  accounts  and  convert  their  assets  into 
noney  to  pay  off  creditors.  Since  1918  the  company  disposed  of 
such  of  their  property  as  they  were  able  to  and  the  only  business 
he  company  has  since  engaged  in  has  consisted  of  disposing  of  its 
issets,  settling  its  liabilities,  and  operating  two  farms  of  not  over 
200  acres  of  cultivated  lands. 

Of  the  total  of  1,206  shares  of  stock  of  the  Lumber  Mineral  Co. 
Dutstanding,  the  petitioner  owns  723  shares.  The  remainder  is 
Dwned  by  8  or  10  persons.  The  capital  stock  of  the  Lumber  Min¬ 
eral  Co.  has  a  par  value  of  $100  per  share.  The  petitioner  charged 
Dff  its  books  on  December  31,  1916,  the  capital  stock  of  the  Lumber 
Mineral  Co.  owned  by  it.  No  dividend  was  ever  paid  on  the  stock 
Df  the  Lumber  Mineral  Co.  There  have  been  no  directors’  meetings 
Df  the  company  since  1919. 

W.  C.  Arthurs,  at  present  president  of  the  petitioner,  has  been  an 
Dfficer  thereof  since  1890.  He  was  a  stockholder  and  director  of  the 
Lumber  Mineral  Co.  from  the  date  of  its  organization  until  1919. 
H.  H.  Cust  has  been  assistant  to  the  president  of  the  petitioner  since 
1918.  From  1903  to  1918,  he  was  president  and  treasurer  of  the 
Lumber  Mineral  Co.  He  has  been  a  director  of  such  company  since 
1903  up  to  the  present  time.  The  present  directors  of  the  Lumber 
Mineral  Co.  are  H.  H.  Cust,  W.  C.  Arthurs  and  R.  K.  Weber,  who 
owns  10  shares  of  stock  in  the  Lumber  Mineral  Co. 

The  balance  sheet  of  the  Lumber  Mineral  Co.  as  of  January  1, 
1917,  was  as  follows : 


Assets 

Dash  on  hand  and  banks _ $30, 184.  56 

Vlt.  Olive  property _  149,  544.  00 

lutside  timber  account -  84, 132.  00 

Plant  and  tool  account _  133,  291.  51 

•Bills  receivable _  119, 11 

Team  investment  account _  2,  647.  00 

Turpentine  investment _ , _  2,  025.  00 
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Construction  account _ 

Railroad  construction _ 

Feed  account _ 

Hot  Springs  account _ 

Hubbard  Mill  machinery _ 

Portable  sawmill  machinery 

Fire  account _ 

Accounts  receivable _ 

Farm  investment  account _ 

Farm  trading  account _ 

Farm  potato  account _ 

Farm  expense _ 

Camp  store  check  account _ 

Insurance  and  taxes _ 

Mt.  Vernon  interest  account. 

Supply  house  account _ 

Attorney's  fees  account _ 

Oil  and  waste  account _ 


Inventory — general  expense _ $1,  632. 18 

Inventory — lath  and  lumber _  25,  021.  22 

Inventory — commissary _  14,  007. 11 

Inventory — turpentine  and  rosin _  8,163.36 


$394. 
12,  389. ! 

167.1 
1,  528. 1 

100.  ( 
300.  ( 
119,  007. 1 
7,  951.  ,r 
14,  213. ; 

1,  096.  "■ 
385.] 

2,  796.  * 

48. 5 
9,  241. 1 

765.2 
6,  8S0.  £ 

150.  C 
26.9 


48,  823.  87 

Additional  assets : 

Inventory — 5,000,000  ft.  standing  timber  at  $4.00 


per  M  ft _  20,  000.  00 

Inventory — 11.317  acres  land  at  $7 _ 79,  219.  00 

Inventory — 3,308  acres  land  at  $10 _  33.  080.  00 

-  181, 122. 8 


Total  assets 


760,  509. 1 


Liabilities  and  Net  Worth 


Bills  payable  Mt.  Vernon _ $695,  984. 4: 

Bills  payable  commercial _  5,  500. 0» 

Store  check  account _  193. 4. 

Accounts  payable _  2,  508. 91 

Pay  roll  and  labor _ _ _  278. 92 

Farm  receipts _  492.  G< 

Depreciation _  66.  000. 0( 

Total  liabilities _  770,  895. 31 

Net  worth  : 

Capital  stock - $120,  600.  00 

Net  loss -  130,  9S6.  21 

-  10,  386. 21 

Total  liabilities  and  net  worth _  760,  509.  IS 


All  of  the  above  items  were  taken  from  the  company’s  books  except 
the  items  comprising  “  additional  assets.”  The  item  u  Mt.  Olive  prop¬ 
erty,  $149,544.00  ”  includes  land  valued  at  $3  per  acre  and  also  timber. 
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here  were  also  more  than  5,000,000  feet  of  good  merchantable  timber 
hich  were  not  carried  on  the  books,  but  which  are  included  under 
Iditional  assets  in  the  balance  sheet.  The  value  of  this  was  about  $4 
’  $5  per  thousand  feet.  The  item  “  11,317  acres  of  land  at  $7.00 — 
'9,219.00,”  is  included  under  additional  assets  to  represent  the  dif- 
srence  between  the  $3  per  acre  valuation  of  land  carried  in  the  “  M*t. 
live  ”  account  and  the  value  of  the  land  as  calculated  by  the  com- 
xny.  This  11,317  acres  of  land  was  assessed  at  $6  per  acre  in  1917. 
l  the  county  in  which  the  land  is  situated  land  is  assessed  at  about 
)  per  cent  less  than  its  real  market  value.  The  land  in  question  was 
orth  $10  or  more  per  acre. 

The  item  “3,308  acres  of  land  at  $10.00 — $33,080.00”  represents 
nd  held  by  the  company  which  was  not  carried  on  the  books.  The 
mber  thereon  liad  been  sold  to  the  Kolia  Lumber  ‘Co.  under  a  5-year 
ase.  The  value  of  the  land  was  not  carried  on  the  company’s  books 
icause  the  timber  had  not  been  cut  and  the  company  did  not  cus- 
imarily  inventory  their  land  until  the  timber  had  been  removed, 
his  land  was  southeast  of  the  main  body  of  the  land  and  was  near 
ollins,  Miss.  It  was  just  as  near  the  railroad  as  the  other  and  was  at 
ast  as  valuable.  It  was  conservatively  worth  $10  per  acre. 

The  item  “Bills  Payable,  Mt.  Vernon,  $695,984.43,”  includes  both 
rincipal  and  interest  notes  given  by  the  company  to  the  petitioner. 
The  balance  sheet  as  of  January  1,  1918,  was  as  follows : 

Assets 


ish  on  hand  and  banks 

t.  Olive  property - 

ant  and  tool  account - 

ills  receivable _ 

earn  investment _ 

ccounts  receivable _ 

irm  investment  No.  1__. 

irm  expense  No.  1 _ 

irm  investment  No.  2 — . 
ipply  house  account - 


iventory — general  expense _  $775.  00 

iventory — commissary _  807.  07 

ventory — lumber  and  lath -  4,  569.  67 


$21,  820.  51 
33,  951.  00 
63,  210.  89 
157,  542.  67 
498.  00 
10,  440.  56 
14,  247.  53 
3,  913. 14 
3,  825.  02 
5,  063.  61 


Total _  6, 151.  74 

Iditional  assets : 

Inventory — 5,000,000  ft.  standing  timber  at  $4  per 


M  ft _  20,000.00 

Inventory — 11,317  acres  land  at  $7 _ 79,  219.  00 

Inventory — 3,308  acres  land  at  $10 _  33,  080.  00 

-  138,  450.  74 


Total  assets _ _  452,  963.  67 


818 


13  u.  s.  Board  of  tax  appeals  reports. 


(8) 


Liabilities  and  Net  Worth 

Bills  payable - $456,  355  j 

Store  check  account _  _  ^33 | 

Accounts  payable _  4 

Pay  roll  and  labor _  ’  433! 

farm  receipts  (1917) _  2  236  i 


Total  liabilities -  460,298.5 

Net  worth : 

Capital  stock - - $120,600.00 

Net  loss -  127,  934.  58 

-  7,  334. ; 

Total  liabilities  and  net  worth _  452,  953  • 

The  balance  sheet  as  of  January  1,  1919.  was  as  follows: 

Assets 

Cash  on  hand  and  banks _ <j>32  029  | 

Mt.  Olive  property -  33^  951  \ 

Plant  and  tool  account _  16’  , 

Bills  receivable _  ^  957 

Team  investment _ _ _  gjg  . 

Accounts  receivable _ 3  450 

Farm  investment  account  1 _  15*  528 

Farm  trading  account _  4  339 

Farm  expense  account  No.  1 _ _  7g2 

Farm  investment  account  No.  2 _  6,  387. 

Inventory — general  expense _  $396.  50 

inventory — lumber  on  hand _  224.  00 

Inventory — coal  on  hand _  160.  00 

Inventory — commissary  and  supplies _  315.  93 

Inventory — hay  and  feed _  85.  49 


Total -  i,  181.  88 

Additional  assets : 

Inventory — 5,000  feet  standing  timber  at  $4  per  M  ft_  20,  000.  00 

Inventory — 11,317  acres  land  at  $7 _ 79,219.00 

Inventory — 3,308  acres  land  at  $10 _  33,  080.  00 

-  134,  662.  7 


Total  assets -  316,960.5 

Liabilities  and  Net  Worth 

Bills  payable - $327,126.8 

Pay  and  labor _  165.  £ 

Store  check  account _  130.  7 


Total  liabilities _ C _  327,  423. 3 

Net  worth : 

Capital  stock - $120,  600.  00 

Net  loss -  131,  063. 12 

-  10,  463. 1 


Total  liabilities  and  net  loss 
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The  balance  sheet  as  of  January  1,  1920,  was  as  follows: 


Assets 

sh  on  hand  and  banks - $17,  751.  57 

Olive  property _  33,  951.  00 

ant  and  tool  account _  6,  570.  00 

[Is  receivable _  200.  00 

counts  receivable _  1,  747.  58 

rm  investment  No.  1 -  15,  328.  92 

ran  investment  No.  2 _  5,  419.  42 

rm  trading  account _  1,  466. 15 

rm  expense  No.  1 _  619.  50 

rm  expense  No.  2 _  3,  231.  00 

rentory — general  expense _  $515.  60 

v’entorv — lumber  on  hand _  185.  21 

ventory — commissary  and  supplies _  197.  43 

rentory — coal  on  hand _  122.  00 


Total _  1,  021. 14 

Iditional  assets: 

6,660,00c1  feet  standing  timber  at  $4  M  feet _  26,  640.  00 

11,317  acres  land  at  $9.84  per  acre _ 111,  359.  28 

3,308  acres  land  at  $12.84  per  acre _  42,  474.  72 

-  181,  495. 14 


Total  assets _ _  267,  780.  29 

Liabilities  and  Net  Worth 

(Is  payable _ $230, 126.  80 

Total  liabilities _ _ _  230, 126.  80 

•t  worth : 

Capital  stock _ $120,  600.  00 

Net  loss _  82,  946.  51 

-  37,  653.  49 

Total  liabilities  and  net  worth _ j _  267,  780.  29 

The  liabilities  set  forth  represent  the  interest  notes  held  by  the 
titioner.  The  6,660,000  feet  of  timber  listed  under  additional  assets 
presented  standing  timber  located  near  Mize,  Miss.  In  November 
December,  1917,  the  Wood  Lumber  Co.  offered  the  Lumber  Min- 
al  Co.  $4  per  thousand  feet  for  this  timber.  Under  additional 
sets  is  included  11,317  acres  of  land  at  $9.84  per  acre.  In  1924  the 
mpany  sold  1,800  acres  at  an  average  price  of  $12.84.  It  could 
ive  been  sold  in  1920  for  that  amount.  The  fair  market  value  of 
is  land  at  January  1,  1920,  was  $12.84  per  acre.  The  value  of  the 
108  acres  of  land  at  January  1,  1920,  was  also  $12.84  per  acre. 
The  balance  sheet  as  of  January  1,  1921,  was  as  follows: 


Assets 

sh  on  band  and  banks _ $21,  417.  48 

Olive  property _ : -  33,  951.  00 

ant  and  tool  account _  2, 125.  00 

11s  receivable _  285.  00 
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Farm  investment  No.  1 _ 154 

Farm  investment  No.  2 _  5,  706. 

Farm  trading  account _  1;  213. 

Farm  expense  No.  1 _  210. 

Farm  expense  No.  2 _  2,  236. 

Accounts  receivable _  1,214 

Inventory — lumber  on  hand _  ,$91.  35 

Inventory — commissary  and  supplies _  204.  95 

Inventory — office  supplies  and  fixtures _  435.  50 


Total -  731.  go 

Additional  assets : 

Inventory — 6,660,000  feet  standing  timber  at  $4  per 

M  feet -  26,  640  00 

Inventory — 3,308  acres  land  at  $12.84 _  42,  474.  72 

Inventory — 11,317  acres  land  at  $9.84 _ 111,  359.  28 

-  181,205. 

Total  assets _  264,729. 

Liabilities  and  Net  Worth 

Bills  payable — - $230, 126. ; 


Total  liabilities _  230, 126. : 

Net  worth : 

Capital  stock - $120,  600.  00 

Net  loss -  85,  996.  82 

-  34,  603. : 

Total  liabilities  and  net  worth _  264,  729. ! 


The  quantity  of  standing  timber  shown  under  additional  asse 
does  not  purport  to  cover  all  of  the  second  growth  of  timber  bi 
only  that  which  was  available  to  transportation  and  which  coul 
have  been  sold  at  that  price  at  the  time. 

In  1917,  the  company  sold  the  Kolia  Lumber  Co.  40,000,000  fe< 
of  timber  for  $6  per  thousand  feet.  This  timber  was  of  the  sail 
character  as  that  on  the  other  portions  of  the  Lumber  Mineral  Co. 
property.  After  the  sale  the  company  still  had  about  10,000,00 
feet  of  timber  of  which  5,000,000  was  available  for  sale. 

The  profit  and  loss  account  on  the  books  of  the  Lumber  Miner; 
Co.  showed  the  following: 


Jan.  1,  1913,  loss _ $153,537.49 

Jan.  1,  1914,  loss -  193,  711.  52 

Jan.  1,  1915,  loss _  245,462.45 

Jan.  1,  1916,  loss _  259, 161.  33 

Jan.  1,  1917,  loss _  263,285.21 


This  account  showed  a  deficit  at  the  end  of  each  year  from  1917  t 
1921.  At  the  beginning  of  1921  it  showed  a  deficit  of  $266,470.8: 
These  deficits  represented  losses  from  operations  and  from  capita 
transactions.  They  include  accrued  interest  which  was  charged  t< 
operating  expense. 
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In  determining  the  deficiency  appealed  from  in  this  preceeding  for 
he  calendar  year  1921,  the  respondent  included  in  the  petitioner’s 
nvested  capital  an  item  of  $83,300  representing  the  cost  to  the 
)etitioner  of  stock  owned  by  it  in  the  Lumber  Mineral  Co.,  or  par 
alue  thereof.  The  par  value  of  this  stock  was  not  set  up  as  an 
isset  in  the  income-tax  returns  of  the  petitioner  for  the  years  1917 
o  1921.  W.  C.  Arthurs,  who  held  200  shares  of  the  Lumber  Mineral 
X  stock  sold  it  to  H.  H.  Cust  in  1919  at  $10. 

A  capital-stock-tax  return  of  the  Lumber  Mineral  Co.,  which  was 
igned  by  H.  H.  Cust,  did  not  include  among  the  assets  the  additional 
ssets  referred  to  hereinbefore,  nor  was  any  value  included  for  cap¬ 
p'd  stock.  A  statement  was  attached  thereto  stating  that  the  capita] 
tock  had  no  value. 


OPINION. 

Siefkin  :  The  principal  issue  in  this  proceeding  is  the  disallow- 
nce  by  the  respondent  of  $230,126.80  as  invested  capital  of  the  peti- 
oner  in  1921.  This  sum  is  the  total  face  value  of  notes  given  to  the 
etitioner  by  the  Lumber  Mineral  Co.  in  payment  of  interest  on 
Ttain  advances  made  by  the  petitioner  to  the  Lumber  Mineral  Co. 
uring  the  years  1905  to  1911,  inclusive.  The  amounts  and  dates  of 
ie  notes  were  as  follows: 


)r.  30, 1907 
)r.  30, 190S 
pr.  30, 1909 
>r.  30, 1910. 
>r.  30, 1911 


$5,  200.  48 
17, 110.  69 
24,  361.  00 
31,  602.  22 
34,  745.  85 


Apr.  30, 1912 _  37,126.43 

Apr.  30, 1913 _  39,358.19 

Apr.  30, 1914 _  40,  621.  94 

Total _  230,126.80 


The  petitioner,  as  its  principal  proof  in  support  of  its  contention 
at  the  face  value  of  the  notes  should  be  included  in  its  invested 
pital  in  computing  its  profits  tax  for  1921,  introduced  evidence 
ith  respect  to  the  financial  condition  of  the  maker  of  the  notes  from 
>18  to  1921.  It  also  relies  upon  the  decision  of  this  Board  in  IF.  C. 
rthurs ,  3  B.  T.  A.  374.  where  we  held  that  the  stock  of  the  Lumber 
ineral  Co.  was  worth  par  on  March  1,  1913.  Other  evidence  in 
PPort  of  its  case  will  be  discussed  later. 

With  respect  to  the  evidence  of  net  worth  of  the  Lumber  Mineral 
o.  from  1918  to  1921,  the  respondent’s  contention  is  that  the  re¬ 
tirement  of  section  326  (a)  (3)  of  the  Revenue  Act  of  1921  makes 
ch  proof  immaterial.  That  section*  is  as  follows : 


That  as  the  term  is  used  in  this  title  the  term  “  invested  capital  ”  for  any 
ar  means  *  *  * : 

****** 

’3)  Paid-in  or  earned  surplus  and  undivided  profits,  not  including  surplus 
4  undivided  profits  earned  during  the  year 
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The  respondent  points  to  this  language  of  the  statute,  as  intei 
preted  by  the  Supreme  Court  of  the  United  States  in  Willcuts  ' 
Milton  Dairy  Co .,  275  U.  S.  215,  and  similar  language  in  section  2C 
(a)  (3)  of  the  Revenue  Act  of  1917,  as  construed  by  the  Supren 
Court  of  the  United  States  in  La  Belle  Iron  Works  v.  United  State 
256  U.  S.  377,  as  requiring  that  the  value  of  the  asset  sought  to  t 
included  in  invested  capital  be  proved  as  of  the  date  of  its  receip 
In  the  La  Belle  Iron  W orks  case,  the  Supreme  Court  said : 

It  is  clear  enough  that  Congress  adopted  the  basis  of  “  invested  capital 
measured  according  to  actual  contributions  made  for  stock  or  shares  and  actu; 
accessions  in  the  way  of  surplus,  valuing  them  according  to  actual  and  hot 
fide  transactions  and  by  valuations  obtaining  at  the  time  of  acquisitio 
(Italics  supplied.) 

In  the  light  of  the  above,  the  proof  of  net  assets  of  the  Lumbe 
Mineral  Co.  from  1918  to  1921  does  not  bear  upon  the  question  8 
issue,  i.  e.,  the  value,  if  any,  of  the  notes  in  question  when  receive 
by  the  petitioner,  that  is,  during  the  years  1907  to  1914,  inclusiv< 
The  evidence  in  support  of  the  respondent’s  further  position  that  th 
notes  had  no  value  at  the  dates  received  is  the  fact  that  each  of  sue 
notes  was  charged  otf  the  books  of  the  petitioner  in  the  year  in  whic 
received ;  the  fact  that  the  petitioner  never  made  any  claim  for  thes 
notes  as  invested  capital  until  1923  (as  indicative  of  the  opinion  of  th 
petitioner’s  officers  of  the  value  of  such  notes) ;  the  fact  that  froi 
1914  further  interest  was  waived  because  of  the  financial  conditio 
of  the  Lumber  Mineral  Co.,  and  the  fact  that  the  notes  were  nc 
listed  as  an  asset  upon  the  capital-stock-tax  returns  of  the  petitione 
The  petitioner  argues  that  the  notes  were  charged  off  because  of  a 
ultra-conservative  method  of  accounting  employed  by  it,  points  t 
the  finding  of  the  Board  in  the  W.  C.  Arthur  case,  supra ,  as  evident 
of  the  financial  condition  of  the  Lumber  Mineral  Co.,  at  least  o 
March  1,  1913,  and  further  calls  attention  to  the  advances  made  t 
the  Lumber  Mineral  Co.  by  the  petitioner  in  the  years  in  which  th 
notes  were  received.  The  notes  were  dated  April  30  of  each  yea 
from  1907  to  1914,  inclusive.  In  1907,  when  the  interest  note  o 
$5,200.48  was  received  by  the  petitioner  from  the  Lumber  Minera 
Co.,  the  petitioner  advanced  $180,000  to  the  Lumber  Mineral  Co.  I 
1908  an  interest  note  of  $17,110.69  was  received  by  the  petitioner  an1 
$90,000  advanced.  In  1909  the  interest  note  was  for  $24,361,  an< 
$82,000  was  advanced.  Nothing  was  advanced  in  1910  but  an  intere^ 
note  of  $31,602.22  was  received  by  the  petitioner.  In  1911  the  las 
advance  was  made,  in  the  amount  of  $5,000,  and  an  interest  note  o 
$34,745.85  was  received.  In  1912  the  petitioner  received  an  interes 
note  for  $3.7,126.43.  In  1913  it  received  an  interest  note  for  $39,358.1 
and  as  payment  of  $21,400  on  the  principal.  In  1914  it  received  a; 
interest  note  for  $40,021.94  and  further  interest  was  waived  until  th 
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Lumber  Mineral  Co.  was  in  better  financial  condition.  An  “  operat¬ 
ing  deficit  ”  in  each  of  the  years  in  question  is  relied  upon  by  the 
respondent  also  as  showing  that  the  notes  were  of  no  value.  This 
irgument  loses  its  weight,  however,  when  it  is  considered  that  the 
so-called  “  operating  deficit  ”  included  the  interest  notes,  and  that  up 
o  the  time  the  mill  was  burned  in  1916  the  Lumber  Mineral  Co. 
yas  expanding  its  business  and  actively  engaged  in  its  operation, 
vhich,  from  all  the  evidence,  seems  to  have  fairly  promised  to  be 
nccessful.  We  conclude,  from  all  the  evidence,  that  the  notes  were 
vorth  their  face  value  at  the  time  paid  in. 

No  evidence  having  been  introduced  with  regard  to  the  first  assign¬ 
ment  of  error,  the  holding  of  the  respondent  in  that  respect  is 
ffirmed. 

Judgment  will  ~be  entered  under  Rule  50. 


Ienry  L.  Farwell,  Administrator,  Estate  of  Lizzie  W. 
Langdon,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 
Respondent. 

Docket  No.  12940.  Promulgated  October  5,  1928. 

During  the  lifetime  of  an  insane  woman,  unmarried,  and  past  50 
years  of  age,  her  guardian  made  numerous  payments  out  of  her 
surplus  income  to  those  who  in  the  natural  course  of  events  would 
become  her  heirs.  For  each  payment  a  demand  note  was  given, 
accompanied  by  a  written  agreement  stating  that  the  payment 
was  in  the  nature  of  an  advance,  that  the  note  was  given  only  as 
a  protection  to  the  guardian,  and  that  upon  the  death  of  the  insane 
woman,  the  note  would  be  accepted  in  full  as  a  portion  of  the 
estate.  Held,  said  notes  formed  a  part  of  the  assets  of  the  estate 
to  the  extent  of  their  value.  There  being  no  evidence  by  the  peti¬ 
tioner  that  the  notes  were  not  worth  their  face  value,  the  deter¬ 
mination  of  the  respondent  on  that  point  is  sustained. 

George,  L.  Shearer,  Esq.,  and  John  A.  Kratz,  Esq.,  for  the  peti- 

oner. 

Frank  T.  Horner,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
tate  taxes  asserted  by  the  respondent  in  the  amount  of  $17,189.44. 
he  deficiency  arises  by  reason  of  the  respondent’s  including,  as  a 
lit  of  the  decedent’s  estate,  42  instruments  given  by  the  decedent’s 
urs  at  law,  evidencing  the  payment  to  them  of  sums  of  money  ag¬ 
egating  $274,000,  together  with  interest  thereon. 

FINDINGS  OF  FACT. 

The  petitioner  is  the  duly  appointed  administrator  of  the  estate  of 
!zzie  W.  Langdon,  deceased.  In  1895  Miss  Langdon’s  father,  James 


824  13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (82 

R.  Langdon,  died  testate,  devising  the  bulk  of  his  property  by  tl 
following  residuary  clause : 

*  *  *  All  the  residue  and  remainder  of  my  estate  of  every  kind  and  d 

scription  including  the  real  estate  not  herein  otherwise  disposed  of  I  give  a1 
grant  to  the  said  David  D.  Ranlett  and  Albert  Tuttle  upon  trust  for  the  folio- 
ing  uses  and  purposes,  that  is  to  say,  upon  trust  that  the  said  Ranlett  and  Ti 
tie  and  their  successors  in  said  trust  duly  appointed  shall  and  do  pay  the  incoE 
and  interest  arising  from  all  of  said  property  and  estate  so  placed  in  trust  ea< 
and  every  year  to  my  said  daughters,  Lucy  R.,  and  Lizzie  W.,  for  their  so 
use  and  benefit,  and  upon  their  separate  receipts  in  equal  proportions  and  shar 
for  and  during  the  period  of  their  and  each  of  their  natural  lives  and  upon  tl 
decease  of  either  of  them  the  survivor  to  have  the  said  income  and  intere 
and  upon  the  decease  of  both  said  daughters,  said  trust  funds,  property  ai 
estate  is  to  be  paid  over  by  said  trustees  to  the  children  of  my  said  daughte 
in  equal  shares  and  proportions  and  so  to  their  respective  heirs. 

James  R.  Langdon  was  survived  by  two  daughters,  Lucy  1 
Schroecler,  then  about  54  years  of  age,  and  Lizzie  W.  Langdon,  the 
about  48  years  of  age.  Mrs.  Schroeder  was  a  widow  with  childrt 
as  follows :  J.  Langdon  Schroeder ;  Henrietta  M.  Schroeder,  who  ma 
ried  Charles  H.  Stout;  Henry  Schroeder,  and  Lucy  Schroeder.  wl 
married  Leonard  Swinnerton  Dyer. 

Miss  Langdon  never  married  and  had  no  issue.  For  many  yea 
prior  to  the  death  of  her  father  she  had  been  mentally  deranged  ai 
remained  so  to  the  time  of  her  death  on  May  31,  1923.  After  tl 
death  of  James  R.  Langdon  and  on  October  23,  1895,  a  guardit 
was  appointed  for  her  and  she  continued  under  guardianship  to  tl 
time  of  her  death.  The  income  from  her  own  property,  togeth 
with  that  derived  from  the  trust  estate,  was  more  than  sufficie: 
for  all  her  possible  needs. 

The  guardian  for  Miss  Langdon,  from  time  to  time,  paid  to  tl 
parties  hereinafter  designated,  out  of  the  funds  of  his  ward,  tl 
several  sums  of  money  as  evidenced  by  said  written  instrumen 
heretofore  and  hereafter  referred  to.  The  guardian  protected  hir 
self  from  future  demands  for  these  sums  by  vouchers  signed  by  tl 
sister,  Mrs.  Lucy  L.  Schroeder,  and  also  signed  by  her  four  childre 
the  nieces  and  nephews  of  Miss  Langdon,  who  received  equal  portioi 
of  the  funds  so  turned  over  to  them. 

Twenty-three  payments  were  so  made  and  were  vouchered  in  tl 
following  form : 

New  York  City,  Dec.  12,  1901 

For  value  received,  we  jointly  and  severally  promise  to  pay  on  demand 
Lizzie  W.  Langdon,  her  guardian,  or  estate,  the  sum  of  Ten  Thousand  Doha 
($10,000.00)  with  interest  at  one  and  three  quarters  per  cent  (1%%)  P 
annum.  Lucy  L.  Schroeder. 

J.  Langdon  Schroeder. 

Lucy  Swinnerton  Dyer. 

Henrietta  M.  Stout. 

Henry  Schroeder. 
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Whereas,  the  guardian  of  Lizzie  W.  Langdon,  of  Montpelier,  Vermont,  loans 
the  other  signers  hereof  the  sum  of  $10,000  (of  which  each  of  us  receives 
000)  and  whereas  the  other  signers  hereby  give  to  the  said  guardian  a  note 

iding  as  follows : 

New  York  City,  Dec.  12,  1901. 

For  value  received,  we  jointly  and  severally  promise  to  pay  on  demand 
to  Lizzie  W.  Langdon,  her  guardian  or  estate,  the  sum  of  ten  thousand 
dollars  ($10,000.00)  with  interest  at  one  and  three  quarters  per  cent 
(1%%)  per  annum. 

NTow:  It  is  mutually  understood  and  agreed  that  this  sum  of  $10,000,  so 
ined  to  the  other  signers  hereof  by  the  guardian,  is  in  the  nature  of  an 
vancement  of  moneys  from  the  said  Lizzie  W.  Langdon’s  estate  by  the 
ardian  thereof,  and  that  this  note  and  agreement  given  and  signed  is  for 
3  protection  of  the  guardian  in  case  such  sum  so  paid,  or  loaned,  or  advanced, 
ever  demanded  in  part  or  in  whole  by  any  or  all  of  the  signers  of  said  note 
settlement  of  his  accounts  as  said  guardian.  And  we  therefore  hereby 
dually  agree  for  ourselves  and  each  other,  that  we  will  protect  the  guardian 
his  estate,  from  any  loss  or  damage  coming  to  him  from  such  loan,  payment, 
advance  of  money. 

It  is  agreed  and  understood  that  in  case  of  the  death  of  said  Lizzie  W. 
ngdon,  before  her  sister,  Mrs.  Lucy  L.  Schroeder,  the  first  signer  of  this 
te,  the  said  Mrs.  Lucy  L.  Schroeder  then  becoming  the  sole  heir  of  her 
ter’s  estate,  that  this  note  shall  be  accepted  by  her  in  full  for  its  value,  as 
.portion  of  her  sister’s  estate,  and  shall  be  cancelled  by  her  as  against  the 
:  lr  other  signers. 

In  the  event  of  the  said  Mrs.  Lucy  L.  Schroeder’s  decease  before  the  death 
«  her  sister,  Miss  Lizzie  W.  Langdon,  then  the  said  note  shall  be  accepted 
each  one  of  the  other  four  signers,  or  as  many  of  them  as  shall  be  surviving 
the  decease  of  said  Lizzie  W.  Langdon,  and  the  said  four  signers,  or  the 
t-vivors,  becoming  her  heirs,  shall  for  themselves  and  for  each  other,  accept 
1 3  above  mentioned  note  as  a  portion  of  the  assets  of  their  Aunt,  Miss  Lizzie  W. 
.  ngdon. 

The  guardian  of  Miss  Lizzie  W.  Langdon  hereby  understands  and  consents 
the  above  agreement,  and  agrees  that  the  note  mentioned  shall  be  held  as  a 
;  rt  of  the  said  Lizzie  W.  Langdon’s  property  and  assets,  only  as  a  voucher  in 
3  adjustment  and  settlement  of  his  accounts,  except,  that  in  the  event  of  such 
:te  being  refused  or  objected  to  by  any  one  of  the  signers  of  the  note  who  may 
surviving  at  Miss  Langdon’s  decease,  then  said  note  shall  be  in  full  force. 

In  witness  whereof  we  set  our  hands  and  seals  this  twelfth  day  of  December, 
D.  1901,  to  this  instrument  executed  in  sextuplicate. 

Lucy  L.  Schroeder. 

J.  Langdon  Schroeder. 

Lucy  Swinnerton  Dyer. 

Henrietta  M.  Stout. 

Henry  Schroeder. 

Albert  Tuttle, 

Guardian  Lizzie  W.  Langdon. 

None  of  these  documents,  except  the  one  dated  December  12,  1901, 
d  the  second  set  of  signatures  of  the  one  dated  December  6,  1904, 
e  under  seal  and  none  are  witnessed. 
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Mrs.  Schroeder  deceased  on  December  14,  1921.  Thereafter  a 
until  Ma}'  31,  1923,  the  entire  income  of  the  trust  estate  passed 
Lizzie  W.  Langdon.  The  payments  by  the  guardian  continued 
be  made  to  the  children  of  Mrs.  Schroeder  to  and  including  May 
1923.  The  latter  payments,  19  in  number,  were  vouchered  in  the  f 
lowing  form,  without  seals  and  were  not  witnessed  : 


May  1,  1923 

For  value  received  we  jointly  and  severally  promise  to  pay  on  demand 
Lizzie  W.  Langdon,  her  guardian  or  estate,  the  sum  of  Two  Thousand  Doll} 
($2,000.00)  with  interest  at  one  and  three  quarters  per  cent  (1%%)  per  annu 
It  is  agreed  that  the  sum  of  Two  Thousand  Dollars  ($2,000.00)  is  in  1 
nature  of  an  advance  from  said  Lizzie  W.  Langdon’s  estate  by  the  guardi 
thereof  and  it  is  agreed  that  this  note  is  for  the  protection  of  the  guardi 
in  case  such  sum  so  advanced  is  ever  demanded  in  part  or  in  whole  by  any 
all  of  the  signers  of  said  note  in  settlement  of  the  accounts  of  said  guardi; 


and  all  the  signers  hereto  jointly  and  severally  waive  all  the  provisions 
the  Statute  of  Limitations  both  as  to  principal  and  interest. 


Lucy  Swinnerton  Dyer, 
Leonard  Swinnerton  Dyer, 
By :  J.  Langdon  Schroeder, 

J.  Langdon  Schroeder, 
Henrietta  M.  Stout. 

Henry  Schroeder. 


>Attorneyz. 


The  following  is  a  list  of  the  payments  showing  the  several  dat 
and  amounts : 


Dec. 

12, 

1901  __ 

$10,  000.  00 

Dec. 

1, 

1902 

10,  000.  00 

Dec. 

18, 

1903  _ 

10,  000.  00 

Dec. 

6, 

1904 

10,  000.  00 

Dec. 

9,  1905 

10,  000.  00 

Dec. 

22 

1906 

10,  000.  00 

Dec. 

11, 

1907 

_  10,  OOO.  00 

Dec. 

11, 

1908  _  . 

_  10.  000.  00 

Dec. 

20, 

1909  _  . 

_  10,  000.  00 

•Tan. 

10, 

1911 

_  10,  000.  00 

Jan. 

11. 

1912 

10,000.00 

Dec. 

25. 

1912 

10,000.00 

Jan. 

10. 

1914 

-  _  10,000.00 

Jan. 

18, 

1915  _ 

10.  000.  00 

Jan. 

G,  1916 

_  10,  000.  00 

Dec. 

30, 

1916  _ 

10,  000.  00 

Dec. 

13, 

1917  _  _ 

_  10.  000.  00 

Jan. 

G.  1919 

_  10.  000.  00 

Dec. 

24, 

1919 

_  10.  000.  00 

Sept. 

30, 

1920 

5,  000.  00 

Dec. 

31, 

1920- 

_  10,  000.  00 

Sept. 

30, 

1921  _ 

_  5,  000.  00 

Dec. 

8, 

1921 

—  $10,000.' 

Jan. 

1, 

1922 

2,  000. 

Feb. 

1, 

1922 

2,000. 

Mar. 

1, 

1922 

2,  w  ;. ' 

Apr. 

1, 

1922 

2,  000.  i 

May 

1, 

1922 

_  _  2,  000.  < 

June 

T, 

1922 

2,  000.  ( 

July 

1, 

1922 

2,  000.  i 

July 

1, 

1922 

10,  000.  ( 

Aug. 

1, 

1922 

Sept, 

.  1, 

1922  _ 

._  _  2,  000.  ( 

Oct. 

1, 

1922 

2,  000.  ( 

Nov. 

1, 

1922 

2,  000.  ( 

Dec. 

1, 

1922 

2,  000.  ( 

Jan. 

1, 

1923 

_  10,  000.  C 

Jan. 

1, 

1923 

_  2  .000.  C 

Feb. 

1, 

1923  _  ... 

2,  000.  < 

Mar. 

1, 

1923_  _ 

2,  000.  C 

Apr. 

1, 

1923  ___  . 

2,  000  C 

May 

1, 

1923  _  _ 

2,000.0 

Total _ 

_  _  274, 000. 0 

: 3)  HENRY  L.  FARWELL,  ADMINISTRATOR.  827 

The  heirs  of  Lizzie  W.  Langdon  are  the  children  of  Mrs  Schroeder, 
wit:  J.  Langdon  Schroeder,  of  New  York  City;  Henrietta  M. 
■  nit,  of  Short  Hills,  N.  J. ;  Henry  Schroeder,  of  Flushing,  Long 
and,  N.  Y.,  and  Lucy  Swinnerton  Dyer,  of  Westhope,  Shropshire, 

gland. 

drs.  Schroeder  and  her  family  were  unable  to  keep  up  their 
tomary  mode  of  living  on  their  own  income.  The  monies  paid 
m  by  Miss  Langdon’s  guardians  were  not,  apparently,  directed 
be  paid  by  the  probate  court  in  advance  of  such  payments;  but 
h  year  the  probate  court  examined  and  approved  the  annual 
counts  of  the  guardians,  which  accounts,  each  year  from  1901,  to 
i,y  31,  1923,  both  inclusive,  carried  an  item  either  as  part  of  the 
jense  account  or  immediately  following  it  and  added  to  it,  show- 
i;  the  amount  so  paid  to  the  Schroeder  family  during  the  year  in 
‘stion. 

These  items  varied  in  wording.  Examples  are :  “  To  Schroeder 
nily  on  their  bond  and  note  ” ;  “  Paid  Schroeder  family  on  note  ” ; 
coan  Schroeder  family”;  “  Schroeders  ” ;  “  Sent  Schroeder  fam- 
”;  “  Sent  Schroeder  family  on  note.” 

No  demand  was  ever  made  for  payment  of  any  of  these  written 
truments  or  the  interest  thereon.  The  respondent  included  them 
the  gross  estate  of  the  decedent,  subject  to  the  Federal  Estate 
i  x  at  the  value  of  $317,083.09. 

OPINION. 

VIarqttette:  The  sole  question  for  our  determination  is  whether 
!  written  instruments,  or  any  of  them,  given  by  the  Schroeder 
nily  at  various  times  to  the  guardian  of  the  decedent,  should  be 
luded  as  assets  in  computing  the  decedent’s  taxable  estate. 

The  Revenue  Act  of  1921,  which  applies  here,  makes  the  following 
:  )  visions : 

ec.  401.  That  *  *  *,  a  tax  equal  to  the  sum  of  the  following  per- 

tages  of  the  value  of  the  net  estate  (determined  as  provided  in  section 
)  is  hereby  imposed  upon  the  transfer  of  the  net  estate  of  every  decedent 

I  ng  after  the  passage  of  this  Act. 

******* 

ec.  402.  That  the  value  of  the  gross  estate  of  the  decedent  shall  be  de- 
nined  by  including  the  value  at  the  time  of  his  death  of  all  property,  real 
personal,  tangible  or  intangible  *  *  *. 

Yere  the  written  instruments  in  question  merely  receipts  or  vouch- 
?;  for  the  respective  sums  paid  to  the  Schroeder  family,  or  were 
y  promissory  notes?  The  petitioner  cites  us  to  several  New  York 
es  where  the  court,  upon  application,  has  directed  that  financial 

I I  be  given,  out  of  the  surplus  income  of  the  incompetent,  to  indigent 
-.'■sons  whom  it  was  probable  the  incompetent  person  would  have 
bed  if  mentally  sound.  No  such  proceedings  were  had  on  the 
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instant  case  and  we  do  not  think  the  evidence  before  us  warrant: 
conclusion  that  these  payments  were  gifts.  The  guardian  had 
authority  to  give  away  his  ward’s  property,  or  any  portion  of 
and  the  approval,  by  the  probate  court,  of  his  annual  accounts,  is  z\ 
necessarily  corroborative  of  the  theory  that  gifts  had  been  made, : 
were  ratified  by  the  court.  In  all,  or  nearly  all,  of  the  guardian’s  i 
nual  accounts,  the  payments  to  the  Schroeder  family  are  set  foi 
as  loans;  being  unadvised  to  the  contrary,  we  must  assume  that  t 
probate  court  approved  and  ratified  these  payments  as  loans,  for  t 
making  of  which  there  may  be  some  color  of  authority,  rather  th 
as  gifts,  which  were  unauthorized. 

In  our  opinion  the  instruments  in  question  were  promissory  noh 
were  held  as  such  by  the  guardian  as  a  part  of  his  ward’s  estate;  a 
passed  on  the  death  of  the  ward  to  her  administrator.  As  a  part 
the  estate  they  must  be  set  out  in  the  estate-tax  return  at  their  vali 
if  any.  What  the  value  of  the  notes  was,  at  the  time  of  Miss  Lar 
don’s  death,  we  are  not  advised.  The  respondent  asserts,  and  b 
determined,  that  they  were  worth  their  face  value;  this  is  deni 
by  the  petitioner.  The  burden  is  upon  the  petitioner  to  show  th 
the  value  of  the  notes  was  less  than  that  determined  by  the  respon 
ent.  The  burden  has  not  been  sustained.  The  record  contains 
evidence  of  any  kind  respecting  the  value  of  the  notes.  The  pe 
tioner  contends  that  notes  aggregating  the  sum  of  $160,000  are  barr 
bv  the  statute  of  limitations.  However  this  may  be,  we  do  n 
think  it  affects  the  question  before  us. 

It  is  our  opinion,  therefore,  that  the  evidence  does  not  show  a t 
ground  for  disturbing  the  determination  heretofore  reached  by  t 
respondent. 

Judgment  will  be  entered  for  the  respond  e> 


Estate  of  George  A.  Wheelock,  Julia  E.  Wheelock,  Execi 

TRIX,  PETETIONER,  V.  COMMISSIONER  OF  INTERNAL  ReVENI 

Respondent. 

Docket  Nos.  12099,  13072.  Promulgated  October  8,  1928. 

Held,  that  respondent  did  not  err  in  including  in  the  gross 
estate  of  decedent  the  value  of  certain  real  property  transferred  by 
him  to  his  wife  within  two  years  prior  to  his  death. 

Raymond  /S'.  Nonas ,  Esq.,  for  the  petitioner. 

Frank  T .  Horner ,  Esq.,  for  the  respondent. 

These  proceedings,  which  were  consolidated,  are  for  the  redeterm 
nation  of  a  deficiency  in  estate  tax  of  $1,859.51.  The  deficiency  n 
suits  in  part  from  the  respondent's  including  in  the  decedent’s  gr<v 
estate  as  a  transfer  in  contemplation  of  deatli  an  amount  of  $29.24- 
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presenting  the  value  of  certain  real  property  transferred  by  the 
cedent  to  his  wife,  the  executrix  of  the  estate  within  2  years  prior 
his  death. 

FINDINGS  OF  FACT. 

George  A.  Wheelock,  whose  estate  is  involved  in  these  proceedings, 
on  November  10,  1922,  leaving  a  last  will  and  testament  dated 
'  nuary  12,  1922.  Julia  E.  Wheelock,  the  decedent’s  wife,  is  the 
!e  executrix  and  beneficiary  under  the  will.  At  the  time  of  his 
ath,  Wheelock  was  a  resident  of  the  County  of  New  York,  State 
New  York. 

On  September  12,  1921,  Wheelock  transferred  to  his  wife  certain 
:il  property  situated  in  the  Borough  of  Manhattan,  City,  County, 
d  State  of  New  York,  and  known  as  No.  3  West  86th  St.,  subject 
an  unpaid  mortgage  of  $25,000  which  the  wife  assumed.  The  con- 
eration  recited  in  the  deed  was  $1  and  love  and  affection, 
is  a  result  of  proceedings  in  the  Surrogates’  Court  for  New  York 
unty,  New  York,  in  the  summer  of  1923,  Wheelock  was  declared 
possess  testamentary  capacity  at  the  time  he  executed  his  will  on 
huary  12,  1922. 

n  the  return  filed  for  Federal  estate- tax  purposes  the  transfer  of 
real  estate  referred  to  above  was  reported  and  this  property  was 
>wn  as  having  a  fair  market  value  of  not  to  exceed  $45,000.  The 
ount  of  the  mort^a^e  on  the  property  with  the  accrued  interest 
i  reon  was  shown  as  $24,756.  No  part  of  the  $45,000  was  included 
i  he  decedent’s  estate  for  tax  purposes. 

n  an  audit  of  the  return  the  respondent  determined  that  the 
perty  in  question  was  transferred  by  the  decedent  in  contemplation 
leath  and,  having  determined  that  the  value  of  the  interest  trans- 
ired  was  $29,244,  included  that  amount  in  the  gross  estate  for  tax 
poses.  The  total  value  of  the  gross  estate  as  determined  by  the 
f^ondent  was  $415,170.57  and  the  value  of  the  net  estate  was 
:  0,412.51. 

ibout  July  11,  1913,  the  decedent  borrowed  from  his  wife  $15,000, 
ing  his  note  for  that  amount,  which  bore  interest  at  6  per  cent  per 
1  um.  About  December  1,  1913,  he  also  borrowed  $15,000  from 
wife,  giving  his  note  for  that  amount,  which  bore  interest  at 
ir  cent.  These  notes,  with  the  accrued  and  unpaid  interest  thereon 
November  10,  1922,  the  date  of  the  decedent’s  death,  amounted  to 
;  ,052. 50,  which  was  taken  as  a  deduction  representing  the  debts  of 
decedent  in  the  return  filed  for  estate-tax  purposes.  The  amount 
allowed  by  the  respondent  in  determining  the  tax  liability  of  the 
?  te. 

'n  February  26,  1922,  Wheelock  was  examined  for  a  rectal  trouble 
ch  he  had  had  for  years  by  Dr.  Jerome?  Wagner,  who  informed 
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him  that  an  operation  was  about  the  only  thing  that  would  relict 
his  condition.  Wheelock,  however,  was  opposed  to  an  operatii 
During  the  latter  part  of  the  same  month,  or  early  in  Mar, 
Wheelock  was  examined  and  treated  for  the  same  trouble  by  If 
Thomas  F.  De  Naouly.  About  March  15,  1922,  Dr.  De  Naouly 
again  called  in  to  see  Wheelock  and  at  that  time  found  him  to  < 
suffering  from  the  delayed  effects  of  alcoholism. 

On  May  2,  1922,  Wheelock  was  examined  by  a  Dr.  Abram  Ara 
Brill  at  Dr.  Brill’s  office  and  found  to  be  suffering  from  gene, 
paresis.  On  May  5,  1922,  Wheelock  was  again  examined  in  1 
Brill’s  office,  but  by  Dr.  Menas  S.  Gregory,  who  found  him  sufferi 
from  the  mental  and  physical  symptoms  of  a  very  clear  case  : 
general  paresis  in  a  very  advanced  condition. 

In  the  afternoon  of  May  5,  1922,  Wheelock,  after  acting  irratios 
for  a  while,  had  a  convulsion.  Dr.  De  Naouly  was  called  in  a; 
he  found  Wheelock  in  a  state  of  coma,  from  which  he  emerged  int<l 
semicomatose  condition,  about  which  time  he  had  another  convulsii 
localized  to  the  muscles  of  the  neck  and  face.  Upon  the  advice: 
Dr.  De  Naouly,  Wheelock  was  taken  to  Bellevue  hospital  for  obser 
tion  purposes  and  was  placed  in  a  psycopathic  ward.  Subsequent1 
Wheelock  was  taken  home  from  the  hospital  and  afterwards  v 
examined  there  by  Drs.  Wagner  and  Gregory,  who  found  him ' 
be  suffering  from  paresis.  On  May  12,  1922,  Wheelock  was  examii: 
at  his  home  by  Dr.  Frederick  Tilney,  Dr.  Wagner  being  prese: 
Dr.  Tilney  reached  the  same  conclusion  as  the  other  physicians 
to  the  disease  with  which  Weelock  was  afflicted.  Wheelock's  den 
on  November  10,  1922,  was  caused  by  paresis. 

In  July,  1922,  Wheelock  was  declared  incompetent  by  the  Suprei 
Court  of  New  York,  and  about  August  3,  1922,  his  wife  and  v 
American  Trust  Co.  were  appointed  committee  of  his  person  a 
property. 

opinion. 

Trammell  :  The  only  issue  involved  in  these  proceedings 
whether  the  respondent  erred  in  including  in  the  gross  estate  of  t 
decedent,  as  a  transfer  in  contemplation  of  death,  the  value  of  t 
property  transferred  by  him  to  his  wife,  Julia  E.  Wheelock,  on  St 
tember  12,  1921.  There  is  no  controversy  between  the  parties  as. 
the  value  of  the  property  in  question. 

Section  402  of  the  Revenue  Act  of  1921  provides  in  part  i 
follows : 

That  the  value  of  the  gross  estate  of  the  decedent  shall  be  determined 
including  the  value  at  the  time  of  his  death  of  all  property,  real  or  persoi1 
tangible  or  intangible,  wherever  situated — 

******* 

(c)  To  the  extent  of  any  interest  therein  of  which  the  decedent  has  at  i 
time  made  a  transfer,  or  with  respect  to  which  he  has  at  any  time  create1 
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ist,  in  contemplation  of  or  intended  to  take  effect  in  possession  or  enjoyment 
or  after  his  death  (whether  such  transfer  or  trust  is  made  or  created  before 
after  the  passage  of  this  Act),  except  in  case  of  a  bona  tide  sale  for  a  fair 
lsideration  in  money  or  money’s  worth.  Any  transfer  of  a  material  part  of 
property  in  the  nature  of  a  final  disposition  or  distribution  thereof,  made 
the  decedent  within  two  years  prior  to  his  death  without  such  a  considera- 

1,  shall,  unless  shown  to  the  contrary,  be  deemed  to  have  been  made  in 
itemplation  of  death  within  the  meaning  of  this  title. 

[nasmuch  as  the  transfer  in  question  was  made  approximately  14 
>nths  prior  to  the  death  of  the  decedent,  there  is  a  presumption 
der  the  statute  that  such  transfer  was  made  in  contemplation  of 

ith. 

The  phrase  “  in  contemplation  of  death  ”  has  been  held  to  mean 
;  that  general  contemplation  of  death  which  is  present  with  all 
•sons,  knowing  as  they  do  that  at  some  time  they  must  die,  but 
4  state  of  mind  or  present  apprehension  resulting  from  some  exist- 
;  bodily  or  mental  condition  or  other  producing  cause  which  leads 
the  conviction  that  death  is  to  be  anticipated  within  a  reasonable 
le  in  the  near  future.  Meyer  v.  United  States ,  60  Ct.  Cls.  4T4; 
i  v.  Heiner ,  6  Fed.  (2d)  389;  Philip  T.  Starch,  Executor ,  3  B.  T. 
514;  Joseph  Edward  Philips ,  7  B.  T.  A.  1054. 
luch  evidence  has  been  submitted  as  to  the  mental  and  physical 
dition  of  the  decedent  during  the  year  1922  and  especially  in 
month  of  May  of  that  year,  but  the  record  is  very  meager  as  to 
mental  and  physical  condition  on  September  12,  1921,  the  date 
the  transfer,  nor  does  it  disclose  very  much  as  to  the  facts  and 
umstances  surrounding  the  transfer. 

rhile  the  evidence  indicates  that  up  until  the  early  part  of  May, 

2,  Wheelock  was  acting  rationally,  the  weight  of  the  evidence 
hat  he  was  suffering  from  the  disease  which  caused  his  death 
east  as  far  back  as  September,  1921.  One  physician  who%  exam- 
1  h‘m  in  May,  1922,  testified  that  in  his  opinion  he  had  had  the 
>ase  for  at  least  a  year  prior  to  that  time.  Another  physician 
ified  that  when  he  examined  him  in  May,  1922,  the  disease  was 
a  very  advanced  condition.  Another  physician  testified  that 
esis  always  terminates  fatally,  and,  while  it  may  cause  death 
is  short  a  period  as  three  months,  it  is  generally  accepted  that 
duration  of  the  disease  is  from  two  to  four  years. 

although  as  a  result  of  the  proceeding  in  the  Surrogate’s  Court 
1923  Wheelock  was  declared  to  possess  testamentary  capacity  at 
time  he  executed  his  will  on  January  12,  1922,  we  do  not  think 
t  such  a  declaration  would  be  inconsistent  with  the  conclusion  that 
eelock  had  paresis  on  September  12,  1921,  that  he  knew  that 
lad  this  disease  and  also  knew  of  its  fatal  character.  It  is  also 
>e  observed  that  the  will  was  made  only  four  months  after  the 
isfer. 
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From  a  consideration  of  all  the  evidence  in  the  case,  we  do  rt 
think  that  the  petitioner  has  overcome  the  presumption  creatl 
by  statute  that  the  transfer  was  made  in  contemplation  of  dea.. 

*  In  the  petitioner’s  brief  the  statement  is  made  that  the  vah 
of  the  property  involved  was  not  a  material  part  of  the  decedem 
property  when  considered  in  connection  with  the  whole  of  h 
estate  subsequently  bequeathed  to  his  wife.  We  think,  howev, 
that  it  was  a  material  part  of  the  decedent’s  estate.  See  Estate  i 
R.  JJ.  Boggs ,  11  B.  T.  A.  824.  From  a  consideration  of  the  fat- 
in  these  proceedings,  we  are  of  the  opinion  that  the  respondent  dJ 
not  err  in  including  in  the  gross  estate  of  the  decedent  as  a  trai- 
fer  in  contemplation  of  death  the  value  of  the  property  transferri 
by  the  decedent  to  his  wife  on  September  12,  1921. 

Judgment  will  be  entered  under  Rule  • 


Walter  F.  Brown,  Petitioner,  v.  Commissioner  of  Intern. 

Revenue,  Respondent. 


Docket  No.  12748.  Promulgated  October  0,  1928. 

Where  one  accepts  a  Governmental  appointment  which  requires 
his  presence  and  work  in  Washington  about  half  the  time,  and 
who  retains  his  home  and  professional  connections  in  a  distant 
city,  held,  that  his  expenses  for  travel  to  and  from  Washington. 
D.  C.,  for  meals  and  lodging  while  there,  and  the  like,  are  properly 
deductible  from  gross  income  as  “  ordinary  and  necessary  expenses 
incurred  ”  in  carrying  on  a  trade  or  business. 


George  Roscoe  Davis ,  Esq.,  for  the  petitioner. 
J .  L.  Backs trom,  Esq.,  for  the  respondent. 


This  proceeding  is  for  the  redetermination  of  a  deficiency  in  incon 
taxes,  asserted  by  the  respondent  for  the  year  1921.  The  deficient 
arises  from  the  disallowance  by  the  respondent  of  a  deduction  V 
traveling  and  living  expenses  incurred  in  the  discharge  of  the  pe 
tioner*s  duties  as  chairman  of  the  Reorganization  Committee  ' 
Washington.  1).  C.  The  amount  of  the  deficiency  is  $612.88. 


FINDINGS  OF  FACT. 

During  the  entire  year  of  1921  the  petitioner  was  in  active  la 
practice  as  senior  member  of  a  firm  located  in  Toledo,  Ohio.  1 
maintained  his  home  there,  without  dimunition  of  service  or  expen 
during  1921. 

On  May  .1,  1921.  the  petitioner  was  appointed  chairman  of  tj 
Congressional  Joint  Committee  on  Reorganization  of  Executive  Ij 
partments.  The  salary  had  been  fixed  by  Congress  at  $7,500  i 
year,  but  the  resolution  under  which  the  appointment  was  ma 
did  not  make  any  specific  provision  for  traveling  expenses 
subsistence. 
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The  petitioner  accepted  the  appointment  with  the  distinct  under¬ 
standing  with  President  Harding  that  the  work  involved  would  not 
interfere  with  the  petitioner’s  law  practice.  All  the  meetings  of  the 
Committee,  which,  with  the  exception  of  the  petitioner,  was  com¬ 
posed  of  Senators  and  Representatives,  were  held  in  Washington; 
all  of  the  work  of  the  Committee  was  done  in  Washington.  The 
petitioner  spent  an  average  of  about  two  weeks  each  month  in  Wash¬ 
ington  in  the  work  of  the  Committee.  He  found  it  advisable  to 
maintain  continuously  an  apartment  at  the  Wardman  Park  Hotel. 

Up  to  the  end  of  the  year  1921  the  petitioner  received  $4,875  as 
salary  as  chairman  of  the  Committee.  His  claimed  expenses  in  that 


connection  were  as  follows : 

Traveling  between  Toledo  and  Washington -  $960.  25 

Lodging  at  hotels  in  Washington -  1,  766.  00 

Sustenance  by  meals _  910. 15 

Telegraph,  telephone,  taxi  and  other  miscellaneous -  75.  35 


Total _ 3,  711.  75 


This  amount  the  petitioner  deducted  from  gross  income  in  his 
income  tax  return  for  1921  as  a  necessary  traveling  expense  in  carry¬ 
ing  on  the  work  of  the  Committee.  The  respondent  disallowed  such 
deduction  on  the  ground  that  the  petitioner’s  business  did  not  require 
him  to  travel  and  therefore  the  expenses  were  personal,  rather  than 
traveling  expenses. 

OPINION. 

Marquette:  The  Revenue  Act  of  1921  contains  the  following 
provisions,  which  are  here  applicable : 

Sec.  214.  (a)  That  in  computing  net  income  there  shall  be  allowed  as 

deductions : 

(1)  All  the  ordinary  and  necessary  expenses  paid  or  incurred  during  the 
taxable  year  in  carrying  on  any  trade  or  business,  including  *  *  *  travel¬ 

ing  expenses  (including  the  entire  amount  expended  for  meals  and  lodging) 
while  away  from  home  in  the  pursuit  of  a  trade  or  business ;  *  *  *. 

Sec.  215.  (a)  That  in  computing  net  income  no  deduction  shall  in  any  case 
be  allowed  in  respect  of — 

(1)  Personal  living,  or  family  expenses;  *  *  *. 

It  is  the  contention  of  the  petitioner  that  he  was  u  away  from 
home  in  the  pursuit  of  his  trade  or  business  ”  when,  approximately 
every  two  weeks  from  May  to  December,  1921,  he  came  to  Washing¬ 
ton  to  carry  on  the  work  of  the  Committee,  of  which  he  was  chair¬ 
man.  This  work  was  not  a  part  of  the  petitioner’s  law  practice 
which  he  carried  on  in  Toledo;  it  was  a  service  to  and  for  the  United 
States  Government,  performed,  and  apparently  intended  by  Con¬ 
gress  to  be  performed,  in  Washington.  Nevertheless,  it  was  a  part 
of  the  petitioner’s  business,  his  gainful  occupation,  during  the  taxable 
year.  This  Board  has  recognized  that  a  person  may  be  regularly 
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engaged  in  more  than  one  trade  or  business  at  the  same  time.  Louis 
M.  Goldberg ,  9  B.  T.  A.  1355. 

The  respondent  concedes  that  the  petitioner  “  was  engaged  in  busi¬ 
ness  as  a  member  of  the  said  joint  committee  in  Washington,  D.  C.,” 
but  takes  the  position  that  Washington  was  the  petitioner’s  home 
while  he  was  chairman  of  the  Joint  Committee;  and,  therefore,  no 
traveling  expenses  may  be  deducted  from  gross  income  under  the 
statute  above  cited.  .The  facts,  we  think,  do  not  sustain  that  theory. 
It  would  probably  make  very  little  difference,  if  any.  whether  we 
consider  the  petitioner’s  home  to  have  been  in  Toledo  or  in  Washing¬ 
ton.  If  the  latter,  he  would  have  been  compelled  to  travel  to  Toledo 
to  carry  on  his  law  practice.  Such  expenses  would  be  deductible. 
He  was  engaged,  during  the  taxable  year,  in  two  occupations:  lie 
divided  his  time  equally  between  the  two,  in  two  separate  cities. 
The  authority  under  which  the  petitioner  was  appointed  chairman  of 
the  Joint  Committee  did  not  specify  any  amount  of  time  he  must 
devote  to  the  work;  that  was  left  to  the  discretion  of  himself  and 
the  Committee.  The  respondent’s  suggestion,  in  his  brief,  that  in 
creating  this  Joint  Committee  Congress  did  not  contemplate  any 
*  3  ^  omm x 1 1 ee ,  may  be  perfectly  true;  but  it 

is  not  persuasive  as  an  argument.  Many  instances  may  be  found 
where  legislatures  have  failed  to  contemplate  all  the  effects  of  some 
law  they  have  enacted.  In  this  case,  the  petitioner  had  a  definite 
understanding  with  the  President  that  his  law  practice  in  Toledo 
should  not  be  interfered  with. 

In  the  case  of  Chester  D.  Gidesemer,  10  B.  T.  A.  386,  this  Board 
allowed  as  deductions  the  amounts  paid  for  an  apartment  in  Paris 
for  three  years,  Griesemer  being  there  on  business  for  his  firm ;  other 
expenses  while  in  Paris  were  not  allowed  because  of  lack  of  proof 
of  the  amounts.  In  that  case,  as* in  the  present  one,  the  respondent 
contended  that  the  expenses  claimed  as  deductions  were  personal  in 
their  nature,  and  therefore  not  deductible  under  section  215  of  the 
Act.  On  this  point  the  Board  said : 

We  .are  convinced  that  the  terms  “  personal,  living,  or  family  expenses’* 
i ef cried  to  in  section  215,  supra,  were  intended  by  the  Congress  to  be  applied 
in  the  ordinarily  accepted  sense  of  those  words  and  not  in  the  broad  and  sweep¬ 
ing  sense  in  which  the  respondent  is  seeking  to  apply  them.  Simply  because  the 
amounts  in  question  happen  to  be  “living”  expenses  in  a  strict  sense,  does  not 
prexent  them  from  being  deductible  if  they  are  ordinary  and  necessary  and  are 
shown  to  have  been  incurred  in  carrying  on  his  trade  or  business  and  are  clearly 
in  addition  to  his  living  expenses  at  the  usual  place  of  abode  which  he  main¬ 
tains  for  his  mother  and  sister.  The  Congress  undoubtedly  intended  that  the 
taxpayer's  personal  expenditures  in  maintaining  his  usual  place  of  abode  should 
not  be  deducted,  but  that  all  expenditures  made  by  the  taxpayer  in  addition  to 
those  amounts  if  incurred  in  carrying  on  a  trade  or  business,  should  be 
deducted  in  determining  net  income. 
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We  are  of  opinion  that  the  rule  announced  in  the  Griesemer  case 
as  quoted  above,  is  applicable  to  the  state  of  facts  in  the  appeal  under 
consideration.  See  also,  D.  C.  J adding,  9  B.  T.  A.  312.  We  are  not 
convinced,  however,  that  it  was  reasonably  and  fairly  necessary  for 
the  petitioner  to  maintain  an  apartment  at  the  Wardman  Park,  by  the 
year.  It  was  doubtless  more  convenient  than  to  have  registered  and 
obtained  rooms  anew,  every  two  weeks,  but  the  evidence  does  not  show 
the  yearly  rental  to  have  been  necessary,  or  less  expensive.  We  think 
deductions  for  lodging  should  be  confined  to  the  time  such  lodgings 
were  occupied,  and  therefore  the  amount  claimed  by  the  petitioner, 
$1,766,  is  reduced  to  $883.  The  other  items  of  expenses  should  be 
allowed  as  deductions,  as  claimed. 

The  petitioner’s  income  tax  for  the  year  1921  should  be  recomputed, 
allowing  him  as  deductions  for  necessary  traveling  expenses  the  sum 
of  $2,828.75. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 


Boger  &  Crawford,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  14745.  Promulgated  October  9,  1928. 

Salaries  of  officers  held  to  have  accrued  as  an  expense  for 
the  calendar  year  1921. 

Theodore  B.  Benson ,  Esq.,  for  the  petitioner. 

A.  H.  Murray,  Esq.,  for  the  respondent. 

The  Commissioner  determined  a  deficiency  in  income  and  profits 
tax  for  the  calendar  year  1921  in  the  amount  of  $28,675.23,  of  which 
only  the  amount  of  $16,853.02  is  in  controversy. 

The  controversy  arises  over  the  Commissioner’s  refusal  to  allow 
as  a  proper  deductible  expense  from  income  portions  of  salaries  as 
originally  agreed  on  of  two  officers  in  the  amount  of  $38,000,  which 
it  is  alleged  were  incurred  though  not  actually  paid  in  1921. 

The  facts  were  stipulated. 

FINDINGS  OF  FACT. 

Petitioner  is  a  Pennsylvania  corporation  engaged  in  the  business 
of  spinning,  mercerizing,  and  dyeing  cotton  yarns,  with  office  and 
place  of  business  at  Philadelphia.  Its  entire  capital  stock  during 
1921  was  equally  owned  by  Robert  C.  Boger  and  Alfred  Crawford, 
who  were  officers  of  the  corporation  and  were  actively  engaged  as 
executives,  buyers,  salesmen  and  practical  mill  operators. 

At  the  annual  meeting  of  stockholders  held  January  16,  1920,  it 
was  agreed  that  the  salaries  to  be  paid  to  Robert  C.  Boger  and  Alfred 
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Crawford  were  to  aggregate  $24,000  per  annum  each.  The  agree¬ 
ment  for  the  performance  of  services  and  payment  of  salaries  re¬ 
mained  unchanged  during  1920  and  1921.  Both  officers  gave  their 
full  time  and  attention  to  the  business  during  the  year  1921. 

After  the  taking  of  the  annual  inventory  for  the  calendar  year 
1921  and  on  January  10,  1922,  the  two  officers  and  stockholders  volun¬ 
tarily  relinquished  five-sixths  of  their  salaries  and  on  that  date. 
January  10,  1922,  caused  to  be  entered  as  of  December  30,  1921,  in 
the  minute  book,  the  following  resolution : 

A  meeting  of  tlie  Board  of  Directors  was  held  Friday,  December  30th,  at 
2  p.  m.  Owing  to  the  unsatisfactory  business  conditions,  the  officers  of  the 
corporation  decided  to  relinquish  five-sixths  of  their  salary  for  the  year  1921. 

The  motion  having  been  carried  and  there  being  no  further  business  to 
transact,  the  meeting  adjourned. 

s/  Elsie  M.  Weise, 

Secretary. 

During  the  calendar  year  1921  Boger  and  Crawford  were  paid  as 
salary  only  $5,000  each,  which  salary  was  reported  in  their  returns  for 
the  calendar  year  1921. 

The  difference  between  the  salaries  authorized  by  the  resolution  of 
the  board  of  directors  on  January  16,  1920,  and  the  amount  paid 
during  1921,  to  wit,  $38,000,  was  not  accrued  as  a  liability  on  the 
books  of  petitioner  for  the  calendar  year  1921.  The  difference  be¬ 
tween  the  salaries  authorized  by  this  resolution  and  the  amount  paid 
during  1921,  to  wit,  $38,000,  was  not  reported  by  Boger  and  Craw¬ 
ford  in  their  tax  returns  for  1921. 

The  books  of  petitioner  were  kept,  and  its  return  for  1921  was 
filed,  on  the  accrual  basis. 

OPINION. 


Littleton  :  The  issue  is  whether  or  not  the  petitioner  is  entitled 
to  deduct  in  1921  as  an  ordinary  and  necessary  expense  the  full 

the  directors  January  16,  1920,  ,. 
for  Boger  and  Crawford.  The  original  agreement  provided  that 
such  salaries  should  aggregate  $24,000  per  annum  each.  Boger  and 
Crawford  gave  their  full  time  and  attention  to  the  business  of  peti¬ 
tioner  during  the  year  1921,  and  there  was  no  change  in  the  agree¬ 
ment  for  the  performance  of  services  by  them,  or  as  to  payment  of 
salaries  during  1920  and  1921.  It  does  not  appear  when  nor  how 
the  salaries  were  to  be  paid,  but  it  does  appear  that  on  January  10. 
1922,  the  directors  caused  to  be  entered  in  the  minute  book  of  peti¬ 
tioner,  as  of  December  30 ,  192U  the  resolution  to  the  effect  that  they 
each  relinquished  five-sixths  of  his  salary  as  fixed  in  1920,  for  the 
year  1921.  Upon  this  resolution  each  of  said  officers  claim  that  his 
salary  for  1921  was  only  $4,000,  but  the  evidence  shows  that  each 
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dually  received  $5,000  as  salary  for  1921,  which  they  reported  in 
teir  respective  individual  tax  returns  for  that  year. 

Section  234  (a)  of  the  Revenue  Act  of  1921  provides : 

That  in  computing  the  net  income  of  a  corporation  *  *  *  there  shall  be 

lowed  as  deductions : 

(1)  All  the  ordinary  and  necessary  expenses  paid  or  incurred  during  the 
xable  year  in  carrying  on  any  trade  or  business,  including  a  reasonable  allow- 
tce  for  salaries  or  other  compensation  for  personal  services  actually  rendered, 

It  is  insisted  in  behalf  of  petitioner  that  salaries  of  these  officers 
the  amount  of  $48,000  were  incurred  and  accrued  as  an  expense  of 
Le  corporation  in  1921,  though  only  $10,000  in  salaries  was  actually 
lid  them;  that,  such  salaries  having  been  lawfully  incurred  and 
asonable  in  amount,  are  deductible  from  gross  income  as  an  ordi- 
iry  and  necessaiy  expense. 

We  are  of  opinion  that  petitioner’s  contention  is  correct.  The 
laries  of  these  two  officers  were  fixed  in  January,  1920,  by  the 
rectors  at  $24,000  per  annum  each,  and  this  resolution  was  in  no 
ise  modified  until  after  the  close  of  the  taxable  year  1921.  At  De- 
mber  31,  1921,  the  salaries  of  these  two  officers  had  accrued  and 
instituted  a  liability  of  the  corporation.  See  Louis  S.  Cohn  Co ., 
I  B.  T.  A.  1281.  The  mere  fact  that  at  December  31,  1921,  no  entry 
id  been  made  upon  the  books  accruing  these  salaries  as  an  expense 
ies  not  prevent  the  deduction  thereof  for  that  taxable  year  as  an 
dinary  and  necessary  business  expense.  Borden  Manufacturing 
o.,  6  B.  T.  A.  276. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 

Lansdon,  Smith,  Phillips,  and  Arundell  dissent. 


DWARD  E.  HAVERSTICK,  PETITIONER,  V.  COMMISSIONER  OF  INTERNAL 

Revenue,  Respondent. 

Docket  No.  9882.  Promulgated  October  9,  1928. 

Andrew  J.  Haver  stick ,  Esq .,  for  the  petitioner. 

A.  jS.  Lisenby ,  Esq.,  for  the  respondent. 

Siefkin  :  This  is  a  proceeding  for  the  redetermination  of  defi- 
encies  in  income  taxes  for  the  calendar  years  1920  and  1921  in  the 
nounts  of  $535.75  and  $197.48.  Three  issues  are  raised:  (1)  That 
te  amounts  of  $3,358.72  and  $3,328.72  received  by  the  petitioner  in 
)20  and  1921,  respectively,  were  not  rent,  as  determined  by  the 
ispondent,  but  pajunents  made  on  the  purchase  of  property;  (2) 
lat  the  respondent  was  in  error  in  computing  a  profit  of  $1,320.30 
16133—28 - 4 
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on  the  sale  of  certain  real  estate  in  1920;  and  (3)  that  the  petition 
is  entitled  to  a  larger  deduction  for  depreciation  on  buildings  i 
both  years  than  allowed  by  the  respondent. 

(1)  In  1917  the  petitioner  was  the  owner  of  a  vacant  lot  wii 
100  feet  frontage  on  South  Kingshighway,  St.  Louis.  Represent- 
tives  of  the  Mancha  Storage  Battery  Locomotive  Co.  came  to  t} 
petitioner  in  May,  1917,  to  purchase  the  lot  provided  the  petition’ 
would  furnish  the  money  to  erect  a  building  for  their  use.  Th* 
offered  to  execute  a  contract  to  pay  the  cost  of  the  building  ba: 
over  a  five-year  period  and  purchase  the  lot  at  the  end  of  that  tin 
at  a  specified  amount.  The  petitioner  consulted  with  his  brothc, 
a  practicing  attorney  of  St.  Louis,  who  advised  him  that,  since  i 
knew  the  prospective  purchasers  were  not  strong  financially,  L 
practical  method  of  insuring  the  right  to  regain  the  premises  in  ca- 
the  payments  were  not  kept  up  would  be  to  establish  the  contractu 
relationship  of  landlord  and  tenant.  Accordingly,  a  lease  was  e 
tered  into  between  the  petitioner  and  the  Mancha  Storage  Batte’ 
Locomotive  Co.  by  which  the  petitioner  leased  the  property — 

*  *  *  For  a  term  of  five  3’ears  commencing  on  the  day  the  property  herei 

below  described  is  turned  over  to  the  party  of  the  second  part,  after  the  col 
pletion  of  the  building  hereinbelow  provided  for  *  *  *  at  a  yearly  rental  ' 

$1,440,  payable  monthly  in  advance,  in  installments  of  $120  each  on  the  fii 
day  of  each  month  of  said  term. 

The  lease  further  provided  for  the  erection  of  a  specified  buildir 
by  the  petitioner  and  gave  the  lessee  the  option  of  renewing  for 
further  five-year  period  and  also  provided: 

Said  Lessee  is  hereby  given  option  of  buying  above  described  property,  t 
gether  with  improvements  thereon,  for  a  cash  sum  of  $12,500  at  the  time 
the  expiration  of  this  lease,  provided  Lessee  shall  notify  Lessor,  in  writing, 
its  intention  to  or  not  to  exercise  its  optional  rights  GO  days  before  the  date 
the  expiration  of  this  lease. 

The  building  was  built  and  the  lessee  entered  into  possession  i 
1917.  The  following  year  the  lessee  wanted  an  additional  buildin; 
The  petitioner  agreed  and  a  “  supplementary  lease  ”  was  made  Mai 
23,  1918,  by  which  the  amount  payable  per  month  was  raised  to  $17' 
In  1919  another  addition  was  built  by  the  petitioner  and  a  “  secon 
supplementary  lease  ”  was  executed  by  which  the  monthly  paymei 
was  raised  to  $260.  In  1920  another  addition  was  built  and  a  ne’ 
lease  was  executed  on  July  1,  1920,  providing  for  monthly  payment 
of  $395.  By  the  “  supplementary  lease  ”  the  option  price  was  raise 
to  $13,500,  which  amount  was  unchanged  by  the  “  second  supple 
mentary  lease  ”  and  the  lease  of  July  1,  1920. 

During  1920  the  petitioner  received  $3,358.72  as  payments  unde 
the  above  instruments  and  in  1921  received  $3,328.72.  He  did  ne 
include  the  amounts  as  income  in  his  income-tax  returns  for  tho? 
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ars.  The  respondent  added  the  amounts  to  income.  We  are  satis- 
d  that  the  respondent’s  action  was  proper.  During  1920  and  1921 
3  petitioner  had  the  sole  and  exclusive  ownership  of  the  property 
bject  only  to  the  terms  of  the  leases  and  the  right  of  the  lessee  to 
srcise  an  option  to  purchase.  Until  the  option  was  exercised,  the 
yments  made  were  rent  and  when  it  was  exercised,  as  it  was  at 
ne  later  date,  it  did  not  operate  to  convert  prior  rental  payments 
:o  payments  for  the  property.  That  the  amounts  fixed  as  monthly 
yment  may  have  been  larger  than  would  otherwise  have  been  coi¬ 
led  as  rent,  may  be  true,  but  in  the  absence  of  an  allocation  made 
the  instruments  between  rent  and  payments,  and  where  the  pay- 
>nts  created  no  equity  for  the  lessee  under  the  terms  of  the  instru¬ 
cts,  we  must  hold  that  the  respondent  correctly  added  the  amounts 
reived  to  the  petitioner’s  income. 

(2)  On  March  3,  1915,  the  petitioned  traded  a  nine-room  brick 
ddence  on  Catalpa  Street,  St.  Louis,  for  a  property  at  Second  and 
mglas  Streets,  St.  Louis,  pajdng  $750  cash  in  addition.  The 
talpa  Street  property  had  been  in  the  petitioner’s  possession  since 
fore  March  1,  1913,  and  was  encumbered  by  a  mortgage  of  $3,200. 
ie  value  of  the  Catalpa  Street  property  on  March  1,  1913,  and 
irch  3,  1915,  was  $6,500.  The  property  at  Second  and  Douglas 
reets  was  encumbered  by  a  deed  of  trust  for  $1,500.  In  1920  the 
titioner  sold  his  equity  in  the  property  at  Second  and  Douglas  for 
let  amount  of  $4,412.30. 

We  are  unable  to  find,  from  the  decord,  the  amount  of  profit  com- 
ted  by  either  the  respondent  or  the  petitioner  upon  the  sale  in 
20.  Even  if  we  had  that  information  we  would  not  be  able  to  say 
fich  is  correct  without  evidence  as  to  the  adjustments  for  depreci- 
on  between  the  date  of  acquisition  and  sale.  Respondent’s  coun¬ 
did,  however,  concede  at  the  hearing,  that  his  computation  did  not 
ike  any  allowance  for  the  cash  of  $750  paid  in  1915.  With  that 
justment  the  respondent’s  computation  will  be  approved. 

(3)  The  parties  have  stipulated  that  the  petitioner  is  entitled  to 
rthed  deductions  for  depreciation  of  $129.47  for  1920,  and  $104.15 
r  1921  above  those  allowed  by  respondent. 

Judgment  will  be  entered  under  Rule  50. 


T.  Kuehne  Flavoring  Extract  Co.,  Petitioner,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  12631.  Promulgated  October  9,  1928. 

Sterling  P.  King ,  Esq.,  and  W m.  Alexander  Allen ,  Esq.,  for  the 

titioner. 

/.  E.  Marshall,  Esq.,  for  the  respondent. 
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Siefkin  :  This  is  a  proceeding  for  the  redetermination  of  a  d| 
ficiency  in  income  and  profits  tax  for  the  calendar  year  1921  in  tl 
amount  of  $2,306.67.  That  part  of  the  deficiency  which  resuli 
from  the  disallowance  of  a  deduction  of  $6,000,  designated  by  tl 
petitioner  on  its  return  as  “  obsolescence,'*  is  in  controversy,  a 
other  questions  having  been  waived  by  the  petitioner  at  the  hearin 

The  petitioner  is  a  Missouri  corporation  with  its  office  and  pla( 
of  business  in  St.  Louis,  and  was  organized  in  1906  to  manufactui 
and  sell  flavors,  extracts,  and  fruit  syrups.  On  organization 
purchased  for  $10,000  “  all  the  goods,  merchandise,  recipes,  formula 
and  prescriptions  now  belonging  to  and  owned  by  Frederick  j 
Kuehne  in  conducting  a  flavoring  extract  business.**  The  purcha^ 
price  was  paid  by  the  issuance  of  all  the  shares  of  capital  stock  c 
the  petitioner,  except  qualifying  shares.  The  tangible  assets  & 
transferred  to  the  petitioner  consisted  of  stocks  on  hand,  office  sal 
and  furniture  of  a  value  of  about  $2,000.  In  its  corporation  excist 
tax  return  for  1909  the  petitioner  reported  a  net  income  of  $30( 
for  1910,  a  loss  of  $675;  for  1911,  a  net  income  of  $496.15;  and  fc 

1912  a  net  income  of  $692.01.  The  petitioner’s  income-tax  return  fc 

1913  reported  a  net  income  of  $931.60. 

Included  in  the  formulae  transferred  to  the  petitioner  by  F.  1 
Kuehne  in  1906  were  five  formulae  for  rum,  extract  of  aprico 
extract  of  apple,  extract  of  peach  and  extract  of  catawba  grape* 
Under  date  of  August  25,  1921.  the  petitioner  was  notified  by  tl; 
Federal  Prohibition  Director  of  Missouri  of  the  limitations  pr< 
scribed  by  Prohibition  Mimeograph  No.  205  on  the  percentage  o 
ethers  or  esters  in  flavoring  extracts.  The  petitioner,  as  the  resu 
of  such  notification,  modified  the  above  formulae.  The  petitioner 
sales  were  $87,559.27  in  1921,  and  $40,738.96  in  1922.  I 

The  petitioner  claimed  a  $6,000  deduction  from  gross  income  ii 
its  return  for  1921  for  obsolescence  of  its  formulae.  The  responder 
disallowed  such  deduction. 

We  have  no  satisfactory  evidence  either  to  show  a  value  to  th 
formulae  as  of  March  1,  1913,  or  that  the  formulae  alTected  by  th, 
action  of  the  Prohibition  Commissioner  constituted  any  certain  pai 
or  all  of  the  intangibles  acquired  on  incorporation  from  F.  T.  Kuehir 
The  evidence  is  also  far  from  convincing  either  that  the  petitione 
actually  suffered  a  loss  by  reason  of  the  changes  prescribed  in  it 
formulae  or  the  amount  thereof.  We  approve  the  action  of  tli 
respondent  in  disallowing  the  deduction. 

Judgment  will  be  entered  for  the  responded 
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vV.  H.  Reisner  Manufacturing  Co.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  12436.  Promulgated  October  9,  1928. 

Upon  the  evidence,  held  that  certain  transactions  constituted  sales 
by  stockholders  of  the  petitioner  of  their  stock  and  did  not  consti¬ 
tute  a  sale  by  the  petitioner  of  certain  of  its  assets. 

Joseph  Addison ,  Esq.,  and  J.  E.  Slayhaugh ,  C.  P.  A .,  foi  the 
oetitioner. 

'  Shelby  S.  Faulkner ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  m 
income  and  profits  taxes  for  the  calendar  year  1920,  in  the  amount  of 

i>22, 705.68. 

The  error  assigned  is  the  holding  of  the  respondent  that  a  sale  of 
capital  assets  of  the  petitioner  for  a  nominal  consideration  of  $5 
in  connection  with  the  receipt  by  the  stockholders  of  the  petitioner  of 
a  substantial  sum  of  money  constitutes  a  “sale”  by  the  petitionei 
for  the  whole  amount  involved. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Maryland  corporation  with  its  principal  office 
at  Hagerstown. 

During  1920,  it  was  the  owner  of  a  dial  test  indicator  business  and 
an  electromagnet  business.  There  were  three  stockholders  w  ith 
stockholdings  as  follows : 

Shares 

W.  H.  Reisner,  secretary-treasurer - -  37 

M.  P.  Moller,  president - - -  15 

V.  E.  Middlekauff -  s 

The  L.  S.  Starrett  Co.  of  Athol,  Mass.,  was  also  in  the  indicator 
business  and  was  desirous  of  obtaining  the  Reisner  indicator  business. 
In  July,  1920,  W.  H.  Reisner  called  on  L.  S.  Starrett  at  Athol,  Mass., 
and  discussed  the  matter  with  him.  Reisner  proposed  to  consult 
the  minority  stockholders  of  petitioner  and  try  to  obtain  their  consent 
to  sell  their  stock.  All  the  stock  of  the  petitioner  was  then  to  be 
deposited  with  the  Maryland  Surety  &  Trust  Co.,  which  would  pay 
each  stockholder  the  agreed  price,  from  an  amount  deposited  by  the 
L.  S.  Starrett  Co.  The  stock  would  then  be  returned  to  W.  H. 
Reisner  after  the  Starrett  Company  had  acquired  all  the  interests  in 
the  indicator  business.  This  was  a  condition  required  by  Reisner. 

Thereafter  letters  were  exchanged  between  Reisner  and  Starrett 
and  details  of  the  transaction  were  arranged.  The  stockholders  were 
to  receive  $400  per  share  for  their  stock.  Reisner  was  to  receive  a 
bonus  and  Middlekauff  was  to  receive  a  bonus  and  a  salary  from  the 
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Starrett  Company.  On  August  28,  1920,  L.  S.  Starrett  mailed  a 
check  for  $25,000  to  W.  H.  Reisner.  This  check  was  made  payable 
to  the  order  of  W.  H.  Reisner  Manufacturing  Co.,  Hagerstown,  Md. 

In  the  latter  part  of  August,  1920,  Reisner  turned  over  to  the 
Maryland  Surety  &  Trust  Co.  the  check  for  $25,000. 

Each  of  the  stockholders  turned  over  their  stock  to  the  Maryland 
Surety  &  Trust  Co.,  and  on  August  31,  1920,  this  company  issued 
checks  as  follows : 


W.  H.  Reisner - $14,  800 

V.  E.  Middlekauff _  3,  200 

M.  P.  Moller -  6,  000 


The  company  also  credited  the  remaining  $1,000  to  W.  H.  Reisner’s 
account.  The  Reisner  Manufacturing  Co.  also  had  its  bank  account 
with  this  institution,  but  no  part  of  the  $25,000  was  credited  to  its 
account.  The  stock  was  placed  in  the  safe  deposit  box  of  the  W.  H. 
Reisner  Manufacturing  Co.  at  the  Maryland  Surety  &  Trust  Co. 

On  August  31,  1920,  Y.  Elmer  Middlekauff  entered  into  an  agree¬ 
ment  with  L.  S.  Starrett  Co.  whereby  he  agreed  to  sell  his  8  shares  of 
stock  in  the  petitioner  to  the  Starrett  Company  for  $3,200.  Middle¬ 
kauff  agreed  to  superintend  the  production  of  a  reserve  stock  of  dial 
test  indicators,  the  removal  of  all  tools,  machinery,  materials  and 
stock  to  the  plant  of  the  Starrett  Company  and  the  installation  of 
such  machinery,  and  to  instruct  the  employees  of  the  Starrett  Com¬ 
pany  in  the  use  of  the  same.  For  such  service  he  was  to  receive  a 
bonus  of  $2,000  and  a  salary  of  $50  per  week  as  long  as  employed. 
By  the  terms  of  the  agreement  he  was  also  to  receive  his  transporta¬ 
tion  from  Hagerstown  to  Athol  and  return. 

In  December,  1920,  A.  H.  Starrett  went  to  Hagerstown  and  Reisner 
turned  the  shares  of  stock  over  to  him.  Starrett  returned  them  to 
Reisner.  In  addition  to  its  indicator  business  the  AY.  H.  Reisner 
Manufacturing  Co.  conducted  an  electromagnet  business  which  was 
small  compared  to  the  indicator  business.  This  business  was  foreign 
to  that  of  the  L.  S.  Starrett  Co.  and  was  of  no  value  to  it,  and  as  the 
Starrett  Company  wanted  to  reward  Reisner  for  his  services  in  put¬ 
ting  through  the  deal,  all  the  shares  of  stock  were  given  to  Reisner 
without  consideration. 

On  June  8,  1921,  the  L.  S.  Starrett  Co.  drew  a  check  payable  to 
Y  .  H.  Reisner  in  the  amount  of  $22,200.  On  March  31,  1921,  it  drew 
a  check  in  the  amount  of  $10,000  payable  to  AY.  H.  Reisner  Manu¬ 
facturing  Co.,  Hagerstown,  Md.  This  check  was  indorsed  u  AY.  H. 
Reisner  Manufacturing  Company  bv  AY.  H.  Reisner.”  Both  checks 
were  received  by  AAr.  H.  Reisner.  On  May  13,  1921,  it  issued  a  check 
for  $2,060  to  Elmer  Middlekauff.  This  amount  was  for  bonus  and 
wages  or  traveling  expenses. 
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In  December,  1920,  two  new  directors  were  elected  to  the  board  of 
the  petitioner  and  were  issued  3  shares  of  stock  each. 

The  following  are  the  minutes  of  a  directors’  meeting  of  petitioner 

held  on  December  20,  1920 : 

The  regular  meeting  of  the  directors  of  the  company  was  held  at  the  principal 
office  on  Monday,  December  20,  1920,  at  7:00  P.  M.  Present,  W.  H.  Reisner, 
J.  D.  Hankey,  L  E.  Wibberly.  The  minutes  of  the  special  meetings  of  the  direc¬ 
tors  of  December  10th  and  December  13th,  1920,  respectively,  were  read  and 
approved.  Upon  motion  duly  made,  seconded  and  carried,  it  was  resolved  that, 
whereas,  it  is  the  desire  of  this  company  to  give  up  the  manufacture  of  dial  test 
indicator,  paper  gauges  and  lense  measures ;  and  whereas,  the  L.  S.  Starrett 
Company  has  agreed  to  take  over  the  machinery  and  equipment  formerly  used 
by  this  company  in  the  manufacture  of  these  articles  ;  therefore,  be  it  resolved 
that  all  of  said  material  and  patents  be  transferred  and  assigned  to  said  L.  S. 
Starrett  Company  upon  the  payment  of  it  of  the  sum  of  $5.00  and  other  valuable 
considerations.  And  be  it  further  resolved  that  the  officers  of  the  company  are 
hereby  authorized  to  make  said  transfer  and  assignment.  Upon  motion  made, 
thereupon  the  meeting  adjourned.  (Signed)  L.  E.  Wibberly,  Secretary ,  and 
correct,  W.  H.  Reisner,  President. 

The  petitioner  did  not  receive  the  $5  referred  to.  This  was  the 
only  corporate  action  ever  taken  by  the  petitioner  with  regard  to  the 
disposition  of  the  assets  relating  to  the  indicator  business. 

The  books  of  account  of  the  L.  S.  Starrett  Co.  show  that  a  check  for 
$25,000  was  drawn  in  favor  of  W.  H.  Reisner  Manufacturing  Co. 
on  August  28,  1920,  on  account  of  the  dial  indicator  business.  This 
payment  was  charged  to  manufacturing. 

On  November  1,  1920,  by  a  journal  entry  this  amount  was  trans¬ 
ferred  from  the  manufacturing  account  to  a  new  account,  “f.  H. 
Reisner  Manufacturing  Co.” 

On  March  31,  1921,  a  check  for  $10,000  was  drawn  in  favor  of 
W.  H.  Reisner  Manufacturing  Co. 

On  May  13,  1921,  a  check  for  $2,000  wTas  drawn  in  favor  of  V.  E. 
Middlekauff.  Both  of  these  amounts  were  charged  to  manufacturing. 

On  December  31,  1921,  $12,000  was  transferred  by  a  journal  entry 
from  manufacturing  account  to  W.  H.  Reisner  Manufacturing 
account. 

On  June  8,  1921,  a  check  for  $22,200  was  drawn  in  favor  of  W.  H. 
Reisner,  and  the  amount  charged  to  W.  H.  Reisner  Manufacturing 
Co.  account.  The  total  charges  in  this  account  amounted  to  $59,200. 
It  was  closed  out  on  December  31,  1921,  and  the  $59,200  distributed 
by  journal  entries  as  follows : 


To  Material _  $412.  95 

Manufacturing _ 849.  91 

Machinery _  2,  806.  08 

Tools,  jigs,  and  fixtures - - -  h  645. 10 

Surplus  [patents] -  42,485.96 


Total _  59,200.00 
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A  detail  of  the  W  .  H.  Reisner  Manufacturing  Co.  account  as  ap¬ 
pears  on  the  general  ledger  of  the  L.  S.  Starrett  Co.  is  as  follows : 

1921 

Dec.  3  Sundries - J  G5  $59,  200.  (X 

59,  200.  on 


On  his  income-tax  return  for  1920,  W.  H.  Reisner  returned  $14,800 
as  received  from  sale  of  his  stock  to  the  L.  S.  Starrett  Co.  The 
balance  which  he  received  he  returned  as  a  bonus  from  the  L.  S. 
Starrett  Co. 

OPINION. 

Siefkin  :  The  question  to  be  decided  is  whether  the  transactions 
between  the  petitioner  or  its  stockholders  and  the  L.  S.  Starrett  Co. 
resulted  in  a  sale  by  the  petitioner  of  its  assets  pertaining  to  the 
indicator  business  as  contended  by  the  respondent,  or  the  sale  of 
stock  by  the  stockholders  as  contended  by  the  petitioner. 

I  he  L.  S.  Starrett  Co.  desired  to  obtain  the  indicator  business 
conducted  by  the  petitioner.  To  accomplish  this  it  negotiated  with 
YT.  H.  Reisner,  secretary  of  the  petitioner.  Reisner,  the  holder  of 
shares  of  stock,  obtained  the  promises  of  Moller  and  Middlekauff 
to  sell  their  shares  of  stock  to  the  Starrett  Company  for  $400  per 
share.  A  check  for  $25,000  was  drawn  by  the  L.  S.  Starrett  Co.  in 
favor  of  the  W.  H.  Reisner  Manufacturing  Co.  and  it  was  sent  to 
W.  H.  Reisner.  Reisner  deposited  this  check  with  the  Maryland 
Surety  &  Trust  Co.  with  instructions  to  pay  each  of  the  stockholders 
of  the  petitioner  the  amount  due  them  when  they  delivered  their 
stock.  On  August  31,  1920,  each  of  the  stockholders  turned  over 
their  stock  to  the  L.  S.  Starrett  Co.  and  received  checks  therefor  in 
the  following  amounts: 


W.  II.  Reisner - $14,800 

V.  E.  Middlekauff _  3  200 

M.  P.  Moller -  6,000 


The  remaining  $1,000  of  the  amount  deposited  by  the  Starrett 
Company  was  credited  to  the  account  of  W.  H.  Reisner. 

Sometime  in  December,  1920,  A.  H.  Starrett  turned  over  all  of  the 
stock  to  Reisner  in  compliance  with  an  understanding  previously 
had. 

Sometime  in  December,  1920,  two  new  directors  were  elected  to  the 
board  of  directors  of  petitioner  and  on  December  20,  1920,  a  directors’ 
meeting  was  held  at  which  a  resolution  was  passed  providing  that  all 
the  material  and  patents  pertaining  to  the  dial  test  indicator  busi¬ 
ness  should  be  transferred  to  the  L.  S.  Starrett  Co.  for  a  considera¬ 
tion  of  $5.  The  petitioner  did  not  receive  the  consideration  of  $5. 


Nov.  1 - j  52  $25,000.00 

1921 

June  8 - J  208  22,200.00 

Dec.  31 - J  01  12,000.00 


59,  200  00 
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On  May  13,  1921,  the  Starrett  Company  issued  a  check  for  $2,060 
to  Elmer  Middlekauff.  This  amount  was  paid  as  a  bonus  for  services 
rendered  and  as  a  salary  or  for  expenses. 

On  June  8,  1921,  the  L.  S.  Starrett  Co.  drew  a  check  payable  to 
Reisner  in  the  amount  of  $22,200.  Previous  to  this  on  March  31,  1921, 
it  drew  a  check  in  the  amount  of  $10,000  payable  to  W.  H.  Reisner 
Manufacturing  Co.  Both  of  these  checks  were  cashed  by  Reisner. 

On  his  income-tax  return  for  1920,  Reisner  included  $14,800  as 
income  from  the  sale  of  his  stock  to  the  L.  S.  Starrett  Co.  The  bal- 
mce  which  he  received  was  entered  in  his  return  as  a  bonus  from  the 
Starrett  Company. 

The  L.  S.  Starrett  Co.,  on  its  books  of  account,  treated  these  trans¬ 
actions  as  being  with  the  petitioner. 

There  is  evidence  in  the  case  which  is  consistent  with  either 
theory  of  the  question  except  for  the  fact  that  there  was  a  change 

in  ownership  of  the  stock.  The  three  checks  issued  by  the  Maryland 
Surety  &  Trust  Co.  on  August  31,  1921,  were  in  consideration  of  the 
transfer  of  the  stock.  The  check  for  $2,060  received  by  Middlekauff 
was  solely  for  services  and  expenses.  Likewise,  the  two  checks  which 
Reisner  received  in  the  amounts  of  $22,200  and  $10,000,  as  well  as 
he  amount  of  $1,000  which  the  Maryland  Surety  &  Trust  Co.  credited 
to  Reisner’s  account  constituted  a  bonus  or  compensation  to  Reisner 
for  his  services  to  the  Starrett  Company. 

In  the  case  of  United  States  v.  Board ,  et  al .,  14  Fed.  (2d)  459, 
he  court  construed  a  contract  entered  into  by  all  of  the  stockholders 
>f  the  Dixie  Motor  Car  Co.,  a  Kentucky  corporation  and  the  Ken¬ 
tucky  Wagon  Manufacturing  Co.,  whereby  the  stockholders  con¬ 
tracted  to  transfer  to  the  Wagon  Company  all  of  the  assets  of  the 
Dixie  Motor  Car  Co.  and  also  the  stock  held  by  each  stockholder. 
The  court  in  holding  that  this  was  a  transfer  of  stock  by  the  stock¬ 
holders  and  not  a  transfer  of  assets  by  the  corporation  stated : 

*  *  *  If  the  court  were  forced  to  construe  this  contract  upon  its  face  alone, 

here  would  be  some  difficulty  in  determining  just  what  the  parties  were 
ittempting  to  do,  as  on  its  face  it  contains  many  features  of  a  sale  of  stock 
)y  the  stockholders,  as  well  as  provisions  which  ordinarily  would  be  found  only 
n  a  contract  selling  the  assets  of  a  corporation.  In  such  a  situation,  even  as 
)etween  the  parties  to  the  contract,  the  court  would  be  justified  in  resorting  to 
ixtraneous  evidence  to  determine  what  the  real  intention  of  the  parties  was. 

******* 

There  is  another  cardinal  rule  in  the  construction  of  contracts  which  are 
'Usceptible  of  two  meanings,  viz.,  that  the  construction  should  be  given,  if  the 
acts  justify  it,  which  would  render  the  contract  enforceable,  rather  than  to 
idopt  a  construction  which  would  render  it  unenforceable. 

With  these  principles  in  mind,  it  is  difficult  to  reach  any  other  conclusion  than 
hat  this  contract  was  a  sale  of  stock  by  the  stockholders.  To  construe  the 
ontract  as  one  of  sale  of  assets  of  the  corporation  would,  in  effect,  be  to  de- 


846 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(84] 


clare  it  an  unenforceable  contract,  because  it  is  well  settled  that  stockholder 
as  such,  under  the  Kentucky  law,  cannot  sell  the  assets  of  a  corporation. 

In  the  instant  proceeding  the  only  agreements  to  which  the  L.  £ 
Starrett  Co.  was  a  party  were  the  agreements  with  W.  H.  Reisne 
and  E.  V.  Middlekauff.  The  contract  with  Middlekauff  did  not  pui 
port  to  cover  the  transfer  of  any  property  except  the  stock  whic' 
Middlekauff  owned.  The  agreement  with  Reisner  provided  for  th 
acquisition  by  the  Starrett  Company  of  both  stock  and  corporate  as 
sets.  Under  the  reasoning  of  the  cited  case,  we  hold  that  the  con 
tracts  entered  into  bv  the  stockholders  passed  title  to  the  stock  onl; 
and  that  the  amounts  paid  by  the  Starrett  Company  were  to  th 
stockholders  of  the  petitioner  for  their  stockholdings.  The  respond 
ent  has  erred  in  holding  that  the  petitioner  was  a  party  to  the  sak 

Judgment  will  be  entered  under  Rule  5C 


Isabella  N.  Skinker  and  Bertha  R.  Skinker,  Executrices 
Estate  of  Thomas  K.  Skinker,  and  Isabella  N.  Skinkep 
Bertha  R.  Skinker,  Jane  N.  Matthews,  Charles  R.  Skinker 
and  The  Trust  Com  pan  Ar  of  St.  Louis  County,  Trustee  foi 
Caroline  F.  Rulon-Miller  Skinker,  Petitioners,  v.  Commis 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  11155.  Promulgated  October  0,  192S. 

1.  Certain  contingent  claims  for  refund  of  amounts  paid  by  the 
decedent  to  public  utilities  companies  and  the  City  of  St.  Louis, 
held  to  have  had  only  a  nominal  value  at  time  of  death  of  testator. 

2.  The  amount  paid  by  the  executrices  of  the  estate  to  the  State 
of  Missouri  under  the  so-called  Missouri  Inheritance  Tax  Law, 
held  to  have  been  a  part  of  the  gross  estate  of  the  decedent.  It  is 
further  held  that  said  payment  does  not  constitute  payment  of  a 
claim  against  the  estate  within  the  meaning  of  section  403  (a)  (1) 
of  the  Revenue  Act  of  1921. 

Louis  Kawin ,  Esq.,  and  S.  L.  Swartz ,  Esq.,  for  the  petitioners. 
James  A.  O'1  Callaghan,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  ii 
estate  taxes  in  the  amount  of  $1,299.12. 

The  errors  alleged  are:  (1)  The  respondent  has  included  in  tin 
gross  estate  of  the  decedent  four  contingent  claims  for  refund  at  tin 
total  value  of  $9,222.73  (approximately  50  per  cent  of  the  face  valu< 
of  the  claim),  whereas  they  should  have  been  included  at  no  valiu 
or  a  nominal  value;  and  (2)  the  respondent  has  refused,  in  deter 
mining  the  value  of  the  net  estate,  to  allow  as  a  deduction  from  tin 
gross  estate,  the  sum  of  $12,433.27  paid  by  the  estate  of  the  deceden 
to  the  proper  officers  of  the  State  of  Missouri  pursuant  to  the  pro 
visions  of  the  so-called  Missouri  Inheritance  Tax  Law, 
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FINDINGS  OF  FACT. 

The  petitioners  are  the  residuary  legatees  and  executrices  under 
the  will  of  Thomas  K.  Skinker,  deceased,  who  died  a  resident  of 
the  State  of  Missouri  on  January  27,  1924. 

Thomas  K.  Skinker  was  the  owner  of  a  tract  of  land  located 
partly  in  the  City  of  St.  Louis  and  partly  in  St.  Louis  County,  and 
was  known  as  the  Ellenwood  subdivision.  In  1922  he  commenced 
to  develop  this  property  by  laying  gas  and  water  mains,  by  making 
roadways,  sidewalks  and  curbing,  and  by  planting  trees.  This 
work  was  completed  shortly  before  his  death.  He  entered  into 
contracts  with  various  companies  for  such  improvements. 

Skinker  paid  the  amount  of  $3,592  to  the  Laclede  Gas  Light  Co. 
on  September  15,  1922,  as  a  special  fund  to  be  used  for  laying  gas 
mains  in  the  development.  By  the  terms  of  the  agreement  one- 
thirtieth  of  this  amount  was  to  be  refunded  to  Skinker  for  each  new 
consumer  who  used  gas  from  the  main  for  a  period  of  90  days.  It 
was  provided  that  no  interest  should  be  paid  upon  the  amount. 

Skinker  paid  the  amount  of  $3,805.15  to  the  St.  Louis  County 
Gras  Co.  on  September  28,  1922,  as  a  deposit  for  the  laying  of  gas 
mains  in  the  subdivision.  The  company  agreed  to  refund  to 
Skinker,  his  heirs  or  assigns,  the  amount  of  $77  per  bona  fide  cus¬ 
tomer  supplied  from  the  mains,  whose  premises  occupied  the  lots 
covered  by  the  agreement,  until  the  whole  sum,  exclusive  of  interest, 
was  paid.  The  provision  of  refund  was  limited  to  the  five-year 
period  ended  January  1,  1928. 

On  September  14,  1922,  Skinker  paid  the  West  St.  Louis  Water  & 
Light  Co.  the  amount  of  $3,583.75  for  the  laying  of  water  pipe  in 
Ellenwood  subdivision.  By  the  terms  of  the  agreement  the  com¬ 
pany  was  to  purchase  from  Skinker  $40  worth  of  water  pipe  for 
3ach  customer  supplied  until  all  of  the  water  pipe  was  purchased, 
the  agreement  provided  for  depreciation  on  the  pipe  at  the  rate  of  2 
per  cent. 

On  August  18,  1922,  Skinker  paid  $5,000  to  the  City  of  St.  Louis 
as  a  deposit  for  laying  water  mains.  This  amount  was  to  be  re¬ 
funded  at  the  rate  of  $250  per  house  connected  with  the  mains  until 
he  deposit  was  exhausted. 

No  money  had  been  refunded  to  Skinker  under  any  of  these  agree¬ 
ments  because  there  were  no  buildings  erected  at  the  time  of  his 
leath  except  one  on  the  Skinker  road  front  which  did  not  come  under 

he  provision  of  the  contract.  At  that  time  there  were  no  houses  in 
the  Ellenwood  subdivision  under  proposed  construction. 

At  the  time  of  Skinker’s  death  there  was  no  money  due  him  under 
my  of  the  contracts  with  the  City  of  St.  Louis,  the  West  St.  Louis 
\Vater  &  Light  Co.,  the  Laclede  Gas  Light  Co.,  or  the  St.  Louis 
las  Co. 
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The  petitioners,  in  the  tax  return,  included  in  the  gross  estate, 
vrlue  of  $1  each  for  the  claims  for  refund  under  the  contracts.  Th 
respondent  determined  the  value  of  such  claims  to  have  bee 
$9,222.73  as  of  the  time  of  the  death  of  the  testator. 

There  was  paid  from  the  estate  of  the  deceased  the  amount  o 
$12,433.27  on  account  of  the  Missouri  State  Inheritance  Tax.  0 
this  amount,  $12,122.44  was  paid  to  the  State  Treasurer  on  Octobe 
25,  1924,  and  $310.83,  or  2 y2  per  cent  of  the  total  taxes  was  paid  t 
the  St.  Louis  County  Probate  Court  on  October  21,  1924. 

OPINION. 

Siefkin  :  The  questions  to  be  decided  are:  (1)  Whether  the  re 
spondent  erred  in  including  in  the  gross  estate  of  the  decedent,  th 
value  of  $9,222.73  for  four  contingent  claims  for  refund;  and  (2 
whether  the  respondent  erred  in  refusing  to  allow  as  a  deductio: 
from  the  gross  estate,  the  amount  of  $12,433.27,  paid  by  the  estate  o 
the  decedent  to  the  State  of  Missouri  under  the  Missouri  Inheritanc* 
Tax  Law. 

Section  402  of  the  Revenue  Act  of  1921  provides: 

That  the  value  of  the  gross  estate  of  the  decedent  shall  be  determined  b 
including  the  value  at  the  time  of  his  death  of  all  property,  real  or  persona 
tangible  or  intangible,  wherever  situated — 

(a)  To  the  extent  of  the  interest  therein  of  the  decedent  at  the  time  of  hi 
death  which  after  his  death  is  subject  to  the  payment  of  the  charges  agaim 
his  estate  and  the  expenses  of  its  administration  and  is  subject  to  distribute 
as  part  of  his  estate. 

At  the  time  of  the  death  of  the  decedent  no  money  had  been  pah 
nor  was  any  owing  to  him  under  the  various  refunding  agreements 
In  one  of  the  agreements  it  was  provided  that  no  refunds  shouh 
be  made  after  January  1,  1928.  Enforcement  of  claims  for  refunJ 
was  contingent  upon  the  application  for  and  use  of  gas  and  wate 
by  customers  residing  upon  the  development  which  was  improver 
by  the  decedent.  At  the  time  of  the  decedent’s  death  it  would  hav 
been  impossible  to  determine  what  value,  if  any,  attached  to  sue! 
contingent  claims.  We  must  hold  that  the  respondent  erred  b 
including  such  claims  in  the  gross  estate  at  a  greater  value  than  $ 
each,  the  value  placed  upon  them  by  the  petitioner. 

Section  403  of  the  Revenue  Act  of  1921  provides : 

That  for  the  purpose  of  the  tax  the  value  of  the  net  estate  shall  h 
determined — 

(a)  In  the  case  of  a  resident,  by  deducting  from  the  value  of  the  gros 

estate — 

(1)  Such  amounts  for  funeral  expenses,  administration  expenses,  claim 
against  the  estate,  unpaid  mortgages  upon,  or  any  indebtedness  in  respect  to 
property  (except,  in  the  case  of  a  resident  decedent,  where  such  property  i 
not  situated  in  the  United  States),  losses  incurred  during  the  settlement  of  th' 
estate  arising  from  tires,  storms,  shipwrecks,  or  other  casualty,  or  from  theft 
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ien  such  losses  are  not  compensated  for  by  insurance  or  otherwise,  and  such 
nounts  reasonably  required  and  actually  expended  for  the  support  during 
e  settlement  of  the  estate  of  those  dependent  upon  the  decedent,  as  are 
lowed  by  the  laws  of  the  jurisdiction,  whether  within  or  without  the  United 
ates,  under  which  the  estate  is  being  administered,  but  not  including  any 
come  taxes  upon  income  received  after  the  death  of  the  decedent,  or  any 
fate,  succession  legacy  or  inheritance  taxes.  (Italics  supplied.) 

The  petitioners  contend  that  the  sum  of  $12,433.27,  the  amount 
lid  to  the  State  of  Missouri  under  the  provisions  of  the  Missouri 
iheritance  Tax  Law,  is  properly  deductible  from  the  value  of  the 
toss  estate  for  the  purpose  of  determining  the  value  of  the  net 
date,  because  (1)  said  .sum  was  not  a  tax,  nor  was  it  even  a  part 
E  the  estate  which  passed  to  the  heirs  or  legatees,  or  (2)  this 
mount  was  a  u  claim  against  the  estate  ”  under  the  laws  of  the  State 
f  Missouri. 

In  support  of  the  first  proposition  the  petitioner  cites  the  case 
f  the  State,  ex  rel.  McClintock  v.  Guinotte ,  275  Mo.  298;  204  S.  W. 
36,  in  which  the  Supreme  Court  of  Missouri  held  that  the  so-called 
[issouri  inheritance  tax  law  is  not  referable  to  the  taxing  power 
t  all  but  is  referable  to  the  power  of  the  State  to  say  what  becomes 
1  the  property  of  a  person  when  death  forecloses  his  right  to 
mtrol  it. 

In  Knowlton  v.  Moore ,  178  IT.  S.  41,  the  Supreme  Court  in  dis- 
ussing  death  duties,  stated  : 

*  *  *  Although  different  modes  of  assessing  such  duties  prevail,  and 

[though  they  have  different  accidental  names,  such  as  probate  duties,  stamp 
nties,  taxes  on  the  transaction,  or  the  act  of  passing  of  an  estate  or  a  succes- 
on,  legacy  taxes,  estate  taxes  or  privilege  taxes,  nevertheless  tax  laws  of  this 
ature  in  all  countries  rest  in  their  essence  upon  the  principal  that  death  is  the 
anerating  source  from  which  the  particular  taxing  power  takes  its  being  and 
rat  it  is  the  power  to  transmit,  or  the  transmission  from  the  dead  to  the  living, 
a  which  such  taxes  are  more  immediately  rested. 

We  are,  therefore,  of  the  opinion  that  whether  or  not  the  amount 
'aid  to  the  State  of  Missouri  was  a  tax,  it  was  a  part  of  the  gross 
state  of  the  decedent  within  the  meaning  of  the  Revenue  Act  of  1921. 
We  then  turn  to  the  consideration  of  the  question  as  to  whether 
he  amount  so  paid  is  deductible  as  a  claim  against  the  estate. 

In  the  case  of  Hill  v.  Grissom ,  299  Fed.  641,  the  court  said: 

It  is  conceded  that  the  sole  question  presented  upon  the  pleadings  is  whether, 
rider  the  provisions  of  section  403  of  the  Revenue  Act  of  1918  (40  Stat.  1057, 
[omp.  St.  Ann.  Supp.  1919,  §  6336  3/4d),  the  tax  paid  by  the  plaintiffs  on  the 
alue  of  the  personal  estate  of  their  testator  to  the  city  and  county  of  Durham 
or  the  year  1921,  required  by  the  Revenue  Law  of  North  Carolina,  of  1921, 
s  of  May  1,  1921,  may  be  deducted  from  the  appraised  value  of  the  estate  made 
s  provided  by  the  Revenue  Act  of  1918.  This  question  is  narrowed  to  the 
uestion  whether  such  tax  comes  within  the  meaning  of  the  words  “  administra- 
ion  expenses  or  claims  against  the  estate.”  The  defendant  contends  that  the 
d  valorem  tax  assessed  against  the  property  of  the  testator  in  the  possession 
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of  the  executors  as  of  May  1,  1921,  did  not  constitute  “  a  claim  against  e 
estate,”  the  testator  having  died  March  7,  1921,  and  the  value  of  the  est^, 
as  the  basis  for  assessing  the  “  estate  tax,”  being  fixed  as  of  that  date,  frj 
which  certain  specified  deductions  may  be  made. 

******* 


It  would  seem  clear  that  the  ad  valorem  tax  paid  by  the  executors  to  j? 
county  and  city  of  Durham  do  not  come  within  the  term  “administration  ■ 
penses,”  nor  are  such  taxes  claims  against  the  estate,  at  the  date  of  the  den 
of  the  testator,  prior  to  the  date  at  which  such  taxes  are  assessed  and  levi . 
Claims  against  the  estate,  as  defined  by  a  number  of  cases  cited  by  counsel  Jr 
defendant,  are  such  demands  or  claims  of  a  pecuniary  nature  which  could  hej 
been  enforced  against  the  decedent  during  his  life. 

While  not  conclusive  upon  the  court,  the  construction  put  upon  fedeil 
statutes  by  the  departments  having  their  administration  in  charge,  by  maki: 
regulations  “  adopted  for  their  administration  ”  have  the  force  and  effect  : 
law,  if  they  be  not  in  conflict  with  express  statutory  provisions.  Haryla' 
Casualty  Co.  v.  United  States,  251  U.  S.  342,  40  Sup.  Ct.  155,  64,  L.  Ed.  2!, 
“  articles  45,  Regulation  37  of  1921,  regarding  deductions,  is  persuasive 
“  Claims  against  the  estate.  The  amounts  that  may  be  deducted  under  th 
heading  are  such  only  as  represent  personal  obligations  of  the  decedent  exi 
ing  at  the  time  of  his  death,  whether  matured  or  not.  Other  obligations  a: 
not  deductible.  Only  such  claims  as  are  actually  enforceable  against  t 
estate  may  be  deducted.” 

Following  the  reasoning  in  the  above  cited  case  to  the  effect  th 
a  claim  against  the  estate  is  a  demand  or  claim  of  a  pecuniary  natu 
which  could  have  been  enforced  against  the  decedent  during  his  lil 
we  are  of  the  opinion  that  the  amount  of  $12,433.27  paid  to  tl 
State  of  Missouri,  whether  or  not  it  was  a  tax,  is  not  deductible  as 
claim  against  the  estate,  since  the  liability  therefor  did  not  ari 
until  the  time  of  the  death  of  the  testator. 

Judgment  will  be  entered  under  Rule  5 


E.  C.  Johnson,  Executor,  Estate  of  Mary  I.  B.  Russell,  Pet 
tioner,  v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  11250.  Promulgated  October  9,  1928. 

Income  and  gains  of  an  estate  accruing  to  charitable  organiza¬ 
tions  as  residuary  legatees,  held  to  have  been  permanently  set  aside 
pursuant  to  the  terms  of  the  will,  as  provided  in  section  219  (b) 
of  the  Revenue  Act  of  1921. 

Lucius  F.  Robinson ,  Esq.,  for  the  petitioner. 

John  F.  Greaney ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  ii 
income  taxes  for  the  period  April  15,  1921,  to  December  31,  1921,  ii 
the  amount  of  $0,701.16,  and  for  the  calendar  year  1922  in  the  amoun 
of  $1,499.74.  ?1 

1  he  error  assigned  is  the  disallowance  by  the  respondent  of  claiine< 
deductions  from  gross  income  in  the  amounts  of  $43,844.35  for  th< 
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riod  April  15,  1921,  to  December  31,  1921,  and  $28,314.02  for  the 
iendar  year  1922,  alleged  to  represent  that  portion  of  the  income 
d  gains  of  the  estate  to  which  residuary  legatees — charitable  cor- 
rations,  were  entitled  as  beneficiaries  under  the  will  of  the  testatrix. 

FINDINGS  OF  FACT. 

Mary  I.  B.  Russell  died  testate  April  14,  1921.  E.  C.  Johnson  and 
ice  G.  Tuttle  were  duly  appointed  and  qualified  as  executors  of 
r  will  and  duly  administered  her  estate.  By  her  will  the  testa- 
x,  after  giving  various  pecuniary  legacies  and  a  certain  specific 
vise,  gave  all  the  rest,  residue  and  remainder  of  her  estate,  con- 
ting  of  personalty,  to  the  Visiting  Nurse  Association  of  Hartford, 
e  Church  Home  of  Hartford,  and  Christ  Church  Parish  of  Hart- 
rd,  all  of  which  are  charitable  corporations. 

During  the  settlement  of  the  estate,  the  administrators  sold  cer- 
in  securities  of  the  estate  for  the  purpose  of  paying  taxes  and 
lims  of  certain  pecuniary  legatees.  A  net  profit  of  $37,007.33  was 
alized  over  the  inventory  value  of  the  assets  as  of  the  time  of  the 
ath  of  the  testatrix.  Of  this  amount,  $24,525.55  was  realized  dur- 
g  the  period  April  15,  1921,  to  December  31,  1921,  and  was  claimed 
a  deduction  in  the  return  for  that  period.  The  amount  of 
2,481.78  was  realized  during  the  year  1922,  and  was  claimed  as  a 
duction  in  the  return  for  1922.  The  executors  accounted  for  this 
dn  in  their  final  account  and  the  residue  of  the  estate  distributed 
the  residuary  legatees  in  May,  1922,  was  increased  by  this  amount. 
The  income  of  the  estate  received  by  the  executors,  from  rents, 
terest  and  corporation  dividends,  during  the  settlement  and  prior 
the  distribution  was  $42,693.87.  Of  this  amount,  $1,481.60  repre- 
nted  interest  accrued  up  to  the  time  of  the  death  of  the  testatrix 
id  this  was  included  in  the  principal  of  the  estate.  All  administra- 
m  expenses  were  charged  against  the  corpus  of  the  estate. 

Of  the  $41,212.27  representing  income  accrued  after  the  death  of 
e  testatrix,  $25,422.58  was  received  by  the  executors  during  the 
Iendar  year  1921,  and  $15,789.69  was  received  during  the  calendar 
;ar  1922. 

When  the  final  amount  was  prepared  April  15,  1922,  the  executors 
»und  that  the  average  yield  on  the  securities  was  4.85  per  cent.  The 
terest  was  allocated  at  this  rate  to  the  legatees,  who  were  entitled 
the  interest  from  the  time  of  the  death  of  the  testatrix,  and  the  bai¬ 
lee  was  allocated  to  the  residuary  legatees.  This  allocation  was 
town  in  the  final  account.  In  such  final  account  the  executors  creel¬ 
ed  themselves  with  having  paid  to  all  the  legatees,  including  the 
siduary  legatees,  income  in  the  amount  of  $40,912.27. 

After  the  accounting  had  been  filed,  the  executors  paid  over  to 
,ch  of  the  residuary  legatees  the  amount  of  $270.33.  This  money 
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had  been  received  by  the  executors  as  dividends  after  the  accountir 
had  been  accepted.  It  was  allocated  as  the  securities  were  distribute 

The  total  amount  paid  over  to  the  residuary  legatees  was  $35,962.0 
and  of  this  amount,  $20,609.39  had  been  received  in  1921,  and  $lf 
352.64  had  been  received  in  1922.  This  income  included  the  amoun 
of  $779.47  and  $326.89,  representing  interest  accrued  during  the  yea 
1921  and  1922,  respectively,  on  tax-exempt  Government  and  muni 
ipal  bonds.  All  of  the  interest  received  by  the  executors  was  kej 
in  one  depositor}". 

The  executor,  Johnson,  in  preparing  the  income-tax  return  for  tl 
period  April  15,  1921,  to  December  31,  1921,  claimed  a  deduction  c 
account  of  income  permanently  set  aside  for  the  three  residual 
legatees  of  $19,318.80.  and  in  the  return  for  the  calendar  year  192: 
claimed  a  deduction  on  account  of  income  actually  paid  to  tl 
residuary  legatees  of  $15,832.24.  At  the  time  the  1921  return  w? 
prepared,  the  executors  could  not  determine  exactly  the  averag 
interest  income  yield  on  the  personal  property. 

On  April  4/  1922,  the  Christ  Church  Cathedral  was  paid  $5,00 
and  the  balance  due  this  legatee,  $6,117.02,  was  paid  later  in  Apri 
There  was  also  paid  in  April  to  the  Church  Home  and  the  Visitin 
Nurse  Association  in  the  amount  of  $11,717.01.  The  pecuniar 
legacies  entitled  to  interest  after  the  death  of  the  testatrix  amounte 
to  $125,000. 

Alice  Pratt  Conkling,  who  was  entitled  to  interest  after  the  deat 
of  the  testatrix,  died  on  November  21,  1921,  and  $156.25  was  par 
to  her  estate.  An  annuity  of  $300  was  also  paid.  Other  than  thes 
two  items  no  interest  was  paid  by  the  executors  to  pecuniary  legatee 
prior  to  December  31,  1921.  All  payments  of  corpus  and  interest  t 
residuary  legatees  were  made  in  1922. 

The  petitioner  filed  its  income-tax  return  upon  a  cash  receipts  am 
disbursements  basis. 

OPINION. 


Siefkin  :  The  question  to  be  decided  is  whether  the  responden 
erred  in  disallowing  as  deductions  from  gross  income  the  amount  o 
$43,844.35  for  the  period  April  15,  1921,  to  December  31,  1921,  anti 
$28,314.02  for  the  calendar  year  1922,  which  amounts  were  alleged  t< 
represent  a  portion  of  the  income  and  gains  of  the  estate  to  whicl 
residuary  legatees  were  entitled  as  beneficiaries  under  the  will  o 
the  testatrix,  it  being  stipulated  that  the  residuary  legatees  wen 
charitable  organizations  within  the  meaning  of  the  section  of  th< 
law  involved. 

During  the  administration  of  the  estate  the  executors  receiver 
$41,212.27  from  rents,  interest  and  corporation  dividends.  Of  thr 
amount  $25,422.58  was  received  in  1921,  and  $15,798.69  was  receiver 
in  1922.  The  total  amount  paid  over  to  the  residuary  legatees  ii 
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L922,  exclusive  of  interest  on  tax-exempt  bonds,  was  $34,855.67,  of 
yhich  amount  $19,829.92  had  been  received  by  the  executor  in  1921 
ind  $15,025.75  had  been  received  in  1922. 

During  the  settlement  of  the  estate,  the  executors  sold  for  the 
mrpose  of  paying  taxes  and  certain  claims  of  pecuniary  legatees, 
•ertain  securities  of  the  estate  and  realized  a  profit  of  $37,007.33  over 
he  inventory  value  of  the  assets  as  of  the  time  of  the  death  of  the 
estatrix.  Of  this  amount  $24,525.55  was  realized  in  1921  and  $12,- 
i81.78  was  realized  in  1922.  No  payments  were  made  to  residuary 
egatees  until  1922. 

Section  219  (b)  of  the  Revenue  Act  of  1921  provides : 

The  fiduciary  shall  be  responsible  for  making  the  return  of  income  for  the 
state  or  trust  for  which  he  acts.  The  net  income  of  the  estate  or  trust  shall 
e  computed  in  the  same  manner  and  on  the  same  basis  as  provided  in  section 
!12,  except  that  (in  lieu  of  the  deduction  authorized  by  paragraph  (11)  of  sub- 
livision  (a)  of  section  214)  there  shall  also  be  allowed  as  a  deduction,  without 
imitation,  any  part  of  the  gross  income  which,  pursuant  to  the  terms  of  the 
dll  or  deed  creating  the  trust,  is  during  the  taxable  year  paid  or  permanently 
et  aside  for  the  purposes  and  in  the  manner  specified  in  paragraph  (11)  of 
ubdivision  (a)  of  section  214.  In  cases  in  which  there  is  any  income  of  the 
lass  described  in  paragraph  (4)  of  subdivision  (a)  of  this  section  the  fiduciary 
hall  include  in  the  return  a  statement  of  the  income  of  the  estate  or  trust 
»'hich,  pursuant  to  the  instrument  or  order  governing  the  distribution,  is  dis- 
ributable  to  each  beneficiary,  whether  or  not  distributed  before  the  close  of 
he  taxable  year  for  which  the  return  is  made. 

In  the  case  of  Bovievs  v.  Slocum ,  20  Fed.  (2d)  350,  decided 
>y  the  Circuit  Court  of  Appeals  for  the  Second  Circuit,  June  6, 
927,  it  was  held  that  where  a  will  gave  the  residue  of  an  estate  to 
15  seperate  charitable,  religious  and  educational  corporations,  and 
>rovided  that  if  any  such  corporation  be  incapable  of  taking  it,  the 
hare  of  such  corporation  should  be  divided  among  the  others  in 
described  proportion,  the  income  earned  by  the  estate  during 
idministration  and  becoming  part  of  the  residue  of  the  estate  was 
>y  the  will  of  itself  “  permanent^  set  aside  ”  for  the  residuary 
egatees,  within  the  meaning  of  section  219  (b)  of  the  Revenue  Act 
•f  1918.  The  court  in  that  case  said: 

No  part  of  the  income  of  this  estate  was  paid  to  any  of  the  residuary  legatees 
luring  the  year  1919.  No  entry  was  made  on  the  books  of  the  executors,  credit- 
ng  the  residuary  legatees  with  the  income,  but  in  the  return  made  by  the  execu- 
ors,  in  March,  1920,  and  in  the  amended  returns  of  the  income  received  during 
he  year  1919,  such  income  was  returned  as  passing  to  the  said  corporation,  and 
ts  subject  to  no  tax. 

Section  219  (b)  does  not  make  the  deduction  depend  upon  the  action  of  the 
xecutors  in  crediting  the  income  upon  their  books,  but  upon  the  permanent  set- 
ing  aside  of  the  income  by  the  will  itself  for  corporations  of  the  character  in 
luestion. 

*  *****  * 
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The  intention  of  the  testatrix  plainly  appears  from  her  will  that  all  of  h 
residuary  estate  shall  go  to  corporations  of  the  character  described  in  secti< 
219  (b),  and  the  residuary  estate  includes  the  income  in  question.  *  *  * 

See  also  E.  Sophie?'  Welch ,  9  B.  T.  A.  1370,  and  Herbert  Jenna 
Slocum ,  6  B.  T.  A.  36,  which  are  to  the  same  effect. 

There  is  no  doubt  that  the  amounts  of  $15,025.75  and  $12,481.7 
constituting  income  accrued  in  1922  and  paid  in  1922  to  the  residual 
legatees,  are  proper  deductions  under  section  219  (b)  of  the  Revem 
Act  of  1921.  1 

The  amount  of  $24,525.55  realized  upon  the  sale  of  assets  in  19$ 
and  the  amount  of  $19,829.92  claimed  by  the  executors  to  be  due  tl 
residuary  legatees  from  the  rents,  interest  and  dividends  in  192 
were  not  paid  to  the  residuary  legatees  until  1922,  but  under  tl 
authority  of  the  cited  cases  we  must  hold  that  they  were  permanent 
set  aside  for  the  residuary  legatees  pursuant  to  the  terms  of  the  wil 
The  evidence  indicates  that  $44,355.47  was  permanently  set  aside  i 
1921,  but  since  the  petition  in  regard  to  that  period  alleges  error  i 
disallowing  a  deduction  of  $43,844.35,  we  are  precluded  from  allovi 
ing  a  greater  deduction  than  that. 

The  deductions  allowed  then,  are  $43,844.35  for  the  period  Apr 
15,  1921,  to  December  31,  1921,  and  $27,507.53  for  the  year  1922. 

Judgment  will  be  entered  under  Rule  5 


Edward  J.  White,  Petitioner,  v.  Commissioner  of  Interna 

Revenue,  Respondent.  . 

Docket  No.  12525.  Promulgated  October  9,  1928. 

Attorney’s  fees,  contracted  for  prior  to  1920,  but  not  received 
until  1920,  held  to  be  income  in  the  year  actually  received. 

Thomas  T.  Bailey ,  Esq.,  for  the  petitioner. 

James  A.  O'Callaghan ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  i 
income  taxes  for  the  years  1920  and  1921  in  the  respective  amount 
of  $3,512.29  and  $1,415.80. 

The  error  alleged  with  regard  to  the  year  1920  is  the  inclusion  b 
the  respondent  in  petitioner’s  gross  income  of  $10,000  received  b 
petitioner  during  that  year  from  the  National  Bank  of  Commerc 
of  St.  Louis  and  the  sum  of  $4,000  received  by  petitioner  in  tha 
year  from  (he  Hughes-O’Rourke  Construction  Co. 

The  error  alleged  with  regard  to  the  year  1921  is  the  inclusio 
by  the  respondent  in  petitioner’s  gross  income  of  $5,000  received  b 
petitioner  in  1921  from  the  National  Bank  of  Commerce  of  St.  Loui 
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FINDINGS  OF  FACT. 

The  petitioner,  an  attorney,  during  the  years  1918  to  1921,  inclu¬ 
sive,  represented  the  Missouri  Pacific  Railroad,  but  also  engaged  in 
>utside  legal  practice. 

In  1917  the  petitioner  entered  into  an  oral  agreement  with  the 
officers  of  the  Bank  of  Commerce  of  St.  Louis,  whereby  he  was  to 
eceive  a  retainer  fee  of  $5,000  for  representing  the  bank  in  con- 
lection  with  the  presentation  and  argument  of  an  appeal  from  a 
udgment  entered  by  the  Circuit  Court  at  St.  Louis  in  a  suit  brought 
>y  the  bank  against  H.  Clay  Pierce.  The  agreement  further  pro- 
ided  that  if  it  became  necessary  to  carry  the  case  to  the  Supreme 
)ourt  of  Missouri,  petitioner  should  receive  an  additional  sum  of 
'5,000  if  the  bank  were  successful.  This  agreement  was  corroborated 
y  letter  in  1918,  which  provided,  in  part: 

Our  understanding  is  that  you  are  to  assist  the  bank  in  all  these  litigations, 
s  associate  counsel,  for  which  you  are  to  be  paid : 

1.  For  your  services  in  the  Pierce  case,  a  fixed  retainer  of  $5,000,  and  if  the 
ank  is  successful  in  this  case,  an  additional  $5,000. 

The  case  was  abstracted  and  argued  in  the  summer  and  fall  of 
918.  It  was  presented  to  the  Supreme  Court  of  Missouri  at  the 
)ctober,  1919,  term  of  court,  and  the  decision  of  the  court  rendered 
a  April,  1920,  was  in  favor  of  the  bank.  No  bill  was  presented  to 
be  bank  by  the  petitioner.  Payment  of  the  whole  $10,000  was 
tade  in  April,  1920.  This  amount  was  not  included  by  petitioner 
a  his  income-tax  returns  for  the  years  1917  or  1918.  At  the  time 
be  agreement  was  made,  the  bank  was  solvent. 

During  the  year  1919  petitioner  was  employed  by  the  Hughes- 
)’Rourke  Construction  Co.,  to  represent  this  company  in  the  prose- 
ution  of  its  claims  against  J.  W.  Thompson  in  the  United  States 
listrict  Court.  The  company  agreed  to  pay  petitioner  $4,000,  and 
bis  amount  was  paid  in  1920.  Petitioner  did  not  press  payment 
f  this  fee.  This  $4,000  was  not  included  in  the  petitioner’s  returns 
ar  1919,  1920,  or  1921. 

In  1917  the  petitioner  entered  into  an  agreement  with  the  Na- 
ional  Bank  of  Commerce  of  St,  Louis,  whereby  the  bank  agreed 
0  pay  petitioner  $5,000  for  services  rendered  in  a  case  brought 
y  the  bank  against  Festus  J.  Wade,  et  al.  Petitioner  did  not 
•ress  the  bank  for  payment  of  this  fee  and  it  was  paid  to  peti- 
ioner  in  1921. 

The  petitioner’s  returns  for  the  years  1920  and  1921  were  made 
n  a  cash  receipts  and  disbursements  basis.  The  return  for  1920 
,ras  filed  on  February  26,  1921.  No  consents  to  a  later  determina- 
ion,  assessment  and  collection  of  taxes  were  filed  by  petitioner. 

he  deficiency  letter  for  the  year  1920  was  sent  to  petitioner  on 
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September  29,  1925,  and  that  for  the  year  1921  was  sent  on  Sep 
tember  30,  1925. 

OPINION. 

Siefkin:  The  respondent  included  in  the  petitioner’s  income  fo 
the  year  1920  the  amount  of  $14,000  received  by  the  petitioner  it 
that  year,  consisting  of  $10,000  from  the  National  Bank  of  Com 
merce,  and  $4,000  from  the  Hughes-O’Rourke  Construction  Co 
Petitioner  was  retained  in  1917  to  represent  the  National  Bank  o 
Commerce  in  a  law  suit,  and  b}^  agreement  was  to  receive  $5,000  a 
a  retainer  fee  and  $5,000  if  the  case  were  taken  to  the  Suprem 
Court  of  Missouri  and  if  the  bank  were  successful  on  the  appeal 
A  decision  in  favor  of  the  bank  was  rendered  in  April,  1920.  Pay 
ment  of  the  entire  $10,000  was  made  to  petitioner  in  1920.  Pay 
ment  of  the  $4,000  to  petitioner  by  the  Hughes-O’Rourke  Construe 
tion  Co.  was  also  made  in  1920. 

The  petitioner,  in  1917,  was  engaged  by  the  National  Bank  o 
Commerce  to  represent  the  bank  in  the  case  of  Bank  of  Commerc\ 
v.  Wade,  et  al.  He  received  $5,000  in  1921  for  the  services  ren 
dered. 

The  petitioner  contends  that  these  fees,  or  at  least  a  considerabl 
portion  thereof,  should  be  considered  income  earned  prior  to  192* 
and  can  not  be  considered  as  income  for  the  taxable  years  1920  am 
1921.  He  advances  the  contention  that  the  retainer  fees  were  con 
structively  received  by  the  petitioner  prior  to  1920  and  relies  upoi 
paragraph  51  of  Regulations  33,  which  provides: 

Actual  receipt  is  a  reduction  to  possession.  Constructive  receipt  is  wher 
income  is  credited  to  or  made  available  to  recipients  and  is  to  be  reported  a 
income. 

We  can  not  agree  with  this  contention.  In  the  case  of  Unites 
States  v.  Christine  Oil  &  Gas  Co .,  269  Fed.  458,  the  court  said : 

Actual  receipt  within  the  current  tax  year  is  a  condition  to  the  levy  of  tli 
tax,  by  the  terms  of  the  act  as  construed  by  the  courts.  The  authority  of  th 
Treasury  Department  to  make  reasonable  regulations  for  the  execution  of  tb 
law  would  not  confer  on  that  department  the  power  to  add  to  the  income,  sul 
ject  to  the  tax,  as  defined  by  the  law.  In  the  case  of  Edwards  v.  Keith,  23 
Fed.  110-113,  145  C.  C.  A.  298-301,  the  Court  of  Appeals  for  the  Second  Circui 
said : 

“  But  no  instructions  of  the  Treasury  Department  can  enlarge  the  scope  o 
this  statute,  so  as  to  impose  the  income  tax  upon  unpaid  charges  for  service 
rendered  and  which,  for  aught  any  one  can  tell,  may  never  be  paid.” 

In  James  II.  Persons ,  5  B.  T.  A.  716,  we  held  that  additional  com 
pensation  authorized  and  credited  to  the  taxpayer  upon  the  book 
of  the  corporation  in  1920  and  received  by  him  in  1921  was  no 
income  for  the  year  1920,  since  the  taxpayer  kept  his  books  and  ren 
dered  his  return  upon  the  cash  receipts  and  disbursements  basis. 
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See  also  M.  E.  Fatrr,  3  B.  T.  A.  110 ;  Edmund  J .  Karr ,  2  B.  T.  A. 
15 ;  Louis  Titus ,  2  B.  T.  A.  754;  and  J.  M.  Edmunds ,  1  B.  T.  A.  998, 
liich  are  to  the  same  effect. 

In  Louis  Titus ,  supra ,  we  stated: 

Taxpayer,  who  is  an  attorney  and  keeps  his  accounts  and  renders  his  returns 
ion  a  cash  receipts  and  disbursements  basis,  contends  that  certain  payments, 
■ceived  in  1918  for  services  rendered  and  billed  in  1917,  are  income  for  1917. 
i  one  case  a  check  in  payment  of  the  bill  rendered  was  mailed  late  in  1917 
it  received  by  the  taxpayer  in  1918.  In  the  two  other  transactions  involved, 
ie  amount  was  agreed  upon  between  taxpayer  and  an  officer  of  the  corporate 
•btors  (who  was  also  a  large  stockholder  in  each)  in  1917,  but  no  payment 
as  made  until  1918. 

Taxpayer  urges  that  the  amounts  were  constructively  received  in  1917 ;  that 
afts  could  have  been  drawn  and  would  have  been  honored.  We  find  nothing 
distinguish  this  appeal  from  the  decision  in  the  Appeal  of  J.  M.  Edmunds , 

B.  T.  A.  998. 

It  is  our  opinion  that  the  income  received  by  the  petitioner  was 
icome  of  the  year  in  which  it  was  actually  received,  and  the  holding 
l  the  respondent  will  not  be  disturbed. 

J udgment  will  l>e  entered  for  the  respondent. 


LORENCE  H.  SCHOEN,  EXECUTRIX,  ESTATE  OF  ISAAC  A.  SCHOEN, 

Petitioner,  v.  Commissioner  of  Internal  Bevenue,  Re¬ 
spondent. 

Docket  No.  11056.  Promulgated  October  9,  1928. 

Respondent’s  determination  that  a  husband  had  not  conveyed  certain 
partnership  interests  to  his  wife  approved. 

Harry  H.  Haeussler ,  Esq .,  for  the  petitioner. 

A.  S.  Lisenby ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
icome  taxes  for  the  calendar  years  1920,  1921,  1922,  and  1923  in 
ie  amounts  of  $2,106.16,  $120.31,  $458.95,  and  $31.45,  respectively, 
b  is  alleged  that  the  determination  of  the  respondent  that  Isaac 
choen  was  the  owner  of  a  one-half  interest  in  a  partnership  in  1920, 
ad  the  owner  of  a  one-third  interest  in  1921,  1922,  and  1923  is 
Toneous. 

FINDINGS  OF  FACT. 

The  petitioner  is  the  duly  appointed,  qualified  and  acting  executrix 
i  the  estate  of  Isaac  A.  Schoen,  deceased.  She  is  a  resident  of 
t.  Louis,  Mo. 

Isaac  A.  Schoen  was  a  resident  of  St.  Louis,  Mo.,  and  prior  to 
120  was  the  owner  of  a  fur  brokerage  business  in  that  city, 
lorence  H.  Schoen  was  his  wife.  Aaron  Schoen  and  Lee  M.  Schoen 
ere  their  sons. 
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In  1919  Isaac  Schoen  had  a  number  of  conversations  with  his  sc 
Lee  M.  Schoen  in  which  the  father  told  the  son  that  he  had  mac 
Lee  a  member  of  the  partnership  of  Isaac  A.  Schoen  &  Sons.  In  th 
way  the  son  first  learned  that  he  was  a  member  of  the  firm.  Abo7 
January  1,  1921,  there  were  discussions  between  the  members  of  tl 
Schoen  family  as  to  an  arrangement  of  the  interests  of  the  member 
of  Isaac  A.  Schoen  &  Sons. 

On  March  1,  1920,  Sidney  M.  Schiele  Avas  employed  as  bookkeept 
for  the  partnership.  The  partnership  had  no  adequate  system  o 
bookkeeping  at  that  time  and  Schiele  put  the  books  in  order  and  o 
May  1,  1920,  opened  a  new  set.  A  capital  account  was  set  up  on  tl 
ledger  as  of  May  1,  1920,  showing  a  credit  to  Isaac  A.  Schoen,  Cap 
tal  Account  of  $30,787.60,  designated  as  one-half  proprietorship.  0 
the  same  date  the  separate  capital  accounts  of  Aaron  Schoen  and  Lc 
M.  Schoen  were  credited  on  the  ledger  with  $15,393.80  each.  O 
December  31,  1921,  an  entry  Avas  made  on  the  firm’s  journal  debitin 
Isaac  A.  Schoen  with  $20,787.60,  Aaron  Schoen  and  Lee  M.  Schoe 
Avith  $7,393.80  each,  and  a  credit  of  the  total  of  the  three  amounl 
was  entered  to  profit  and  loss.  On  October  21,  1923,  an  entry  w£ 
made  in  the  firm’s  journal,  debiting  the  capital  accounts  of  Isaa 
Aaron  and  Lee  each  $20,000  with  the  explanation,  “  three  individm 
capital  accounts  combined  into  one.” 

On  December  31,  1922,  an  entry  Avas  made  in  the  journal  debitin 
profit  and  loss  in  the  amount  of  $4,259.27,  and  crediting  the  account 
of  Aaron,  Isaac,  and  Lee  each  in  the  amount  of  $1,419.75,  with  th 
explanation  entry  “  70%  of  net  distributable  balance  divided  anion 
partners.”  On  the  same  journal  page  and  under  the  same  date  is  a 
entry  shoAving  the  divisions  of  the  30  per  cent  remaining  profit 
among  the  emplo^yees.  There  Avas  an  arrangement  for  the  divisio 
of  a  portion  of  the  firm’s  profits  among  certain  employees.  Th 
entries  referred  to  Avere  all  made  in  the  handAvriting  of  Schiele. 

The  entries  in  the  capital  accounts  of  the  three  individuals  wei 
made  by  Schiele,  principally  at  the  direction  of  Aaron.  The  entrie 
showing  a  division  of  capital  one-half  to  Isaac  in  1920,  and  one-thir 
thereafter  Avere  explained  by  Schiele  to  Isaac. 

The  partnership  returns  of  Isaac  Schoen  &  Sons  for  the  years  192(1 
1921,  1922,  and  1923,  shoAA7ed  Isaac  Schoen  as  a  member.  The  sai 
returns  for  1921,  1922,  and  1923  Avere  signed  by  Isaac  A.  Schoe 
under  oath  as  a  member,  in  the  presence  of  Schiele.  They  Aver 
explained  to  Isaac  by  Schiele  before  Isaac  signed  them. 

Florence  II.  Schoen  had  no  account  on  the  firm’s  books. 

Schiele  had  a  power  of  attorney  from  the  firm  at  the  Nationa 
Bank  of  Commerce  and  acted  with  authority  for  the  firm  in  genera 

Applications  for  Federal  Brokers  Special  Tax  Stamp  were  mad 
by  the  firm  of  Isaac  Schoen  &  Sons  for  the  fiscal  years  begun  July  I 
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f  each  of  the  years  1920,  1921,  1922,  and  1923.  One  of  the  applica- 
ions  was  signed  for  the  firm  by  Aaron  Schoen  and  the  other  three 
vere  signed  for  the  firm  by  Schiele.  Each  application  showed  the 
members  of  the  partnership  to  be  Isaac  A.  Schoen,  Lee  M.  Schoen  and 
Laron  Schoen,  and  none  others. 

On  or  about  December  31,  1921,  Schiele,  for  the  firm,  rendered 
statement  to  the  Liberty  Central  Trust  Co.  on  a  sheet  containing  the 
irm’s  letterhead,  showing  the  capital  accounts  of  the  firm  to  be  as 
ollows : 

Isaac  A.  Schoen _ $24,  000 

Aaron  Schoen _ : _  19,  000 

Lee  M.  Schoen _  20,  000 

Total _  63,  000 

The  letterhead  referred  to  gave  the  firm  name  as  Isaac  A.  Schoen 
3  Sons,  and  contained  in  the  upper  left-hand  corner  thereof  the 
ame  of  Isaac  A.  Schoen,  Aaron  Schoen  and  Lee  M.  Schoen.  This 
■  as  substantially  the  letterhead  used  by  the  firm  up  to  1924  or  1925. 
On  or  about  September  24,  1920,  a  financial  statement  of  the  firm 
f  Isaac  A.  Schoen  and  Sons,  as  of  March  31,  1920,  was  rendered 
d  the  Central  National  Bank  of  St.  Louis,  Mo.,  signed  by  Isaac  A. 
Ichoen.  The  said  statement  showed  the  partners  to  be  Isaac  A., 
Laron  and  Lee  M.  Schoen,  and  none  others. 

A  suit  against  Isaac  A.  Schoen  &  Sons,  in  which  Isaac  A.  Schoen 
as  designated  as  a  defendant,  was  defended  between  1922  and  1924 
ithout  objection  that  he  was  not  a  member  of  the  firm.  The  records 
f  the  partnership  for  the  years  1920  to  1923,  inclusive,  show  Isaac 
l.  Schoen  as  a  partner. 

On  or  about  August  22,  1924,  Schiele  called  at  the  Liberty  Central 
>ank  at  St.  Louis,  Mo.,  and  advised  them  that  Isaac  A.  Schoen  had 
ied  the  preceding  Sunday  at  New  Rochelle,  N.  Y. ;  that  he  (Schiele) 
xpected  that  Mrs.  Schoen  and  the  two  sons  would  come  to  St.  Louis 
nmediately  after  the  funeral  so  that  Mr.  Schoen’s  will  could  be 
led  and  the  partnership  estate  arranged  for;  that  there  was  no 
:ritten  partnership  agreement  but  merely  an  oral  understanding 
lat  Isaac,  Aaron,  and  Lee  were  the  recognized  partners  and  Mrs. 
choen  was  the  beneficiary  of  Isaac’s  interest. 

In  September,  1924,  there  was  some  discussion  between  Aaron 
choen  and  Schiele,  on  the  one  hand,  and  Mr.  Gennett  of  the  Liberty 
entral  National  Bank  of  St.  Louis,  on  the  other  hand,  as  to  the 
rovision  of  the  Missouri  law  requiring  the  cessation  of  a  partner- 
dp  business  in  the  case  of  the  death  of  a  partner  and  the  admin- 
Iration  of  the  partnership  estate,  and,  upon  request  of  the  bank, 
ud  in  order  to  avoid  the  necessity  of  such  administration,  an 
ifidavit  was  given  to  the  bank,  signed  by  Mrs.  Florence  H.,  Aaron 
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and  Lee  M.  Schoen,  and  Schiele,  to  the  effect  that  Isaac  had  nr 
been  a  member  of  the  firm  since  January  1,  1921,  and  that  Florene 
had  acquired  his  interest  at  that  time. 

Mrs.  Florence  H.  Schoen  was  not  personally  liable  to  the  firm 
bank  on  its  obligations  to  the  bank  either  before  or  after  the  deat 
of  Isaac  A.  Schoen. 

OPINION. 

Siefkin  :  The  petitioner  contends  that  Florence  H.  Schoen,  th 
wife  of  Isaac  A.  Schoen,  owned  a  one-fourth  interest  in  the  partnei 
ship  in  1920,  being  one-half  of  Isaac  A.  Schoen’s  interest,  and  the. 
she  owned  a  one-third  interest  in  1921,  1922,  and  1923,  in  place  o 
her  husband.  The  respondent  contends,  and  has  determined  th 
deficiencies  herein  upon  that  theory,  that  Florence  H.  Schoen  di< 
not  have  any  interest  in  the  firm  in  any  of  the  years,  and  that  Isaa 
A.  Schoen  was  taxable  in  1920  with  one-half  the  distributive  earn 
ings  and  in  the  three  following  years  with  one-third.  We  are  satis 
tied  that  the  respondent’s  action  was  correct. 

The  documentary  evidence,  without  exception  but  for  the  affidavi 
made  after  Schoen’s  death — which  may  be  explained  as  made  to  avoi< 
the  necessity  of  administration  of  the  partnership  estate,  is  in  accor<j 
with  the  respondent’s  determination.  The  testimony  of  the  witnesse 
as  to  oral  understandings  is  not  convincing  as  to  the  existence  of 
partnership  in  fact  different  in  interest  from  that  shown  by  th 
records  of  the  partnership.  Such  understandings  as  may  hav 
existed,  in  view  of  the  uncertain  nature,  are  as  consistent  with 
theory  of  assignment  after  receipt  as  with  a  theory  of  actual  sever 
ance  of  a  partnership  interest.  See  Heilman  v.  United  States ,  —  Cl 
Cls.  — ,  decided  May  2,  1927;  Bing  v.  Bowers ,  22  Fed.  (2d)  450 
Charles  F .  Colbert ,  Jr.,  12  B.  T.  A.  565,  and  cases  cited. 

Judgment  will  he  entered  for  the  respondent 


W.  E.  Beckmann  Bakers’  &  Confectioners’  Supply  Co.,  Peti 
tjoner,  v.  Commissioner  of  Internal  Bevenue,  Respondent. 


Docket  No.  11477.  Promulgated  October  9,  1928. 

Special  assessment  denied  petitioner  upon  failure  to  show  that  it 
comes  within  the  class  of  cases  set  forth  in  section  327  of  the 
Revenue  Act  of  1918. 


IT.  A.  Allen,  Esq.,  for  the  petitioner. 

A.  S.  Lisenby,  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redetermination  of  a  deficiency  ii 
income  and  war-profits  taxes  for  the  year  1918  in  the  amount  o 
$5,823.09. 
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The  errors  assigned  are : 

1.  The  holding  of  the  respondent  that  petitioner  was  not  entitled 
)  have  its  tax  for  the  year  1918  computed  under  the  special  assess- 
lent  provisions  as  provided  in  sections  327  and  328  of  the  Revenue 
ct  of  1918 ; 

2.  The  failure  of  the  respondent  to  take  into  consideration  the  fact 
lat  $62,595.57  of  the  working  capital  of  petitioner  during  the  year 
)18  was  borroAved  and  contributed  proportionately  to  the  earning  of 
ie  income  upon  which  the  taxes  are  proposed  to  be  assessed  and 
Elected;  and 

3.  The  failure  of  the  respondent  to  take  into  consideration  the  fact 
lat  there  was  an  operating  good  will,  worth  approximately  $50,000, 
hich  contributed  materially  to  producing  the  income  of  petitioner. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Missouri  corporation  engaged  in  the  bakers’ 
id  confectioners’  supply  business  in  St.  Louis. 

In  1874  W.  E.  Beckmann  started  in  the  bakers’  and  grocers’  supply 
asiness  on  a  small  scale.  The  business  increased  and  about  the  time 
ie  business  was  incorporated,  in  1915,  the  books  showed  a  net  worth 
E  physical  assets  of  $122,228.27.  This  was  attributable  entirely  to 
irnings  of  the  business.  The  company  was  incorporated  in  June, 
)15,  and  $50,000  capital  stock  was  issued.  The  reason  for  incorpo- 
iting  for  $50,000  was  to  allow  Beckmann’s  son-in-laiv,  Louis  Alewel, 
)  obtain  a  one-fourth  interest  in  the  business  upon  that  basis.  All 
E  the  assets  belonging  to  the  old  concern  Avere  left  in  the  business 
id  the  corporation  assumed  the  liabilities.  The  title  to  some  of  the 
ersonal  property  and  stock,  however,  Avas  retained  by  Beckmann. 
11  of  the  capital  stock  was  paid  for  Avith  tangible  assets.  The 
ockholders  were  Beckmann,  his  wife,  and  Louis  Alewel.  Before 
icorporation  Beckmann  had  been  doing  a  business  of  from  $400,000 
>  $900,000  per  year  and  had  from  400  to  500  customers. 

The  petitioner  continued  in  the  same  business  and  had  the  same 
istomers  as  the  old  business,  except  for  the  addition  of  new  ones  and 
le  loss  of  old  ones  in  the  course  of  business.  The  petitioner  did  not 
ay  Beckmann  anything  for  the  right  to  use  his  list  of  customers, 
o  records  had  been  kept  by  Beckmann  from  1874  up  to  the  time  of 
icorporation. 

The  statement  of  liabilities  of  petitioner  at  December  31,  1917, 


lowed : 

Capital  stock _ $50,000.00 

W.  E.  Beckmann,  investment _  72,  595.  57 

W.  E.  Beckmann,  personal _  2,  995.  61 

Storage _ _  11. 10 

Wagon  and  harness  repairs _  6.  25 

Surplus _  .  .  _  73, 562. 34 
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No  accounts  payable  for  merchandise  were  shown  on  the  balanc 
sheet. 

At  the  end  of  the  year  1918  the  statement  of  liabilities  showed : 


Capital  stock - $50,  000.  00 

W.  E.  Beckmann,  investment _  G2,  595.  57 

Surplus -  95,  971.  80 


No  accounts  payable  to  anyone  were  shown.  Petitioner  tried  t< 
make  it  a  rule  to  refrain  from  owing  anybody  at  the  end  of  the  yea 
for  merchandise  purchased.  The  amount  of  capital  needed  in  th 
business  varies  with  the  condition  of  the  market.  When  condition 
are  good  capital  is  needed  to -buy  supplies. 

The  return  of  the  petitioner  for  1918  shows  gross  sales  of  $699. 
814  and  net  sales  of  $677,194.95. 

OPINION. 

Siefkin  :  The  petitioner  contends  that  it  should  have  its  taxes  fo: 
the  year  1918  computed  under  the  special  assessment  provision  o 
sections  327  and  328  of  the  Revenue  Act  of  1918.  As  reasons  for  tlii: 
the  petitioner  contends  that  $62,595.57  of  the  working  capital  of  tin 
petitioner  during  the  year  1918  was  borrowed  and  contributed  pro 
portionately  to  the  earning  of  the  income  and  that  the  operating 
good  will  which  was  not  included  in  invested  capital  had  a  value  o: 
$50,000,  which  also  contributed  materially  to  producing  the  income 

Section  326  (a)  of  the  Revenue  Act  of  1918  provides: 

That  as  used  in  this  title  the  term  “  invested  capital  ”  for  any  j^ear  mean 
(except  as  provided  in  subdivisions  (b)  and  (c)  of  this  section)  : 

******* 

(4)  Intangible  property  bona  fide  paid  in  for  stock  or  shares  prior  to  Marcl 
3,  1917,  in  an  amount  not  exceeding  (a)  the  actual  cash  value  of  such  property 
at  the  time  paid  in,  (b)  the  par  value  of  the  stock  or  shares  issued  therefor 
or  (c)  in  the  aggregate  25  per  centum  of  the  par  value  of  the  total  stock  oi 
shares  of  the  corporation  outstanding  on  March  3,  1917,  whichever  is  lowest 

It  will  be  noted  that  only  such  intangible  property  as  is  paid  ii 
for  stock,  and  that  only  to  a  limited  extent,  may  be  included  in  in¬ 
vested  capital.  The  good  wrill  of  the  petitioner  was  not  acquired 
for  stock  or  shares  and  thus  the  statute  itself  precludes  the  allowance 
of  this  item  in  invested  capital. 

In  J .  M.  and  M.  S.  Browning  Co .,  6  B.  T.  A.  914,  we  said : 

It  may  also  be  .stated,  without  extended  discussion,  that  regardless  of  the  valu* 
of  the  several  contracts  on  January  2,  1915,  the  date  they  were  acquired  by 
the  petitioner,  it  is  not  entitled  to  include  that  value  or  any  part  thereof  in 
its  invested  capital  for  the  year  1918.  The  contracts  were  paid  in  to  the 
petitioner  corporation  by  the  Brownings  without  any  consideration  therefor 


360)  BECKMANN  BAKERS’  &  CONFECTIONERS’  SUPPLY  CO.  863 


xcept  the  nominal  consideration  of  one  dollar,  and  under  the  decision  of  this 
Joard  in  the  Appeal  of  Herald-Dispatch  Co.,  4  B.  T.  A.  1096,  they  may  not  be 
□eluded  in  invested  capital  under  section  326  (a)  (3)  of  the  Revenue  Act  of 
918.  See  also  Appeal  of  Shope  Brick  Co.,  5  B.  T.  A.  1042. 

It  can.  not  be  said  that  merely  by  reason  of  statutory  exclusion, 
ny  abnormality  in  this  respect  exists  which  would  allow  special 
ssessment.  See  Morris  Co .,  1  B.  T.  A.  706,  and  Clarence  Whit- 
>ian  <&  Sons ,  Inc.,  11  B.  T.  A.  1192. 

Evidence  was  introduced  to  show  that  tangible  assets  to  the  extent 
f  approximately  $62,000,  the  title  to  which  was  still  held  by  Beck- 
aann,  were  left  in  the  business  and  the  petitioner  contends  that  such 
•orrowed  capital  created  an  abnormality  which  brings  petitioner 
rithin  the  provisions  of  section  327  of  the  Revenue  Act  of  1918. 
lowever,  the  petitioner  has  not  shown  what  the  normal  condition  in 
lis  particular  business  is. 

In  Higginbotham-B  alley  -Logan  Go .,  8  B.  T.  A.  581,  we  stated: 

Petitioner  claims  that  it  falls  within  section  327  of  the  Revenue  Act  of  1918 
ad  is  entitled  to  have  its  tax  computed  by  a  comparison  with  the  tax  paid  by 
jpresentative  concerns,  as  provided  in  section  328.  Its  argument  is  based  pri- 
larily  upon  the  amount  of  borrowed  money  used.  It  appears  that  during  the 
ear  its  invested  capital  was  $2,656,613.61  and  its  average  borrowed  capital, 
2,189,025.25 ;  in  other  words,  40  per  cent  of  its  operating  capital  was  borrowed, 
a  many  businesses  this  would  not  be  regarded  as  unusual  or  abnormal  and  in 
ie  absence  of  any  evidence  that  it  is  abnormal  in  the  wholesale  drygoods 
usiness  there  is  nothing  on  which  we  may  base  an  opinion  as  to  normality  or 
bnormality. 

In  Denver  Powerine  Co .,  7  B.  T.  A.  1186,  we  stated : 

The  above-quoted  sections  require  that  before  special  assessment  is  to  be 
•creed  there  shall  be  proof  of  an  abnormal  condition  affecting  petitioner’s 
ipital  or  income.  On  the  record  before  us,  petitioner  has  failed  to  prove  this 
indamental  fact. 

Before  we  can  find  an  abnormal  condition  in  capital  or  income,  we  must  know 
le  facts  with  respect  thereto.  From  the  evidence  we  know  little  or  nothing 
t  the  amount  of  invested  capital,  borrowed  capital,  gross  sales,  cost  of  goods 
•Id,  merchandise  inventory,  or  income  of  petitioner.  Nor  do  we  have  similar 
idence  as  to  what  petitioner  alleges  to  constitute  a  normal  condition. 
******* 

Petitioner  complains  of  the  exclusion  of  good  will  from  invested  capital, 
at  fails  to  prove  either  that  the  good  will  was  paid  in  for  stock  or  what 
mount,  if  any,  was  expended  in  its  acquisition  or  accumulation.  (See  Appeal 
f  Watt  &  Shand,  Inc.,  2  B.  T.  A.  1273.)  *  *  * 

We  must  hold  that  the  petitioner  is  not  entitled  to  special 
ssessment. 

The  respondent  in  his  answer  prays  that  the  Board  award  the 
;nited  States  damages  in  the  amount  of  $500  on  account  of  the  insti- 
ation  of  a  frivolous  appeal  for  the  purpose  of  delay.  Such  prayer 
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is  herewith  denied  for  the  reason  that  the  evidence  does  not  sho 
that  this  appeal  was  brought  for  such  a  purpose. 

Judgment  will  be  entered  for  the  responder 


Anna  H. 

TIONER, 


Moore,  Executrix,  Estate  of  William  Moore,  Pet 
v.  Commissioner  of  Internal  Revenue,  Respondent. 


Docket  No.  10542.  Promulgated  October  9,  1928. 
Respondent’s  valuation  of  assets  for  estate-tax  purposes  approved. 


0.  G.  Maxwell ,  Esq.,  for  the  petitioner. 

James  A.  O'1  Callaghan,  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  estat 
tax  asserted  in  the  amount  of  $808.29,  being  the  rejected  portion  c 
a  claim  in  abatement  for  $4,603.33.  The  errors  assigned  by  th 
amended  petition  are  that  the  respondent  (1)  erroneously  include 
the  value  of  jointly  owned  personal  property  at  $197,011.10.  when  it 
value  was  $135,604.19;  (2)  erred  in  failing  to  consider  as  a  liabilit 
of  the  estate  one-half  of  certain  state  taxes  paid  by  the  partnershi 
of  Moore  &  McFerren  in  1922;  (3)  erred  in  failing  to  consider  as 
liability  of  the  estate  $32.88  Illinois  taxes;  (4)  erred  in  accepting  th 
value  of  real  estate  at  $744,432.50,  when  its  value  was  $366,350;  an 
(5)  erred  in  taking  a  net  worth  for  the  inventory  of  the  partnershi 
of  Moore  &  McFerren  when  it  was,  in  fact,  insolvent. 


FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  Hoopeston,  Ill.,  and  is  adminh 
tratrix  of  the  estate  of  William  Moore,  who  died  testate  at  Hoopestoi 
November  17.  1921.  j 

An  estate-tax  return  for  the  estate  of  William  Moore  was  file< 
by  the  petitioner  with  the  Collector  of  Internal  Revenue  of  th 
Eighth  District  of  Illinois,  on  November  22,  1922,  showing  a  tota 
gross  estate  of  $696,326.44.  deductions  of  $379,783.24,  a  net  estate  o 
$316,542.90,  and  a  tax  of  $8,161.72.  A  table  showing  the  items  re 
turned,  recommended  bv  the  report  of  an  examining  officer,  upoi 
which  assessment  was  made  and  finally  determined  by  the  responden 
as  the  basis  of  his  action  on  a  claim  in  abatement  for  $4,603.33,  is  a 
follows : 
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Returned 
(Form  706) 

Recom¬ 
mended  in 
report 

Determined 
by  Com¬ 
missioner 

GROSS  ESTATE 

Pnal  estate  _  _ _ _ -  _ _ 

$378,  538.  25 
124,  727.  50 

9,  198.  30 

0 

167,  000.  75 
16,  861.  34 

0 

0 

$389,  443.  25 
126,  285.  86 

8,  298.  22 

0 

197,011. 10 
103,  337.  34 

0 

0 

$381, 043.  25 
126,  285.  86 
8,  298.  22 
0 

197,011.  10 
16,  861.34 
0 

0 

fitnnlrs  and  bonds  -  _  _ _ _  -- 

TMArtfrapes  notes  oash.  and  insurance  _  _  _ 

Tnintlv  owned  nrnnertv  __  __  __  __  _ 

Cither  miscellaneous  nrnnertv  __  _  - 

Transfers  -  _  _  -  _ 

Powers  of  appointment  _  __  _  _  _ _  — 

Pmnertv  identified  as  nrevionslv  taxed  -  _  . 

Total  ptoss  estate.  _  _  _ 

696,  326. 14 

824,  375.  77 

729, 499.  77 

DEDUCTIONS 

Ptinerql  expenses  _ _ _  .  .  _  --  -- 

1, 189.  00 

0 

0 

338.  00 
327,  594.  24 

0 

0 

0 

0 

1,  000.  00 
50,  000.  00 

1, 189.  00 

0 

0 

338.  00 
327,  594.  24 

0 

0 

0 

0 

500.  00 
50,  000.  00 

1, 189.  00 
0 

0 

338.  00 
327,  594.  24 
0 

0 

0 

0 

500.  00 
50,  000.  00 

Exceptor's  nnm missions  _  _ _ __  _  _ 

Attornev’s  fees  _ _  -  -  .  -  _ 

Miscellaneous  administration  expenses  _  __  __  _ 

Tfehts  of  deeedent  _ _  _  _  _  -- 

TTnnaid  morte'a.p’es  _  _  -  -  .  -  - _ - 

Net  losses  dnrincr  settlement  _  _  _  _ _ 

Support,  of  dependents  .  _ _  _ _ _ 

Prnnert.v  identified  as  nrevionslv  taxed  _  _ 

Charitable  nn blip,  and  similar  sifts  and  benuests  _  _ 

Sneeifie  PYonrntions  President  decedents  onlvi  __  __  _« 

Total  dednetions  .  __  _  . 

380, 121.  24 

392,  749.  46 

392,  749.  46 

Total  gross  estate  _  _  .  _  _ 

696,  326.  14 
380, 121.  24 

824,  375.  77 
392,  749.  46 

729,  499.  77 
392,  749.  46 

Total  deductions  __  _  _  _  - _ - 

Net  estate  -  _  _  -  -  -  _ 

316,  542. 90 
8, 161.  72 

431,  626.  31 
12,  765.  05 

336,  750.  31 
8,  970.  01 

Total  tax  .  _ _ _ 

Defieienev  tax  _ 

4,  603.  33 

808.  29 

The  decedent,  William  Moore,  was  engaged  in  the  canning  business 
and  had  a  half  interest  in  the  partnership  of  Moore  &  McFerren, 
which  owned  and  operated  a  box  factory  and  saw  mill  at  Memphis, 
Tenn.,  a  saw  mill,  stave  mill,  and  heading  mill  at  Luxora,  Ark., 
a  plantation  of  about  4,700  acres  in  various  stages  of  cultivation 
west  of  Luxora,  Mississippi  County,  Ark.,  timber  land  of  about 
7,500  acres  adjoining  it  in  the  same  county  and  timber  lands  in 
Shelby  and  Lauderdale  Counties,  Tennessee,  and  Craighead  and 
Chichot  Counties,  Arkansas. 

On  the  death  of  William  Moore,  whose  will  provided  that  the 
partnership  assets  should  be  sold  and  the  debts  paid  within  three 
years,  appraisers  were  appointed  to  appraise  the  assets  of  Moore  & 
McFerren.  The  appraisers  went  over  the  land  and  examined  the 
other  property  in  the  spring  of  1922.  One  appraiser  was  a  real 
estate  man  who  lived  seven  or  eight  miles  from  the  Arkansas  prop¬ 
erty,  another  was  a  banker  from  the  same  vicinity,  and  the  third 
was  an  experienced  business  man  who  was  familiar  with  real  estate 
values.  The  appraisal  that  they  made  after  obtaining  the  opinion 
of  real  estate  dealers  familiar  with  the  values  in  the  vicinity,  was 
based  upon  their  judgment  as  to  the  land  on  the  date  of  the  dece- 
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dent’s  death  and  assumed  that  the  farming  property  was  adequately 
drained.  The  values  on  personal  property  they  took  from  the  books 
of  the  partnership  after  inspecting  and  inventorying  the  property. 
I  he  figures  arrived  at  by  the  appraisers  were  used  by  the  petitioner 
in  her  return  for  the  estate. 

Representatives  of  the  estate  of  William  Moore  and  of  Jacob  S. 
McFerren,  who  owned  the  other  half  interest  in  the  partnership, 
and,  after  he  died  on  January  7,  1923,  made  continued  and  persistent 
attempts  to  dispose  of  the  partnership  assets.  They  were  able  to  sell 
certain  of  the  timber  for  $125,000  in  1925  and  the  remainder  of  the 
plantation  and  timber  land  in  Arkansas  for  $300,000  in  1926.  Prior 
to  that  time  the  box  factory  and  machinery  was  dismantled  and  sold 
ior  a  total  of  $25,947.27,  the  inventory  consisting  of  boxes,  etc., 
sold  for  $27,823.31,  the  Luxora  personalty  sold  for  $21,223.50,  Island 
)No.  26  was  sold  for  $45,000  and  bonds  of  the  PI.  O.  Companv  were 
sold  for  $135,000. 

The  Mississippi  county  land  was  drained  by  drainage  ditches  12 
to  20  feet  wide  at  the  top,  i  to  8  feet  wide  at  the  bottom  and  as 
much  as  10  feet  deep.  The  drainage  system  was  inadequate  to 
diain  the  land.  A  considerable  portion  of  the  land  was  swampy  and 
inadequately  drained.  I  he  plantation  did  not  raise  a  paying  crop 
afiei  the  death  of  IVloore  until  192o.  Ihere  was  no  sale  for  real 
estate  such  as  the  Arkansas  plantation  in  1923,  1924,  or  1925. 

On  Api  ll  10,  1922,  the  partnership  of  Moore  &  McFerren  paid 
the  collector  of  Mississippi  County,  Arkansas,  1921  real  estate  and 
personal  taxes  of  $22,525.97. 

Some  of  the  assets  ol  the  partnership  of  Moore  &  McFerren  were 
still  unliquidated  at  the  time  of  the  hearing. 

On  Apiil  29,  1921,  A  illiam  Moore  made  a  financial  statement  in 
\\  ln<  h  he  listed  his  one-half  interest  in  Moore  &  McFerren  as  having 
a  net  value  of  $391,645.76. 


opinion. 


Siefkin  :  the  petitioner  in  this  proceeding  seeks  to  prove  that 
the  \alues  assigned  by  her  to  certain  items  of  her  return  for  the 
estate  of  William  Moore  were  inflated  values.  The  only  facts  appar- 
eml  \  not  known  to  the  disinterested  and  experienced  appraisers  whose 
values  were  the  basis  of  the  return  at  the  time  the  return  was  filed, 
weie  (1)  h°w  l°n&  the  farm  depression  in  that  vicinity  would  last 
and  (2)  that  the  drainage  was  inadequate.  As  late  as  1924  at  least 
one  of  the  same  appraisers  had  the  same  opinion  as  to  the  value  of 
the  Mississippi  County  property.  We  are  unable  to  find  what  effect 
those  two  facts  should  have  upon  the  values  fixed  bv  the  appraisers 
jiid  adopted  by  the  respondent  or  that  they  should  have  any  effect. 
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rom  the  evidence  it  appears  that  they  obtained  the  best  information 
/ailable  as  to  the  values  as  near  the  date  of  the  decedent’s  death 
5  possible,  and  brought  to  bear  their  own  best  judgment.  The  evi- 
mce  of  the  sale  prices  of  various  portions  of  the  partnership  assets 
weral  years  subsequent  to  the  basic  date  for  valuation  is  too  remote 
>  permit  us  to  disturb  the  valuations  placed  upon  the  property 
3ar  the  date  of  death.  The  result  is  to  approve  the  respondent’s 
stermination  of  the  value  of  the  gross  estate.  The  deductions  al- 
iwecl  by  the  respondent  from  the  gross  estate  should  be  increased  by 
le-half  of  $22,525.97  on  account  of  a  liability  for  state  taxes  which 
ad  accrued  at  the  time  of  Moore’s  death  against  the  partnership. 

Judgment  will  be  entered  under  Rule  50. 


M.  B.  Austin  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  14883.  Promulgated  October  9,  1928. 

Held,  that  the  principal  stockholders  of  the  petitioner  corporation 
were  also  partners  in  a  partnership  operating  under  the  name  of 
M.  B.  Austin  &  Co.,  and  that  respondent  erred  in  consolidating  into 
one  return  the  net  income  of  both  the  partnership  and  corporation 
for  the  year  1919. 

M.  Manning  Marcus ,  Esq.,  for  the  petitioner. 

Paul  L.  Peyton ,  Esq.,  and  Hugh  Brewster ,  Esq.,  for  the  respondent. 

In  this  proceeding  the  petitioner  seeks  a  redetermination  of  its 
icome  and  profits-tax  liability  for  the  calendar  year  1919,  for 
diich  the  respondent  determined  a  deficiency  of  $16,696.68.  The 
ntire  deficiency  is  in  controversy.  The  petitioner  alleges  that  the 
espondent  erred  in  including  in  its  net  income  an  amount  of  $46,- 
96.45  representing  the  net  income  of  a  partnership  known  as  M.  B. 
uistin  &  Co.  Should  it  fail  in  this  allegation  it  further  alleges  as 
lternatives  that  it  is  entitled  either  to  have  its  profits  taxes  cqm- 
>uted  in  accordance  with  section  303  (partly  personal  service  and 
•artly  capital)  of  the  Revenue  Act  of  1918,  or  that  it  is  entitled  to 
urther  r'elief  under  the  special  assessment  provisions  (sections  327 
nd  328)  of  the  same  Act. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation  with  its  principal  office  at 
Chicago.  It  was  incorporated  in  1902  for  the  purpose  of  taking  over 
hat  part  of  the  business  of  a  partnership  which  required  the  invest- 
nent  of  capital.  The  partnership  had  been  organized  in  1898  by 
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Merritt  B.  Austin  and  William  A.  Browne  and  had  operated  unde 
the  name  of  M.  B.  Austin  &  Co.  Prior  to  1898  Austin  had  conductec 
an  agency  business  as  an  individual  selling  electrical  supplies  on  j 
commission  basis,  which  business  grew  to  such  proportions  that  ii 
1898  he  took  into  partnership  with  him  the  said  Browne. 

Beginning  in  1894  Austin  had  entered  into  contracts  with  varioir 
concerns  manufacturing  electrical  supplies  to  represent  them  am 
sell  their  goods  on  a  strictly  commission  basis.  The  rendition  oi 
such  services  required  practically  no  capital  other  than  was  necessary 
for  ordinary  office  expenses.  Later,  however,  opportunities  arose  t*< 
do  a  trading  and  manufacturing  business  in  connection  with  thi 
agency  business.  The  trading  and  manufacturing  business  required 
the  use  of  capital.  The  partners  decided  that  it  would  be  advisable 
to  incorporate  that  part  of  the  business  which  required  the  use  oi 
capital,  and  whereupon,  on  May  15,  1902,  the  petitioner  herein  was 
incorporated.  On  May  31,  1902,  the  two  partners,  Austin  and 
Browne,  executed  a  bill  of  sale  in  which  they  “granted,  bargained] 
sold,  and  delivered  ”  to  the  corporation — 


*  *  *  All  tlie  fallowing  Goods,  Chattels,  and  Property,  to-wit : 

All  and  singular  the  stock,  merchandise,  fixtures,  assets,  good  will,  credit, 
name,  and  effects  of  the  going  business  conducted  under  the  name  of  M.  B. 
Austin  and  Company  (co-partnership  consisting  of  the  said  Merritt  B.  Austin 
and  William  A.  Browne)  located  in  Chicago,  Cook  County,  Illinois,  including  the 
machinery,  heavy  and  small  tools,  plant,  equipment,  manufactured  and  raw 
materials,  contracts,  furniture,  supplies,  accounts,  and  bills  receivable,  lease 
hold  interest  to  the  premises  known  as  56  and  58  West  Van  Buren  Street  in 
said  city,  together  with  everything  else  contained  in  said  premises  and  in 
separate  warehouses,  and  in  factories,  and  in  transit  to  or  from  said  place  of 
business,  meaning  hereby  to  cover  and  include  all  goods,  chattels,  property, 
clioses  in  action,  good  will,  credit,  name  and  all  other  assets  pertaining  to  or  a 
part  of  all  of  the  going  business  run  by  said  grantors  under  the  name  and  style 
of  M.  B.  Austin  and  Company  of  Chicago,  Illinois. 

It  is  understood  and  agreed  that  the  party  of  the  second  part  assumes  abso¬ 
lutely  and  agrees  to  pay  all  outstanding  accounts  and  bills  payable  of  the  old 
firm  charged  or  to  be  charged  against  the  said  copartnership. 


Notwithstanding  the  bill  of  sale  which  was  executed  on  May  31. 
1902,  the  corporation  did  not  then  or  thereafter  acquire  the  sales 
agency  commission  contracts  which  had  been  acquired  personally  by 
Austin  himself. 

•  • 
the  name  of  the  corporation  was  originally  M.  B.  Austin  &  Co. 
In  1918  it  was  changed  to  The  M.  B.  Austin  Co.  ^ 

1  he  original  stockholders  of  the  petitioner  were  Austin,  Browne, 
and  one  Peter  Taylor.  Shortly  after  incorporation,  three  others 
acquired  some  of  petitioner’s  stock  but  held  it  for  only  a  few  years 
after  which  time  it  was  repurchased  by  the  petitioner.  In  1918  one 
A.  H.  Friend,  an  employee  of  the  petitioner,  was  given  25  shares  of 
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ock  by  the  petitioner,  together  with  the  privilege  of  buying  an 
dditional  25  shares  at  par  value.  During  1919  the  stockholders 
ere  as  follows : 

Shares 


Austin - 1,000 

Browne _ 700 

Taylor -  250 

Friend _  50 


Total - 2,000 


The  partnership  of  M.  B.  Austin  &  Co.,  consisting  of  Austin  and 
rowne,  continued  to  exist  after  the  petitioner  was  incorporated, 
hortly  after  incorporation  Taylor  was  given  a  one-eighth  interest 
i  the  partnership.  During  1919  the  interests  in  the  partnership  of 
f.  B.  Austin  &  Co.  were  as  follows : 


Per  cent 

Austin _  52^ 

Browne _  35 

Taylor -  12 14 

Total - 100 


From  1902  until  1918  the  partnership  and  corporation  kept  their 
icords  in  the  same  set  of  books.  In  the  spring  of  1918,  at  the  time 
le  petitioner’s  name  was  changed,  separate  sets  of  books  were  opened 
>r  the  partnership  and  for  the  corporation. 

On  December  1,  1919,  the  three  partners  drew  up  and  executed  a 
)partnership  agreement  a  part  of  which  is  quoted  as  follows : 

This  Memorandum  of  Agreement,  Made  in  Triplicate  this  first  day  of  Decem- 
t  1919  by  and  between  Merritt  B.  Austin  and  William  A  Browne,  of  Chicago, 
id  Peter  Taylor  of  California, 

WITNESSETH  : 

This  Memorandum  is  intended  to  confirm  the  original  and  former  understand- 
g  between  the  parties  hereto  to  the  end  that  there  shall  be  a  written  record 
the  agreement  under  which  they  have  been  and  are  working. 

The  Parties  hereto  are  a  partnership,  with  headquarters  in  Chicago,  engaged 
the  Business  of  Sales  agents  for  Manufacturers,  under  the  name  of  M.  B. 
istin  &  Company.  They  have  no  invested  capital.  They  have  arranged  with 
ie  M.  B.  Austin  Company  to  conduct  the  office  Records  detail  and  clerical 
irk  of  this  agency  business  for  which  The  M.  B.  Austin  Company  is  remuner- 
ed  as  follows. 

******* 

It  has  been  and  still  is  Mutually  understood  and  agreed  between  the  parties 
ireto  that  the  net  profits  arising  annually  out  of  this  sales  agency  copartner- 
ip  shall  be  divided  as  follows : 


To  Merritt  B.  Austin _ 21/40 

To  William  A.  Browne _ 14/40 

To  Peter  Taylor _  5/40 

16133—28 - 6 
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On  March  11,  1920,  the  partnership  tiled  a  partnership  income-tax 
return  on  Form  1065  for  the  calendar  year  1919  in  which  it  reported 
a  net  income  of  $46,896.45  which  was  allocated  among  the  three  part¬ 
ners  in  Schedule  C  of  the  return  in  the  proportion  set  out  above. 
On  the  same  day  the  M.  B.  Austin  Co.  filed  a  corporation  income  and 
profits-tax  return  on  Form  1120  for  the  calendar  year  1919,  and 
reported  a  net  income  of  $44,984.70  and  an  invested  capital  of  $174,- 
269.18.  In  determining  the  deficiency  the  respondent  added  together 
the  net  income  of  the  corporation  and  that  of  the  partnership, 
thereby  obtaining  an  alleged  net  income  of  the  petitioner  of  $91,881.15 
and  computed  the  profits  tax  under  section  328  of  the  Revenue  Act 
of  1918. 

The  net  income  of  the  petitioner  for  the  calendar  year  1919  was 
$44,984.70.  The  balance  of  the  amount  $91,881.15  determined  by 
the  respondent  to  be  the  petitioner’s  net  income,  being  the  amount  of 
$46,896.45,  was  not  the  income  of  the  petitioner  but  was  the  income 
of  the  partnership  of  M.  B.  Austin  &  Co. 

OPINION. 

Green  :  The  principal  question  in  this  proceeding  is  whether  the 
majority  stockholder^  of  the  petitioner  continued  to  operate  as  a 
partnership  after  the  petitioner  was  organized.  The  evidence  is 
uncontradicted  that  they  did.  Both  Austin  and  Browne  testified 
that  the  only  purpose  of  forming  the  corporation  was  to  take  over 
that  part  of  the  business  which  required  the  use  of  capital  and  that 
at  no  time  did  the  corporation  acquire  the  sales  agency  commission 
contracts.  They  further  testified  that  the  partnership  in  question 
had  existed  from  the  vear  1898  and  was  still  in  existence  during  1919.1 
The  agreement  of  copartnership  executed  on  December  1,  1919,  cor¬ 
roborates  such  testimony.  The  respondent  was,  therefore,  in  error 
in  consolidating  the  net  income  of  the  partnership  and  corporation 
into  one  return.  The  deficiency  should  be  redetermined  by  excluding 
from  the  net  income  of  $91,881.15,  determined  by  the  respondent,  the 
amount  of  $46,896.45. 

In  view  of  the  foregoing  it  does  not  become  necessary  to  consider 
the  two  alternatives. 

Judgment  mill  be  entered  under  Rule  50. 
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^lcolm  McNaghten,  H.  R.  G.  Philp,  John  G.  Bullock,  Arthur 
Letts,  Jr.,  and  Harold  Janss,  Executors,  Estate  of  Arthur 
Letts,  Petitioners,  v.  Commissioner  of  Internal  Revenue, 
Respondent. 

Docket  No.  584G.  Promulgated  October  9,  1928. 

Interest  paid  by  petitioner  held  to  be  proper  deductions  on  indi¬ 
vidual  returns. 

Thomas  R.  Dempsey ,  Esq .,  and  A.  C alder  Mackay ,  Esq.,  for  the 
titioners. 

ho 7m  D.  Foley ,  Esq.,  for  the  respondent. 

This  is  a  preceding  for  the  redetermination  of  income  taxes  for  the 
endar  years  1918  and  1919,  for  which  the  Commissioner  has  de¬ 
mined  deficiencies  of  $18,978.75  and  $17,820.63,  respectively.  Each 
ficiency  represents  a  portion  of  a  jeopardy  assessment  made  for 
-h  of  the  years  1918  and  1919,  for  which  claims  in  abatement, 
iompanied  by  proper  bonds,  were  filed  and  the  balance  of  the 
te^sments  paid.  It  is  alleged  that  the  Commissioner  erred  either 
)  in  refusing  to  allow  a  deduction  of  $28,000  in  each  taxable  year 
?  interest  paid  on  indebtedness,  or  (2)  in  his  failure  and  refusal 
reduce  taxable  dividends  received,  under  the  provisions  of  the 
rd  paragraph  of  section  330  of  the  Revenue  Act  of  1918,  by  the 
n  of  $28,000. 

FINDINGS  OF  FACT. 

Arthur  Letts  died  on  May  18,  1923.  For  more  than  25  years 
lor  thereto  he  was  a  resident  of  the  City  of  Los  Angeles,  State 
California.  The  petitioners  were  duly  appointed  executory  of 
3  estate  of  Arthur  Letts,  deceased,  on  June  13,  1923,  by  the  Su- 
rior  Court  in  and  for  the  County  of  Los  Angeles,  and  are  now 
ing  in  such  capacity. 

Prom  some  time  pror  to  the  year  1900  until  June  10,  1919,  Arthur 
tts  owned  and  operated,  as  sole  proprietor,  a  business  known  as 
?he  Rroadway  Department  Store,”  located  at  Fourth  and  Broad- 
y,  Los  Angeles.  At  all  times  he  maintained  two  independent  sets 
books,  one  for  the  store  in  which  all  assets,  liabilities  and  transac- 
ns  of  the  store  business  were  recorded,  and  one  personal  set  in 
Ich  personal  assets,  liabilities  and  transactions,  separate  from  the 
re  business,  were  entered.  On  or  about  June  10,  1919,  the  Broad- 
y  Department  Store  was  incorporated  under  the  laws  of  California 
take  over  the  assets  and  business  of  the  store  conducted  theretofore 
Letts  as  sole  proprietor. 
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On  February  2,  1912,  Arthur  Letts,  as  lessee,  leased  from  Jami 
Moses  of  Trenton.  N.  J.,  as  lessor,  the  land  at  Fourth  and  Broadwa. 
Los  Angeles,  for  a  term  of  years  beginning  February  1,  1913,  ai 
ending  January  31,  1961.  The  lease,  hereinafter  called  the  Alosk 
lease,  provided  that  Letts  should  remove  the  old  building  then  « 
the  land  and  construct  thereon  a  new  building,  and  that  Moses,  i 
the  option  of  Letts,  should  lend  to  Letts  a  sum  of  money  not  exceel 
ing  $400,000,  to  be  used  in  the  construction  of  the  new  building,  sa 
loan  to  be  made  in  the  manner  and  upon  the  terms  specified  and  • 
be  evidenced  by  negotiable  promissory  notes  executed  by  Let. 
Paragraph  12  of  the  lease  provided,  in  part,  as  follows : 

The  Lessee  shall  not  assign  this  lease,  until  after  the  new  building  herei 
before  provided  to  be  constructed  on  said  premises  has  been  completed,  a 
any  moneys  borrowed  by  the  Lessee  from  the  Lessor  as  hereinbefore  provid1. 
have  been  repaid :  Provided,  However,  that  said  Lessee,  at  any  time  after  t* 
execution  of  this  lease  and  before  the  completion  of  said  building  and  repa 
ment  of  said  loan,  may  assign  this  lease  to  a  business  corporation,  provid 
said  corporation  has  been  duly  organized  under  the  laws  of  the  state  of  Ca 
fornia  and  at  the  time  of  the  making  of  said  assignment  and  the  acceptan 
of  the  same  by  said  corporation  the  Lessee  herein  named,  to-wit,  Arthur  Let. 
is  the  owner  of  a  majority  of  the  subscribed  capital  stock  of  said  corporate 
Should  any  such  assignment  be  made  to  such  corporation,  the  same  shall  I 
evidenced  in  writing  duly  executed  and  acknowledged  before  a  Notary  Pub^ 
by  the  Lessee  and  duly  recorded  in  the  Recorder’s  Office  in  the  County  of  D 
Angeles,  State  of  California,  and  in  any  such  assignment  the  said  corporati) 
shall  expressly  accept  and  assume  all  of  the  obligations  contained  in  this  lea1 
to  be  kept  and  performed  by  the  Lessee.  And  upon  any  such  assignment  bei| 
made  to  such  corporation  in  the  manner  above  provided  the  Lessee  shall  theref 
and  thereafter  be  released  and  forever  discharged  from  all  obligations  the 
after  accruing  hereunder,  excepting,  of  course,  such  obligations  as  attach 
such  Lessee  by  reason  of  his  ownership  of  shares  of  stock  in  the  Corporati 
accepting  such  assignment  under  the  laws  of  the  State  of  California  pertainij 
to  individual  liability  of  the  stockholders  of  corporations ;  and  excepting  al 
the  obligation  of  said  Arthur  Letts  to  repay  to  the  Lessor  all  moneys  borrow 
from  the  Lessor,  by  the  said  Arthur  Letts,  as  Lessee,  under  the  terms  of  tl 
lease ;  the  intention  being  that  no  assignment  of  this  lease  nor  the  acceptai 
l  hereof  by  said  corporation  shall  in  any  manner  affect  or  diminish  the  persor 
liability  of  the  said  Arthur  Letts  for  the  payment  of  the  promissory  notes  he: 
inbefore  provided  to  be  executed  and  delivered  to  said  Lessor  by  said  Less 
for  all  moneys  borrowed  from  said  Lessor  by  said  Lessee  hereunder. 

Said  lease  was  duly  recorded  in  Book  No.  83  of  Leases,  page  2*^ 
records  of  Los  Angeles  Countv. 

CD 

Arthur  Letts  exercised  his  option  under  the  lease  to  borrow,  ai 
did  borrow,  from  James  Moses  the  total  sum  of  $400,000,  in  fo 
equal  installments,  for  which  he  personally  executed,  as  maker,  fo 
negotiable  promissory  notes  payable  to  James  Moses,  on  the  dat 
and  in  the  amounts,  respectively,  as  follows: 
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Nov.  1,  1914 _ $100,  000 

Feb.  15,  1915 _  100,000 

Apr.  1,  1915 _  100,  000 

Nov.  20,  1915 _  100,000 


Total _  400,  000 


The  several  installments  of  the  loan,  hereinafter  called  the  Moses 
oan,  were  entered  upon  the  personal  books  of  Arthur  Letts  as  notes 
oayable  at  or  about  the  dates  of  receipt  thereof  and  the  execution  of 
•he  notes  therefor,  as  set  forth  above,  and  were  not  entered  as  a 
liability  upon  the  books  of  the  Broadway  Department  Store  then 
>r  at  any  other  time. 

By  resolution  adopted  at  the  first  meeting  of  its  directors,  held  on 
Tune  10,  1919,  the  corporation  authorized  and  directed  its  officers 
:o  purchase  from  Arthur  Letts  the  Moses  lease  and  all  the  property 
md  assets  of  the  business  owned  and  operated  by  Arthur  Letts  as 
ihe  Broadway  Department  Store,  and  in  consideration  thereof  to 
issue  to  Arthur  Letts,  or  his  nominees,  its  entire  capital  stock  of 
50,000  shares,  par  value  $100  each.  The  resolution  further  provided: 

All  of  said  property  to  be  purchased  subject  to  the  liabilities  against  said 
business  as  the  same  existed  on  January  1st,  1919,  consisting  of  local  accounts, 
eastern  accounts,  concessions,  exchanges,  miscellaneous,  delivery  equipment  re¬ 
serve,  fixture  reserve,  building  reserve  and  bonus  account,  amounting  to  the  sum 
of  $740,766.70,  as  shown  by  said  books  of  account ;  with  the  understanding  that 
this  corporation  shall  assume  and  agree  to  pay  said  liabilities  fit  being  under¬ 
stood  that  the  items  carried  on  said  books  as  “  Fixture  Reserve,”  “  Building 
Reserve”  and  “Delivery  Equipment  Reserve”  are  not  in  fact  liabilities  that 
must  be  paid,  but  are  deductions  in  the  value  of  these  assets,  as  carried  in  said 
books,  allowed  on  account  of  depreciation  ;  it  being  understood  also  that  the 
■James  Moses  property  at  the  southwest  corner  of  Broadway  and  Fourth  Street, 
including  the  leasehold  interest  of  Arthur  Letts  under  the  Moses  long  term  lease, 
is  subject  to  a  mortgage  of  $400,000.00;  but  that  the  said  Arthur  Letts,  in 
assigning  said  lease  to  this  corporation,  will  promise  and  agree  to  protect  the 
•aid  leasehold  interest  and  this  corporation  free  and  harmless  from  the  lien  of 
-aid  mortgage. 

Subject  also  to  all  changes  that  may  have  taken  place  in  said  assets  in  the 
usual  and  ordinary  conduct  of  said  business  since  January  1st,  1919;  it  being 
understood  that  said  business  since  said  date  has  been  conducted  at  a  profit 
and  that  no  changes  other  than  the  usual  and  ordinary  purchases  and  sales 
of  merchandise  have  been  made. 

On  motion  duly  made,  seconded  and  carried,  the  meeting  adjourned. 

(Signed)  W.  H.  B.  Kilner, 

Secretary. 

Approved  : 

(Signed)  Arthur  Letts, 

President. 

By  agreement  dated  August  19,  1919,  Arthur  Letts  sold,  trans¬ 
ferred  and  assigned  to  the  corporation  all  the  assets  and  property 
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of  the  business  conducted  by  him  under  the  name  of  the  Broadwa 
Department  Store  and  also  the  Moses  lease,  a  formal  and  separat 
written  assignment  of  the  lease  being  executed  simultaneously  wit! 
the  agreement,  in  consideration  of  $5,000,000  therewith  paid  in  th 
form  of  50,000  shares  of  the  capital  stock  of  the  corporation,  of  $10( 
par  value  each,  issued  to  Arthur  Letts  and  his  nominees.  Th< 
50,000  shares  of  stock  were  issued  on  August  18,  1919,  49,996  share: 
to  Arthur  Letts,  and  upon  his  order,  one  share  to  Harry  Philp,  one 
share  to  W.  PI.  B.  Kilner,  one  share  to  Arthur  Strasburger  anc 
one  share  to  Arthur  Letts,  Jr.  Said  stockholdings  were  thereafter 
changed  from  time  to  time  in  1919  and  1920,  but  a  majority  of  the 
stock  was  held  at  all  times  during  said  years  by  Arthur  Letts.  Sair 
agreement  of  sale,  transfer  and  assignment  was  expressly  made — 

Subject,  However,  to  the  liabilities  against  said  business  as  the  same  existee 
on  January  1st,  1919,  consisting  of  local  accounts,  eastern  accounts,  conces 
sions,  exchanges,  miscellaneous,  delivery  equipment  reserve,  fixture  reserve 
building  reserve  and  bonus  account,  amounting  to  the  sum  of  $740,766.70  a: 
shown  by  the  books  of  account  of  said  business ;  and  it  is  agreed  that  th( 
second  party  hereto  shall,  and  said  second  party  does  hereby,  assume  and  agree 
to  pay  said  liabilities. 

It  Is  Further  Understood  and  Agreed  that  the  James  Moses  property  a! 
the  southwest  corner  of  Broadway  and  Fourth  Street,  including  the  leasehold 
interest  of  the  first  party  under  the  long  term  lease  above  referred  to,  is  sub¬ 
ject  to  a  mortgage  of  $400,000.00 ;  but  the  first  party  hereto  promises  and  agrees 
to  protect  the~said  leasehold  interest  and  the  second  party  hereto  free  and 
harmless  from  the  lien  of  said  mortgage. 

It  Is  Further  Agreed  that  the  foregoing  assignment  is  made  subject  to  all 
changes  that  may  have  taken  place  in  the  assets  of  said  business  in  the  usual 
and  ordinary  conduct  thereof  since  January  1st,  1919. 

In  Witness  Whereof,  the  first  party  has  signed  his  name  hereto  and  the 
second  party  has  caused  its  corporate  name  and  seal  to  he  hereunto  affixed  by 
its  President  and  Secretary  thereunto  duly  authorized  by  a  resolution  of  its 
Board  of  Directors,  on  the  day  and  year  first  above  written. 

(Signed)  Arthur  Letts 

The  Broadway  Department  Store, 

By  (Signed)  Arthur  Letts.  President. 

( seal.  )  W.  II.  B.  Kilner,  Secretari/. 

On  August  19, 1919,  simultaneously  with  the  execution  of  the  above- 
mentioned  agreement,  a  formal  and  separate  written  assignment  of 
tlie  Moses  lease,  incorporating  therein  that  portion  of  paragraph  12 
of  the  Moses  lease  hereinabove  set  forth,  was  executed  by  Arthur  Letts 
and  accepted  by  the  Broadway  Department  Store,  a  corporation,  in 
the  following  terms,  exclusive  of  the  recital  clauses: 

Now.  Therefore,  for  a  valuable  consideration  delivered  by  the  second  party 
to  the  first  party,  the  receipt  of  which  is  hereby  acknowledged,  the  said  first 
party  hereby  sells,  transfers  and  assigns  to  the  second  party,  all  of  his  tight, 
title  and  interest  in,  to  and  under  the  lease  hereinbefore  particularly  described. 
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id  the  second  parly  accepts  said  assignment  of  said  lease  and  expressly 
?cepts  and  assumes  all  of  the  obligations  contained  in  said  lease  to  be  kept 
id  performed  by  the  first  party  hereto,  as  lessee  under  said  lease. 

In  Witness  Whereof,  the  first  party  has  signed  his  name  hereto  and  the 
•cond  party  has  caused  its  corporate  name  and  seal  to  be  hereunto  affixed  by 
s  President  and  Secretary  thereunto  duly  authorized  by  a  resolution  of  its 
oard  of  Directors,  on  the  day  and  year  first  above- written. 

(Signed)  Arthur  Letts 

The  Broadway  Department  Store, 

(  corporate  seal.  )  By  ( Signed )  Arthur  Letts,  President. 

By  (Signed)  W.  H.  B.  Kilner,  Secretary. 

Said  assignment  of  lease  was  duly  recorded  in  Book  No.  126  of 
eases,  page  103,  records  of  Los  Angeles  County. 

In  accordance  with  the  aforementioned  resolution,  agreement  and 
ssignment  the  corporation  acquired  the  Broadway  Department  Store 
isiness  and  assets  and  the  Moses  lease,  and  assumed  and  agreed  to 
ay  all  the  liabilities  of  the  store  as  of  January  1,  1919,  as  shown  by 
s  books  of  account  in  the  amount  of  $740,766.70.  The  said  Moses 
•an  was  not  shown  on  the  store’s  books  of  account  as  a  liability  at 
anuary  1,  1919,  or  any  other  time,  and  was  not  included  in  the 
lecified  amount  of  the  liabilities  of  the  store  in  the  sum  of  $740,- 
36.70,  and  was  not  included  in  its  inventory  of  accounts.  The 
[oses  loan  was  not  entered  or  shown  upon  the  books  of  the  corpora- 
on  as  a  liability  at  any  time.  There  appeared  upon  the  books  of  the 
ore  business  as  of  January  1,  1919,  as  a  liability,  the  amount  of 
1,476,780  due  to  Arthur  Letts  for  money  advanced  by  him  for  the 
3w  building,  which  sum  was  paid  to  him  at  the  time  of  incorpora- 
on  of  the  Broadway  Department  Store  by  the  issuance  of  capital 
ock  to  him. 

During  the  year  1918  Arthur  Letts  paid  out  of  his  personal  funds, 
Y  personal  check  upon  his  personal  bank  account,  the  sum  of  $28,000 
5  interest  upon  the  Moses  loan.  During  the  year  1919  Arthur  Letts 
aid  out  of  his  personal  funds,  by  personal  check  upon  his  personal 
ink  account,  the  sum  of  $28,000  as  interest  upon  the  Moses  loan.  In 
ie  year  1920  Arthur  Letts  paid  out  of  his  personal  funds,  by  per- 
)nai  check  upon  his  personal  bank  account,  the  interest  on  the  Moses 
>an  and  likewise  paid  out  of  his  personal  funds  the  sum  of  $400,000 
)  James  Moses  in  full  payment  of  the  Moses  loan. 

The  net  income  of  the  Broadway  Department  Store  for  the  year 
118  was  in  excess  of  20  per  cent  of  its  statutory  invested  capital 
id  the  said  net  income  was  reported  and  taxed  as  the  income  of  a 
)rporation  under  the  provisions  of  section  330  of  the  Revenue  Act 
t  1918.  During  the  calendar  year  1918  Arthur  Letts  withdrew 
||ofits  from  the  Broadway  Department  Store  in  the  total  sum  of 
L20,000  and  returned  said  sum  as  dividends  on  his  amended  indi- 
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vidual  return  of  net  income  for  the  said  year  1918,  in  accordance 
with  the  third  paragraph  of  section  330  of  the  Revenue  Act  of  1918. 

Also,  pursuant  to  the  provisions  of  the  third  paragraph  of  section 
330  of  the  Revenue  Act  of  1918,  the  income  of  the  Broadway  Depart¬ 
ment  Store  from  January  1,  1919,  to  June  10,  1919,  the  date  of  incor¬ 
poration  of  the  store,  was  reported  as  the  income  of  a  corporation. 

opinion. 

Van  Fossan:  The  respondent  contends  that  the  Moses  loan  was  an 
obligation  or  liability  of  the  Broadway  Department  Store  in  1918; 
and  1919,  and  was  assumed  by  the  corporation  upon  the  transfer  of 
the  business  and  the  assignment  of  the  Moses  lease  in  1919.  Since  the 
business  reported  its  income  and  was  taxed  as  a  corporation  in  1918 
and  1919,  it  is  contended  that  interest  upon  the  loan  for  those  years 
is  an  expense  of  the  business  and  deductible  from  its  income,  and  is 
not  an  allowable  deduction  from  the  individual  income  of  Arthur 
Letts,  even  though  he  paid  the  interest  out  of  his  personal  funds. 

The  facts  are  clear  and  uncontroverted.  They  are  set  forth  in  our 
findings  and  it  is  unnecessary  to  repeat  them  here.  There  is  nothing 
whatever,  in  this  record,  to  support  the  position  of  the  respondent. 
The  loan  clearly  was  the  personal  and  primary  obligation  of  Arthur 
Letts  and  was  at  no  time  assumed,  accepted  or  acknowledged  as  a  lia¬ 
bility  by  the  Broadway  Department  Store,  either  before  or  after  in¬ 
corporation.  Indeed  the  lender,  James  Moses,  expressly  provided 
that  any  assignment  of  the  lease  should  not  diminish  or  in  any  man¬ 
ner  affect  the  liability  of  Letts  on  the  loan,  and  it  is  doubtful  that 
Letts  could  have  been  relieved  of  his  personal  liability  on  the  loan 
without  the  express  consent  of  Moses.  Certain  it  is  that  the  mere 
assignment  of  the  Moses  lease  did  not  relieve  Letts  of  his  personal 
obligation  and  liability  on  the  loan  and  substitute  therefor  the  obli¬ 
gation  and  liability  of  the  assignee.  Letts  paid  the  interest  on  the 
loan  for  1918,  1919,  and  1920,  and  also  the  principal  amount  of  the 
loan,  out  of  his  personal  funds.  The  amounts  of  interest  so  paid  for 
the  taxable  years  1918  and  1919  are  allowable  deductions  from  the 
individual  income  of  Arthur  Letts  for  the  respective  years,  under 
section  214(a)  (2)  of  the  Revenue  Act  of  1918.  Clearly,  the  respond¬ 
ent  erred  in  refusing  to  allow  the  deductions. 

It  is  unnecessary  to  consider  the  alternative  issue  raised  by  the 
pleadings. 

The  deficiency,  or  deficiencies,  if  any,  shall  be  redetermined  in 
accordance  with  this  opinion  and  findings  of  fact. 

Judgment  will  be  entered  under  Rule  50. 


SHEFFIELD  DENTRIFICE  CO. 


Sheffield  .Dentrifice  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  11814.  Promulgated  October  10,  1928. 

1.  In  1919  the  petitioner  abandoned  the  manufacture  and  sale  of 
a  trade-marked  alcoholic  cordial  known  as  “  Creme  Yvette  ”  on 
account  of  prohibition  legislation.  The  cost  of  this  trade-mark 
upon  which  this  business  depended  was  $46,875.  In  the  audit  of 
its  income-tax  return  for  1919,  the  Commissioner  allowed  as  a 
deduction  from  gross  income  $6,818.18  as  obsolescence  of  the  value 
of  the  trade-mark.  Held,  that  the  petitioner  entitled  to  deduct 
from  the  gross  income  of  1919  as  a  loss  sustained  the  entire  cost 
of  the  trade-mark,  namely,  $46,875. 

2.  In  1919  the  petitioner  and  the  New  England  Collapsible  Tube 
Co.,  an  affiliated  corporation,  filed  a  consolidated  return  and  in  1922 
instructed  the  Commissioner  that  profits  taxes  assessable  against 
the  group  of  corporations,  including  the  New  England  Collapsible 
Tube  Co.  and  the  petitioner,  should  be  allocated  to  the  New  Eng¬ 
land  Collapsible  Tube  Co.  The  Commissioner  determined  a  de¬ 
ficiency  for  1919  upon  the  group  of  corporations  and  has  proposed 
the  assessment  thereof  against  the  Sheffield  Dentifrice  Co.  Held, 
that  the  petitioner  is  not  liable  for  any  deficiency  due  from  the 
New  England  Collapsible  Tube  Co. 

Ben  J enhins ,  Esq.,  and  David  J .  Shorb ,  Esq.,  for  the  petitioner. 
John  D.  Foley,  Esq.,  for  the  respondent. 

The  Commissioner  has  determined  a  deficiency  in  income  and 
rofits  tax  due  from  the  petitioner  for  the  calendar  year  1919  in  the 
mount  of  $14,214.11.  In  its  petition  the  petitioner  alleges  the  fol¬ 
ding  errors  on  the  part  of  the  Commissioner  in  the  determination 
f  the  deficiency : 

1.  The  failure  of  the  Commissioner — 

(a)  To  allow  as  a  deduction  from  the  gross  income  in  the  year 
919  the  full  amount  of  the  loss  sustained  in  the  abandonment  of  the 
rade-marked  registration  of  the  alcoholic  cordial  “  Creme  Yvette  ” 
ue  to  the  enactment  of  the  Eighteenth  Amendment. 

(b)  To  allow  as  a  deduction  from  gross  income  in  the  year  1919 
loss  sustained  in  the  sale  of  two  frame  dwellings. 

(c)  To  allow  as  a  deduction  from  gross  income  in  the  year  1919 
he  obsolescence  of  machinery  due  to  the  advent  of  new  and  improved 
ypes  of  machines. 

(d)  To  compute  the  excess-profits-tax  liability  of  the  petitioner 
nder  sections  327  and  .328  of  the  Revenue  Act  of  1918. 

(e)  To  allocate  the  proposed  deficiency  in  accordance  with  the 
‘rovisions  of  section  240  (a)  of  the  Revenue  Act  of  1918,  and  in 
ccordance  with  a  notice  to  him  dated  April  26,  1922. 
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2.  The  determination  of  the  Commissioner — 

(a)  That  the  invested  capital  of  petitioner  as  at  January  1,  1911 
should  be  reduced  by  an  additional  tax  liability  for  the  calenda 
year  1917,  determined  after  the  close  of  1919. 

(b)  That  the  invested  capital  of  the  petitioner  should  be  reduce 
by  a  proration  of  its  tax  liability  for  the  preceding  taxable  year. 

FINDINGS  OF  FACT. 

The  petitioner  and  the  New  England  Collapsible  Tube  Co.  ar 
Connecticut  corporations  with  principal  office  at  New  London.  The 
are  affiliated  corporations  within  the  meaning  of  section  240  of  th 
Revenue  Act  of  1918,  and  filed  a  consolidated  return  for  1919. 

By  a  series  of  agreements  entered  into  in  1909,  L.  T.  Sheffield  an< 
his  brother,  owners  of  the  petitioner  corporation  in  equal  interest,  ac 
quired  from  their  mother  all  rights  in  the  manufacture  and  sale  of  . 
trade-mark  alcoholic  product  known  as  “  Creme  Yvette.”  The  cos 
of  this  trade-mark  as  determined  by  the  Commissioner  was  $46,87: 
Immediately  thereafter,  on  October  26,  1909,  the  two  brothers  as 
signed  the  trade-mark  to  the  petitioner  corporation  for  a  nomina 
consideration.  Under  the  terms  of  the  war-time  prohibition  act  o 
November  21, 1918,  the  petitioner  was  prevented  from  manufacturing 
and  selling  “  Creme  Yvette”  after  June  30,  1919.  The  last.sale  o' 

Creme  \  vette  5  made  by  it  was  on  June  27,  1919.  On  its  return  o: 
income  for  1919,  the  petitioner  claimed  a  deduction  for  a  loss  sustainec 
by  it  arising  from  the  abandonment  of  the  manufacture  and  sale  o: 
“  Creme  1  vette.”  After  consideration  thereof  the  respondent  ii 
the  determination  of  the  deficiency  proposed  disallowed  a  portion  ol 
the  claim  made  by  the  petitioner  but  allowed  a  deduction  from  gro&j 
income  of  $6,818.18  representing  his  estimate  of  the  obsolescence  loss 
suffered  by  the  petitioner. 

In  May,  1916,  the  petitioner  acquired  at  a  cost  of  $7,000  certain 
real  estate  improved  by  two  frame  houses  on  a  lot  adjoining  the 
factory  of  the  petitioner.  The  petitioner  rented  these  houses  from 
the  time  of  purchase  to  some  time  in  1919  at  $35  and  $40  per  month 
respectively.  1  he  fair  market  value  of  the  land  at  the  date  of  acquisi¬ 
tion,  based  upon  sales  of  property  on  the  street,  was  approximately 
$15  a  front  foot  for  a  frontage  of  100  feet,  or  $1,500.  At  the  time  of 
the  purchase  the  petitioner  had  no  expectation  of  utilizing  the  prop¬ 
erty  for  building  thereon.  In  1919  the  petitioner,  desiring  to  build 
an  annex  to  its  factory  upon  the  land  occupied  by  the  two  houses,  sold 
the  two  buildings  for  $1,800.  The  purchaser  removed  the  buildings 
from  the  site  and  the  petitioner  extended  one  of  its  buildings  over 
the  cleared  site.  The  reasonable  useful  life  of  the  buildings  from  the 
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date  they  were  acquired  in  1916  was  40  years.  They  depreciated 
from  May,  1916,  to  December  31,  1918,  two  and  two-thirds  years, 
$366.67,  on  an  estimated  value  on  the  date  of  acquisition  of  $5,500. 

The  consolidated  income-tax  return  filed  for  1919  showed  a  net 
income  of  $54,488  and  a  tax  due  of  $13,891.83.  The  Commissioner 
has  determined  that  the  taxable  net  income  of  the  petitioner  for  the 
calendar  year  1919  was  $21,739.50,  and  that  the  taxable  net  income  of 
the  New  England  Collapsible  Tube  Co.  for  1919  was  $64,877.88.  On 
April  26,  1922,  L.  T.  Sheffield,  president  and  treasurer  of  the  two 
corporations,  addressed  a  communication  to  the  Commissioner  in 
which  he  advised  him : 

Profits  taxes  assessable  against  the  group  of  corporations  including  tlie  New 
England  Collapsible  Tube  Co.  and  the  Sheffield  Dentifrice  Co.,  should  be 
allocated  to  the  New  England  Collapsible  Tube  Co. 

The  Commissioner  finds  the  tax  liability  of  the  affiliated  group 
for  1919  to  be  $28,105.94;  that  there  was  originally  assessed  $31,- 
891.83;  and  that  there  is  therefore  a  deficiency  in  income  and  profits 
tax  of  $14,214.11,  which  the  Commissioner  proposes  to  assert  against 
the  petitioner. 

opinion. 

Smith  :  1.  In  its  petition  the  petitioner  alleges  that  the  Commis¬ 
sioner  has  determined  that  the  cost  of  the  trade-mark  “  Creme  Yvette,” 
upon  which  a  profitable  branch  of  its  business  depended,  was  $46,- 
875.  This  is  admitted  by  the  answer  of  the  respondent.  The  evi- 
lence  indicates  that  this  was  acquired  by  the  two  Sheffield  brothers, 
who  owned  all  of  the  capital  stock  of  the  petitioner  and  of  the  New 
England  Collapsible  Tube  Co.  in  equal  interest  and  that  they  turned 
over  this  business  to  the  Sheffield  Dentifrice  Co.  for  a  nominal  con¬ 
sideration.  The  March  1,  1913,  value  of  the  trade-mark  is  not  defi¬ 
nitely  shown  but  the  value  of  the  trade-mark  was  as  great  on  March 
1,  1913,  as  it  was  at  the  date  of  acquisition  by  the  brothers. 

Under  the  provisions  of  the  war-time  prohibition  act  of  Novem- 
ner  21,  1918,  the  petitioner  was  prevented  from  manufacturing  and 
selling  the  product  after  June  30,  1919.  Its  last  sale  of  the  product 
was  on  June  27,  1919.  Prior  to  that  date  the  Eighteenth  Amend¬ 
ment  to  the  Constitution  had  been  ratified  and  the  manufacture  and 
;ale  of  “  Creme  Yvette  ”  could  under  no  circumstances  be  made  after 
he  early  part  of  1920.  In  these  circumstances  we  think  that  any 
leductible  loss  to  the  petitioner  upon  its  investment  in  the  trade¬ 
mark  “  Creme  Yvette  ”  was  sustained  in  1919.  This  is  in  accord¬ 
ance  with  the  decision  of  the  Board  in  William  Zakon ,  7  B.  T.  A.  687. 
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The  investment  of  the  petitioner  in  the  trade-mark  was  $46,875,  ani 
it  is  entitled  to  deduct  that  amount  from  its  gross  income  of  1911 
as  a  loss  sustained  within  the  }^ear. 

2.  The  petitioner  claims  that  the  cost  to  it  in  1916  of  two  frani* 
dwellings  standing  upon  a  lot  adjoining  its  factory  was  $5,500;  tliai 
depreciation  has  been  sustained  upon  the  buildings  up  to  Januan 
1,  1919,  of  $366.67 ;  and  that  when  it  sold  the  buildings  in  1919  foi 
$1,800  it  sustained  a  loss  of  $3,333.33.  In  view  of  the  decision  upoi 
the  first  point  it  becomes  unnecessary  to  decide  this  issue,  since  tht 
loss  sustained  on  the  trade-mark  “  Creme  Yvette  ”  is  in  excess  of  thJ 
net  income  claimed  to  have  been  realized  by  the  petitioner  from  1911 
operations. 

3.  Section  240(a)  of  the  Revenue  Act  of  1918  provides  in  part: 

In  any  case  in  which  a  tax  is  assessed  upon  the  basis  of  a  consolidated  return 
the  total  tax  shall  be  computed  in  the  first  instance  as  a  unit  and  shall  then  be 
assessed  upon  the  respective  affiliated  corporations  in  such  proportions  as  may 
be  agreed  upon  among  them,  or,  in  the  absence  of  any  such  agreement,  then  on 
the  basis  of  the  net  income  properly  assignable  to  each.  *  *  * 

The  respondent  has  ignored  this  provision  of  law  in  the  determina¬ 
tion  of  a  deficiency  due  from  the  petitioner.  He  has  sought  to  hold, 
the  petitioner  liable  to  the  total  income  and  profits  tax  due  from  the. 
petitioner  and  the  New  England  Collapsible  Tube  Co.  In  American 
Creosoting  Co .,  12  B.  T.  A.  247,  we  held : 

A  corporation  affiliated  with  another  corporation  under  section  240  of  tht* 
Revenue  Act  of  191S  does  not  lose  its  status  as  a  “  taxpayer  ”  and  an  assessment 
against  such  corporation  in  the  absence  of  an  agreement  that  the  taxes  due  from 
other  affiliated  corporations  may  be  collected  from  it  will  not  authorize  the 
collection  from  it  of  taxes  due  from  such  other  corporations,  and  a  notice  to  it 
of  a  deficiency  in  taxes  due  from  other  affiliated  corporations  joining  with  it 
in  filing  a  consolidated  return  will  not  authorize  the  filing  with  the  Board  of 
petitions  for  the  redetermination  of  deficiencies  by  other  affiliated  corporation*-. 

The  application  of  the  same  principle  to  the  case  at  bar  requires 
us  to  hold  that  any  deficiency  which  may  be  due  from  the  New 
England  Collapsible  Tube  Co.  may  not  be  asserted  against  the 
petitioner. 

Other  assignments  of  error  made  by  the  petitioner  in  its  petition 
have  either  been  waived  or  no  "evidence  has  been  adduced  in  support 
of  them.  The  Board  must,  therefore,  consider  that  they  have  been 
abandoned.  Motion  for  judgment  on  behalf  of  the  respondent  for 
the  deficiency  determined  by  him  is  denied. 

It  clearly  appears  that  the  petitioner  had  no  taxable  net  income 
for  1919,  after  allowing  the  deduction  from  gross  income  of  the 
loss  sustained  upon  its  investment  in  the  trade-mark  “  Creme  Yvette.” 

Reviewed  by  the  Board. 

Judgment  of  no  deficiency  will  be  entei'ed. 


Murdock  dissents. 


T.  G.  NORTHWALL  CO.  881 

G.  Northwall  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  5034.  Promulgated  October  10,  1928. 

1.  In  the  absence  of  proof  of  value  at  March  1,  1913,  debts 
ascertained  to  be  worthless  and  charged  oft  within  the  taxable 
period  disallowed  as  deductions  in  computing  net  income. 

2.  Deduction  claimed  for  depreciation  or  as  ordinary  and  neces¬ 
sary  business  expenses  disallowed. 

9.  J .  SJwrb,  Esq.,  for  the  petitioner. 

L.  A.  Luce ,  Esq.,  for  the  respondent. 

rhe  respondent  has  asserted  a  deficiency  in  income  and  profits 
:es  for  the  period  beginning  January  1,  1918,  and  ending  October 
1918,  in  the  amount  of  $12,004.45.  Only  a  part  of  the  deficiency 
in  controversy.  The  petitioner  alleges  error  on  the  part  of  the 
pondent  in  dissallowing  a  deduction  in  the  amount  of  $1,154.60 
*  bad  debts,  and  in  disallowing  a  deduction  of  $4,315.87  for  de¬ 
viation  sustained.  By  amendment  at  the  hearing  petitioner  alleged 
it  the  amount  claimed  for  depreciation  was  in  fact  ordinary  and 
pessary  business  expenses. 

FINDINGS  OF  FACT. 

Fhe  petitioner  is  a  corporation  organized  under  the  lawTs  of  Ne- 
iska.  It  maintains  its  principal  offices  at  Omaha, 
fn  November,  1909,  petitioner  received  from  the  Valley  Machine 
.,  of  Underwood,  Iowa,  two  promissory  notes  in  the  amounts  of 
)0  and  $1,176.  Early  in  1910  the  Valley  Machine  Co.  became  in¬ 
vent  and  assigned  all  of  its  assets  to  a  creditors’  committee  for  the 
lefit  of  its  creditors.  Payments  on  the  notes  were  received  from 
}  committee  as  follows :  $70.40  on  June  21,  1910 ;  $100.40  on  Decem- 
:  10,  1910;  and  $160.60  on  March  2,  1911. 

rhe  assets  assigned  to  the  creditors’  committee  consisted  in  part  of 
equitable  interest  in  land  located  in  Holt  County,  Nebr.,  which  was 
t  liquidated  in  1910  and  1911  with  the  rest  of  the  assets.  Petitioner 
ped  to  realize  something  more  on  the  notes  when  this  property  was 
d.  The  balance  of  $1,154.60  was  carried  on  its  books  until  the 
ly  part  of  1918  when  the  land  was  disposed  of.  Nothing,  however, 
s  received  by  petitioner  as  a  result  of  the  sale  and  no  other  assets 
naining  in  the  hands  of  the  committee,  the  debts  were  determined 
be  worthless  and  charged  off  the  books  as  of  October  31,  1918. 

At  November  1,  1917,  the  petitioner  carried  as  an  asset  account 
ffice  and  warehouse  fixtures*”  $10,207.07.  At  October  31,  1918,  this 
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account  was  carried  on  petitioner’s  books  at  $4,870.50.  The  accouJ 
having  decreased  during  the  year  $5,330.57,  the  petitioner  d 
ducted  that  amount  on  its  income-tax  return.  The  responds 
allowed  10  per  cent  of  the  opening  account,  or  $1,020.70  as  depreci, 
lion  and  disallowed  the  balance  of  $4,315.87. 

At  November  1,  1917,  petitioner’s  books  showed  a  balance  in  tl 
account  “  office  expenses  ”  of  $4,182.  At  October  31,  1918,  the  balam 
in  this  account  was  $1,117.50,  and  $5,601.66  was  charged  to  loss  e 
gain.  In  the  account  “  warehouse  expenses  ”  the  balance  at  Novembtj 
1,  1917,  was  $2,025.70,  and  at  October  31,  1918,  $753.  jj 

The  balances  in  the  accounts  “office  expenses”  and  “warehous 
expenses  ”  were  included  in  the  asset  account  “office  and  warehous 
fixtures.” 

A  report  which  was  signed  and  sworn  to  by  W.  A.  Johnson,  pres 
dent  of  petitioner,  was  submitted  to  the  Commissioner  of  Interns 
Revenue  on  March  14,  1924.  With  regard  to  the  depreciation  dediu 
tion  for  the  period  here  involved  it  states : 

Taxpayer  agrees  to  tlie  use  of  the  rate  of  10%  depreciation  per  year  on  the:- 
assets,  but  respectfully  calls  attention  to  the  fact  that  on  the  books  of  the  Cou 
pany,  no  charge  offs  were  made  during  the  fiscal  years  ended  10/31/19 
10/31/20,  because  such  a  heavy  amount  had  been  charged  off  in  1918.  Due  t 
the  disallowance  of  this  excess  charge  off  in  1918,  taxpayer  now  respectfull 
asks  allowance  for  depreciation  of  $1,020.70,  for  the  fiscal  year  ended  October  3 
1919  and  fiscal  year  ended  October  31,  1920. 

OPINION. 

Lansdon  :  The  notes  in  controversy  here  were  acquired  by  the  peti 
tioner  prior  to  March  1,  1913.  No  evidence  of  the  value  of  such  note 
at  the  said  date  having  been  introduced,  we  are  without  any  basi; 
upon  which  to  determine  the  deductible  losses  sustained  when  worth 
lessness  was  ascertained  in  the  taxable  years.  On  this  point  tin 
determination  of  the  respondent  is  approved.  Ayer  v.  Blair ,  2< 
Fed.  (2d)  547.  ,  1 

The  record  is  not  clear  as  to  petitioner’s  position  with  regard  to  tin 
second  issue.  In  the  petition  the  amount  is  claimed  as  a  deductioi 
for  actual  depreciation  sustained.  By  amendment  at  the  hearing  ii 
was  alleged  that  the  amount  was  deductible  as  ordinary  and  neces¬ 
sary  business  expenses.  No  evidence  was  introduced  with  regard  tc 
the  amount  being  depreciation.  The  evidence  introduced  to  estab¬ 
lish  that  this  was  a  business  expense  consisted  merely  of  the  amount- 
of  the  opening  and  closing  accounts.  The  opening  dates  shown  are 
different  from  the  beginning  date  of  the  period  herein  involved.  The 
expenses  claimed  were  not  itemized.  Such  evidence  is  insufficient  to 
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ustain  a  claim  for  deduction  as  ordinary  and  necessary  business 
xpenses.  There  must  be  a  showing  that  each  specific  item  of  expense 
onstitutes  a  proper  deduction. 

Reviewed  by  the  Board. 

Decision  will  be  entered  for  the  respondent. 


Vorumbo  Manufacturing  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  13914.  Promulgated  October  10,  1928. 

1.  Statute  of  Limitations. — Petitioner’s  taxable  year  in  question 
was  the  fiscal  year  ending  November  30,  1919.  A  waiver  was  exe¬ 
cuted  by  the  petitioner  “  for  the  year  1919.”  Held,  that  such  waiver 
was  sufficient  to  waive  the  statute  of  limitations. 

2.  Invested  Capital, — The  invested  capital  for  the  fiscal  year 
ending  November  30,  1919,  should  be  properly  adjusted  on  account 
of  the  prior-year  tax  liability  in  accordance  with  the  stipulation  of 
the  parties. 

J.  Robert  Sherrod,  Esq.,  for  the  petitioner. 

J.  A.  O' Callaghan,  Esq.,  and  P.  A.  Bayer,  Esq.,  for  the  respondent. 

In  this  proceeding  the  petitioner  seeks  a  redetermination  of  its 
icome  and  profits-tax  liability  for  the  fiscal  year  ended  November 
0,  1919,  for  which  the  respondentias  set  forth  in  his  deficiency  let- 
Br  dated  January  11,  1926,  determined  a  deficiency  of  $38,521.66. 

The  petition  alleges  that  the  respondent  erred  (1)  in  failing  to 
llow  as  part  of  invested  capital  an  amount  in  excess  of  $400,000, 
apresenting  expenditures  for  capital  assets  incurred  and  made  prior 
)  the  taxable  year;  (2)  in  reducing  invested  capital  by  an  amount  of 
ixes  for  the  prior  year  which  amount  has,  since  the  mailing  of  the 
eficiency  letter,  been  reduced  by  the  respondent,  and  (3)  in  issuing 
deficiency  letter  after  the  running  of  the  statute  of  limitations.  The 
rst  issue  was  abandoned  at  the  hearing  and  with  respect  to  the 
icond  issue,  the  parties  have  stipulated  to  make  the  proper  adjust- 
lent  for  prior  year  taxes  in  the  final  determination  under  Rule  50. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  under  the  laws  of  the  State  of 
laine  in  1864,  and  has  its  principal  office  at  Bath,  Me. 

On  February  16,  1920,  it  filed  on  Form  1120— A,  its  u  Corporation 
acome  and  Profits  Tax  Return  for  Fiscal  Period  begun  December  1, 
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1918  and  ended  November  30,  1919.”  On  December  16,  1924, 
executed  the  following  income  and  profits-tax  waiver : 


In  pursuance  of  the  provisions  of  exis  ing  Internal  Revenue  Laws,  Worum 
Manufacturing  Company ,  a  taxpayer,  of  53  Front  St.,  Bath,  Maine,  and  til 
Commissioner  of  Internal  Revenue,  hereby  consent  to  extend  the  period  pi 
scribed  by  law  for  a  determination,  assessment,  and  collection  of  the  amou 
of  income,  excess-protits,  or  war-profl  s  taxes  due  under  any  return  made  by 
on  behalf  of  said  taxpayer  for  the  year  1910,  under  the  Revenue  Act  of  1924, 
under  prior  income,  excess-profits,  or  war-profits  tax  Acts,  or  under  Section  : 
of  the  Act  entitled  “An  Act  to  provide  revenue,  equalize  duties,  and  encouraj 
the  industries  of  the  United  States,  and  for  other  purposes,”  approved  August 
1909.  This  waiver  is  in  effect  from  the  date  it  is  signed  by  the  taxpaj’er  ai 
will  remain  in  effect  for  a  period  of  one  year  after  the  expiration  of  tl 
statutory  period  of  limitation  within  which  assessments  of  taxes  may  he  mac 
for  the  year  or  years  mentioned,  or  the  statutory  period  of  limitation  as  e 
tended  by  Section  277(b)  of  the  Revenue  Act  of  1924  or  by  any  waivers  alreac 
on  file  with  the  Bureau. 


By  ( Signed) 
( Signed) 


Worumbo  Manufacturing  Company 

Taxpayer. 

Oliver  Mosfjs,  Treas. 

D.  H.  Blair,  Commissioner. 


The  deficiency  letter  was  mailed  to  the  petitioner  on  January  1 
1926. 

OPINION. 


Green  :  The  petitioner  contends  that  the  waiver  set  out  in  th 
findings  of  fact  is  not  an  effective  waiver  for  the  reason  that  it  i 
**  for  the  year  1919  ”  and  not  for  the  fiscal  year  ended  November  3( 
1919.  We  fail  to  see  any  merit  in  this  contention.  The  term  “  ta> 
able  year  ”  is  defined  in  all  of  the  Revenue  Acts  beginning  with  th 
Revenue  Act  of  1918  as  meaning  “  the  calendar  year,  or  the  fisca 
year  ending  during  such  calendar  year.”  The  term  “  year  1919  ”  a 
used  by  the  parties  to  the  waiver  could  have  referred  to  no  othe 
vear  than  the  taxable  year  1919  which  in  this  case  was  the  fiscal  yea 
ended  November  30,  1919.  In  our  opinion  the  waiver  was  valid  an' 
since  it  had  not  expired  at  the  time  the  deficiency  letter  was  made* 
the  proposed  deficiency  is  not  barred  by  the  statute  of  limitations 
See  section  277(b)  of  the  Revenue  Act  of  1924.  I 

The  invested  capital  for  the  fiscal  year  ended  November  30,  191! 
should  be  adjusted  by  the  correct  amount  of  Federal  income  an 
profits  taxes  prorated  for  the  prior  year  in  accordance  with  th 
stipulation  of  the  parties. 

Judgment  trill  be  ottered  under  Rule  n(> 


r.  c.  Mcknight. 
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R.  C.  McKnight,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  10804.  Promulgated  October  10,  1928. 

Held,  that  during  the  taxable  years  petitioner,  his  wife,  and  his 
mother  were  members  of  a  partnership  engaged  in  coal  mining  and 
should  be  taxed  as  such. 

D.  Curtis  Reed ,  Esq.,  and  Thad  II.  Brown ,  Esq.,  for  the  petitioner. 

J.  Arthur  Adams,  Esq.,  for  the  respondent. 

This  proceeding  is  brought  to  redetermine  deficiencies  in  income 
ax  of  the  petitioner  asserted  by  respondent  in  the  sum  of  $46,649.14 
mcl  $9.81  for  the  year(s  1920  and  1921,  respectively. 

The  sole  question  in  controversy  is  whether  the  coal  mining  opera- 
ions  which  resulted  in  the  income  found  by  the  respondent  to  have 
)een  earned  in  the  years  under  consideration,  were  conducted  by  the 
)etitioner  individually  or  by  a  partnership  composed  of  himself, 
lis  mother  and  his  wife.  Certain  adjustments  were  made  by  the 
■espondent  which  increased  the  income  of  the  business  for  the  year 
[920  and  decreased  it  for  the  year  1921,  but  both  the  petitioner 
ind  the  respondent  have  agreed  to  such  adjustments. 

FINDINGS  OF  FACT. 

Prior  to  October,  1917,  M.  C.  Hobart  and  M.  J.  Sauer  were  engaged 
n  a  partnership  coal-mining  operation  near  Pomeroy,  Ohio,  under 
i  lease  covering  about  300  acres  of  partially  exhausted  coal  lands. 
Tobart  was  responsible  for  the  financial  and  business  part  of  the 
nterpri.se,  while  Sauer  directed  the  mine  operations.  At  that  time 
>nly  one  opening,  known  as  the  “  Dabney  Mine,”  was  being  worked. 

In  October,  1917,  Hobart’s  one-half  interest  in  the  partnership  of 
dobart  and  Sauer  was  purchased  b}^  the  petitioner  who,  with  his  wife, 
darie  L.  McKnight,  lived  at  the  home  of  his  mother,  Margaret 
dcKnight.  The  purchase  price,  $5,000,  was  paid  by  the  conveyance 
•f  two  small  houses  owned  by  Margaret  McKnight.  The  amount  so 
)aid  by  Margaret  McKnight  constituted  a  loan  by  her  to  her  son, 
k  C.  McKnight,  and  interest  wa,s  paid  quarterly  thereon  during  the 
ontinuance  of  the  partnership  of  McKnight  and  Sauer,  or  until 
bout  April  15,  1918,  but  no  interest  was  paid  thereafter.  McKnight 
nd  Sauer  adopted  the  firm  name  of  “  Pomeroy  Mining  Company  ” 
nd  opened  books.  Only  the  simplest  forms  of  journal  entries  were 
•sed.  The  bank  account  was  carried  under  R.  C.  McKnight’s  name 
nd  checks  for  the  partnership  disbursements  were  signed  “  Pomeroy 
lining  Company,  by  R.  C.  McKnight.”  The  petitioner’^  personal 
16133—28 - 7 
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deposits  were  credited  to  the  same  account.  No  one  connected  wit 
the  enterprise  from  its  operation  by  Hobart  and  Sauer  to  its  sal 
to  the  Kenova  Mining  Co.,  hereinafter  mentioned,  was  familiar  wit 
accounting  methods  or  adept  in  bookkeeping.  No  capital  accouri 
or  other  such  normal  entries  were  made  on  the  books  of  the  Pomero 
Mining  Co.  at  any  time. 

The  partnership  of  McKnight  and  Sauer  continued  until  aboil 
April  15,  1918,  when  the  conduct  of  Sauer,  his  inability  to  manag 
the  personnel  at  the  mine,  and  his  consequent  failure  to  produce 
proper  tonnage  therefrom,  compelled  the  petitioner  to  discontinu 
the  relationship.  The  situation  was  discussed  thoroughly  by  th 
petitioner,  his  mother  and  his  wife  and  it  was  agreed  to  form 
partnership.  McKnight  agreed  to  contribute  his  interest  in  the  for¬ 
mer  partnership  of  McKnight  and  Sauer ;  Margaret  McKnight  offerei 
to  contribute  the  $5,000  which  had  been  paid  b}^  her  conveyance  o 
the  two  houses  to  Hobart;  Marie  L.  McKnight  offered  to  contribut 
about  $300  in  cash — all  she  possessed — and  to  take  charge  of  th 
clerical  part  of  the  business,  which  was  then  being  conducted  in  j 
room  of  their  home.  Later  she  contributed  an  additional  $200  fo 
the  benefit  of  the  enterprise.  *  The  partnership  arrangement  was  & 
effected  and  about  April  15,  1918,  the  partnership  interest  of  Saue 
was  purchased  by  the  payment  to  him  of  $1,258.40  and  the  assign 
ment  to  him  of  McKnight’s  interest  in  the  lease  of  the  Dabney  Mine- 
while  McKnight  received  from  Sauer  the  assignment  of  his  interes 
in  the  lease  on  the  u  White  Mine,”  which  had  been  opened  by  Me! 
Knight  and  Sauer  a  short  time  before  and  wTas  located  about  fou 
miles  distant  from  the  home  of  the  petitioner. 

During  the  remainder  of  the  year  1918  and  the  year  1919  tin 
petitioner  withdrew  $24  (later  $25)  per  week  to  cover  the  joint  liv 
ing  expenses  of  himself,  his  mother,  and  his  wife.  Whatever  profit 
were  derived  from  the  business  were  utilized  to  purchase  additiona 
equipment  for  the  White  Mine  and  to  provide  for  an  enlarged  out 
put.  In  addition  Margaret  McKnight  mortgaged  the  home  in  whirl 
all  three  partners  lived  for  $3,000,  to  purchase  a  small  steam  plant 
electric  machines  and  other  equipment  needed  for  the  mine.  At  times 
during  1918  and  1919  the  venture  was  almost  at  the  point  of  failure 
but  succeeded  in  surviving  until  1920,  when  the  period  of  increased 
coal  prices  enabled  the  firm  to  make  a  large  profit. 

During  1920,  with  the  advice  and  consent  of  Margaret  and  Marie  L 
McKnight,  the  petitioner  opened  stock  brokerage  accounts  in  Par¬ 
kersburg,  W.  Ya.,  and  Columbus,  Ohio,  for  the  benefit  of  the  partner¬ 
ship.  In  the  spring  of  1921  a  distribution  of  $20,000  was  made  to 
each  of  the  partners.  Margaret  and  Marie  L.  McKnight  received 
their  shares  in  municipal  bonds,  which  they  retained  in  their  own 
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ossession  and  owned  at  the  time  of  the  hearing.  R.  C.  McKnight 
sceived  $10,000  in  such  bonds  and  utilized  the  remaining  $10,000  of 
is  share  in  his  dealings  in  stocks.  At  various  times  further  dis- 
•ibutions  were  made  in  equal  amounts  to  the  three  partners  by  the 
ssignment  of  stocks  or  in  cash  withdrawals.  Some  of  these  trans- 
ctions  were  carried  on  in  the  name  of  the  petitioner  in  order  to 
militate  their  expeditious  handling.  Unfortunate  experiences  in 
:ading  in  stocks  on  margin  and  in  the  outright  purchase  of  securi- 
es,  together  with  the  failure  of  a  brokerage  house,  resulted  in  serious 
>sses  to  the  partnership,  all  of  which  were  borne  equally  and  jointly 
y  all  three  members  thereof. 

In  January,  1921,  the  assets  of  the  Pomeroy  Mining  Co.  were  sold 
)  the  Kenova  Mining  Co.  for  the  consideration  of  $50,000,  of  which 
im  $35,000  was  paid  in  cash,  and  a  mortgage  retained  for  the  bal- 
ace.  Later  the  partnership  was  forced  to  foreclose  that  mortgage 
nd  the  White  Mine  with  its  equipment  is  now  owned  by  the  said 
artnership. 

No  written  agreements  were  entered  into  relating  to  the  partner- 
lip  status  of  Hobart  and  Sauer,  McKnight  and  Sauer,  the  Pomeroy 
lining  Company,  or  the  firm  of  R.  C.  McKnight,  Margaret  Mc- 
inight  and  Marie  L.  McKnight.  No  partnership  returns  were  filed 
y  the  Pomeroy  Mining  Co.  or  the  firm  composed  of  the  petitioner, 
is  mother  and  his  wife  until  1921.  Failure  to  do  so  was  caused 
y  ignorance  of  these  taxpayers  concerning  the  nature  of  a  partner- 
lip  return  and  the  necessity  of  filing  it.  The  employment  of  an 
iditing  company  in  connection  with  the  sale  to  the  Kenova  Mining 
o.  occasioned  the  first  filing  of  a  partnership  return,  covering  the 
3ar  1920. 

On  many  occasions  prior  to,  at,  and  subsequent  to  the  purchase  of 
le  interest  of  Sauer  in  the  partnership  of  McKnight  and  Sauer 
l  or  about  April  15,  1918,  the  petitioner,  McKnight,  Margaret  Mc- 
.night,  and  Marie  L.  McKnight  represented  to  strangers  that  the 
artnership  of  the  said  three  individuals  was  about  to  be  or  had 
-en  formed  for  the  purpose  of  acquiring  the  interest  of  the  said 
auer.  At  times  when  transactions  were  carried  on  in  the  name  of 
C.  McKnight  as  a  matter  of  convenience,  it  was  disclosed  that  thev 
ere  for  the  benefit  of  the  partnership  composed  of  himself,  his 
other  and  his  wife. 

OPINION. 

Van  Fossan  :  In  the  State  of  Ohio  a  husband  and  wife  may  enter 
to  any  contract  which  either  might  if  unmarried.  General  Code 
!  Ohio,  section  7999.  It  is  also  fundamental  that  a  partnership  may 
i  created  by  an  oral  agreement.  The  sole  question  with  which  we 
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are  concerned  is  whether  or  not  the  petitioner,  R.  C.  McKnight,  hi 
mother,  Margaret  McKnight,  and  his  wife,  Marie  L.  McKnigh 
actually  formed  a  partnership  which  conducted  a  coal  mining  bus 
ness  and  operated  the  White  mine  from  about  April,  1918,  to  Jam 
ary,  1921,  and  continued  partnership  transactions  later  in  that  yea] 

Chancellor  Kent  defined  a  partnership  as  follows: 

A  contract  of  two  or  more  competent  persons  to  place  their  money,  effect 
labor  and  skill,  or  some  or  all  of  them  in  lawful  commerce  or  business,  an 
to  divide  the  profit  and  bear  the  loss  in  certain  proportions. 

A  further  definition  is  contained  in  Meehan  v.  Valentine ,  145  U.  S 
611:  1 

The  requisites  of  a  partnership  are  that  the  parties  must  have  joined  tc 
gether  to  carry  on  a  trade  or  adventure  for  their  common  benefit,  each  coi 
tributing  property  or  services,  and  having  a  community  of  interest  in  tn 
profits. 

In  M.  A.  Long ,  8  B.  T.  A.  737,  we  said : 

Several  of  the  well  recognized  tests  of  the  existence  of  a  partnership  ar 
sharing  of  profits  and  losses,  mutual  agency  and  community  of  interest. 

The  evidence  in  this  case  discloses  that  petitioner  was  engaged  in 
partnership  venture  in  coal  mining  with  one  Sauer,  which  had  prove 
unprofitable,  and  petitioner  determined  to  terminate  the  relationship 
This  was  accomplished  by  the  payment  to  Sauer  of  $1,258.40  in  cas 
and  the  assignment  to  him  of  all  of  McKnight’s  interest  in  th 
Dabney  mine  and  the  assignment  to  McKnight  of  all  of  Sauer 
interest  in  the  lease  on  the  White  mine.  The  situation  was  full 
discussed  by  McKnight,  his  mother  and  his  wife  and  it  was  agree' 
that  a  partnership  should  be  formed.  McKnight  agreed  to  contribut 
his  half  interest  in  the  partnership  business  of  McKnight  and  Saue 
and  proposed  to  superintend  the  mining  and  production  of  coal  a 
the  White  mine.  The  mother,  Margaret  McKnight,  agreed  to  con 
tribute  the  sum  of  $5,000  by  canceling  the  loan  previously  made  t 
her  son  which  had  been  used  to  purchase  the  interest  of  M.  C.  Hobai 
and  form  the  partnership  of  McKnight  and  Sauer,  while  petitioner' 
wife,  Marie  L.  McKnight,  agreed  to  contribute  the  sum  of  $300  an< 
to  manage  the  office  of  the  business,  including  the  taking  of  orden 
checking  mine  reports,  making  up  pay  rolls,  etc.  Each  of  the  threj 
partners  was  to  share  equally  in  profits  and  losses.  The  thre 
partners  carried  out  their  respective  agreements  and  the  partnershi 
was  formed. 

During  1918  and  1919  no  profits  were  made  and  only  a  smal 
amount  was  withdrawn  from  the  partnership  for  living  expenses! 
all  three  partners  living  together  under  the  same  roof.  During  thi 
time  Margaret  McKnight  borrowed  $3,000  additional  by  mortgaging 
her  home  to  purchase  additional  equipment.  In  1920  and  1921,  how 
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ever,  the  profits  were  large  and  in  so  far  as  any  distributions  were 
made  such  distributions  were  in  equal  proportions  to  the  three  part¬ 
ners,  and  the  surplus  was  used  for  the  benefit  of  the  partners  jointly 
in  attempts  to  make  money  in  the  stock  market. 

The  partnership  relation  existing  between  the  three  persons  above 
mentioned  was  a  matter  of  general  knowledge  in  the  community. 
Various  witnesses  testified  that  at  the  time  of  the  formation  of  the 
partnership  and  on  other  occasions  the  three  partners  had  repre¬ 
sented  to  them  that  such  a  partnership  existed  and  was  conducting 
its  business  under  the  name  of  the  Pomeroy  Mining  Co.  These  rep¬ 
resentations  were  made  long  prior  to  the  time  when,  for  tax  pur¬ 
poses,  an  advantage  might  have  accrued  to  the  partners  by  reason  of 
the  filing  of  a  partnership  return  rather  than  individual  returns. 

The  evidence  is  uncontradicted  and  convincing  that  a  partnership 
consisting  of  petitioner,  his  wife  and  his  mother  was  formed  on  or 
about  April  15,  1918,  and  continued  during  the  years  1920  and  1921. 
The  action  of  the  respondent  in  determining  the  deficiencies  in  this 
case  is  disapproved.  H.  J.  Bartron ,  3  B.  T.  A.  1262;  Thomas  F. 
Kelly ,  9  B.  T.  A.  834. 

Judgment  will  be  entered  wader  Rule  50. 


Golding  Sons’  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  14835.  Promulgated  October  10,  1928. 

Evidence  held  insufficient  to  overcome  respondent’s  determination 
of  a  deficiency. 

Arthur  B.  Foye ,  G .  P.  A.,  for  the  petitioner. 

J.  E.  Marshall ,  Esq.,  for  the  respondent. 

In  this  proceeding  the  petitioner  seeks  a  redetermination  of  its 
income  and  excess-profits  taxes  for  the  fiscal  year  ended  February  28, 
1921,  for  which  the  respondent,  as  set  forth  in  his  deficiency  letter 
fated  February  12,  1926,  determined  a  deficiency  of  $16,375.76.  Two 
3rrors  were  alleged,  the  first  one  being : 

The  failure  to  include  in  invested  capital  an  allowance  for  intangible  assets 
iR  an  amount  equal  to  twenty  five  per  centum  of  the  capital  stock  outstanding 
it  the  beginning  of  the  taxable  year  on  the  alleged  ground  that  the  value  had 
not  been  substantiated. 

The  second  allegation  of  error  was  abandoned  at  the  hearing. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  the 
State  of  New  Jersey  with  its  principal  office  at  Trenton.  It  was  in- 
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corporated  on  April  15,  1902,  with  an  authorized  capital  stock  o 
$1,000,000,  divided  into  $400,000  preferred  and  $600,000  common 
Its  business  is  manufacturing  ceramic  supplies.  At  a  meeting  of  it; 
board  of  directors  on  April  16,  1902,  the  following  resolution  wa 
adopted : 

On  motion  it  was  unanimously  resolved  that  this  company  purchase  of  th( 
holder  or  holders  of  the  Golding  &  Sons  capital  stock  nine  hundred  anc 
ninety-five  shares  thereof,  and  pay  for  the  same  by  the  issue  of  the  entin 
capital  stock  of  this  company  to  the  holders  of  said  Golding  &  Sons  Company 
stock,  or  their  assigns.  And  the  president  and  treasurer  of  this  company  ar< 
hereby  authorized  and  directed  to  issue  the  entire  capital  stock  of  this  com 
pany  to  the  holders  of  said  Golding  &  Sons  Company  stock,  as  provided  in  th* 
above  resolution. 

The  reorganization  of  the  old  company  had  been  arranged  b\ 
Hugh  Hamill,  Barker  Gummere,  W.  S.  Hancock  and  John  Relstabb 
who  were  business  men  of  Trenton.  J.  N.  Manor  had  been  appointee 
a  committee  of  one  to  represent  the  old  interests.  M.  E.  Golding 
Edwin  Golding,  F.  P.  Golding,  Charles  Golding,  William  Mac-! 
Kenzie,  Mary  MacKenzie,  Martha  Golding  and  J.  N.  Manor  were 
stockholders  in  the  predecessor  company  and  also  became  stock 
holders  in  the  new  company. 

The  committee  on  reorganization  orally  agreed  that  the  price 
which  the  petitioner  was  to  pay  for  the  stock  of  the  old  company 
was  to  be  based  upon  a  15  per  cent  earning  of  the  old  company  for  a 
period  of  5  years  back. 

The  predecessor  company  operated  separate  plants  at  Trenton. 
Wilmington,  and  Hockessin,  Del.,  and  East  Liverpool,  Ohio.  It  also 
had  a  store  house  at  Cain,  Pa.,  for  the  finished  articles  produced  at 
Trenton.  A  separate  set  of  books  was  kept  at  each  plant.  The  net 
earnings  of  the  Golding  &  Sons  Co.  for  the  years  ended  June  1,  1898. 
to  1902,  inclusive,  for  each  plant  (except  the  one  at  East  Liverpool) 
are  as  follows  (amounts  in  parenthesis  represent  losses)  : 


Years  ended  June  1— 

Trenton 

East  Liv¬ 
erpool 

Hockessin 

Wilming¬ 

ton 

Cain 

1898 . 

$15, 534. 01 

(*) 

$10,  582. 63 

$8, 016. 85 

None. 

1899 . . . 

10, 805.  28 

(') 

15, 860.  55 

18, 883.  39 

Do. 

1900 _ _ 

12,716.  19 

(0 

19,  963.  66 

14,  955.  SO 

Do. 

1901 . 

12,717.  95 

0) 

15,  582.  42 

12,  049.  29 

($3, 422.  35) 

1902 . 

15,  307.  98 

(') 

8,  424.  56 

14, 468.  54 

(4, 495. 75) 

Total . 

67,081.41 

(') 

70,  413.  82 

68,  373.  87 

(7,  918. 10) 

1  Not  shown. 


The  respondent  determined  that  the  petitioner’s  invested  capital 
for  the  fiscal  year  ended  February  28,  1921,  was  $449,148.95,  set  forth 
as  follows : 
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apital  stock  shown  on  balance  sheet _ $1,  000,  000.  00 

ess :  Treasury  stock _  21, 100.  00 


978,  900.  00 

urplus  as  shown  by  balance  sheet _  217,  904.  48 


Total _  1, 196,  804.  48 

►eductions  : 

1.  Preceding  year’s  tax  prorated _  $1,  658.  21 

2.  Dividends  _  5,  069.  59 

3.  Surplus  adjusted  by  revenue  agent _  145,  765.  89 

4.  Good  will _  593,  400.  00 


Total  deductions 


745,  893.  69 


Balance _  450,  910.  79 

5.  Inadmissibles _  1,  761.  84 

ivested  capital  adjusted _  449, 148.  95 


As  an  explanation  for  the  deduction  of  good  will  the  responded 
l  his  deficiency  letter  stated : 

4.  The  item  good  will  has  been  disallowed  as  the  value  has  not  been  sub- 
antiated. 

OPINION. 


Green  :  The  petitioner  has  alleged  and  attempted  to  prove  that  at 
le  time  it  was  incorporated,  in  1902,  it  acquired  from  the  predecessor 
impany  good  will  of  a  certain  value.  The  evidence  does  not  show 
tat  it  ever  acquired  any  of  the  assets  of  the  Golding  &  Sons  Co. 
t  does  show,  however,  that  it  issued  its  entire  capital  stock  for  995 
lares  of  the  stock  of  the  old  company.  This  is  an  entirely  different 
ling  from  acquiring  the  assets.  See  Appeal  of  Regal  Shoe  Co ., 
B.  T.  A.  896. 

In  the  above-mentioned  case  the  taxpayer  in  1907  issued  all  of  its 
:ock  for  the  stock  of  three  other  corporations.  Thirteen  days  later, 
being  the  owner  of  all  the  stock  of  the  other  companies,  proceeded 
>  liquidate  two  of  them  by  taking  over  their  assets  and  surrendering 
nd  canceling  the  stock.  The  assets  thus  acquired  consisted  of  ap- 
roximately  one-third  tangibles  and  two-thirds  intangibles.  For 
ivested  capital  purposes  the  Commissioner  reduced  the  intangibles 
)  the  limitation  provided  by  section  326(a)(4)  of  the  1918  Act. 
n  disallowing  the  deficiency  we  held  that  the  asset  to  be  valued  was 
le  stock  of  the  old  companies,  which  was  tangible  property  and  not 
ibject  to  the  limitation.  To  the  same  effect  see  United  Cigar  Stores 
o.  of  America  v.  United  States ,  62  Ct.  Cls.  134. 

From  the  foregoing  it  is  apparent  that  the  petitioner  has  pro¬ 
ved  upon  the  wrong  theory,  that  is  to  say,  it  proceeded  upon  the 
ieory  that  it  acquired  the  assets  of  the  old  company  at  the  date  of 
ganization,  when  as  a  matter  of  fact  it  acquired  the  capital  stock 
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of  that  company.  The  record  does  not  disclose  the  theory  upon 
which  the  respondent  proceeded.  We  know  he  has  allowed  the 
amount  of  $449,148.95  as  invested  capital  for  the  year  in  question. 
It  is  reasonable  to  assume  that  a  part  of  this  amount  represented  the 
value,  as  determined  by  him,  of  the  stock  of  the  company  acquired 
In  any  event  the  burden  is  upon  the  petitioner  to  prove  by  competent 
evidence  that  the  respondent  erred  in  his  determination  of  the  defi¬ 
ciency.  Davis  &  Shaw  Furniture  Co.  v.  Commissioner ,  6  B.  T.  A. 
705.  This  it  has  failed  to  do,  and,  accordingly,  judgment  must  bo 
for  the  respondent. 

Even  looking  at  the  case  from  the  petitioner’s  point  of  view,  the 
evidence  is  wholly  insufficient  to  sustain  its  allegation.  The  earnings 
from  the  East  Liverpool  branch  were  not  proven  and  without  such 
proof  the  earnings  from  the  other  plants  become  practically  worth¬ 
less  as  an  element  of  determining  value,  for  so  far  as  wre  know  losses 
may  have  been  sustained  by  the  former  sufficient  to  wipe  out  the 
earnings  of  the  latter.  Furthermore,  no  evidence  was  offered  as  to 
the  average  tangible  assets  of  the  old  company  for  the  five  years 
immediately  proceeding  reorganization  and  there  was  no  proof  as 
to  what  a  reasonable  percentage  of  earnings  on  such  tangible  assets 
would  have  been. 

Judgment  will  be  entered  far  the  respondent. 


Burley  Tobacco  Co.  of  Frankfort,  Petitioner,  v.  Commissionek 

of  Internal  Revenue,  Respondent. 

Docket  No.  21311.  Promulgated  October  10,  1928. 

Held,  certain  bonds  and  stock  bad  no  readily  realizable  mar¬ 
ket  value  when  received  by  petitioner. 

Elwood  Hamilton ,  Esq .,  for  the  petitioner. 

Harold  Allen ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  for  the  fiscal  year  ended  June  30,  1923, 
amounting  to  $3,149.91,  to  which  was  added  a  penalty  of  $787.48  for 
failure  to  file  a  return. 

1  he  petitioner  alleges  that  the  Commissioner  erred  in  two  re¬ 
spects  : 

(1)  In  valuing  at  par,  for  the  purpose  of  determining  gain  or 
loss,  certain  stock  and  bonds  received  by  the  petitioner  in  part  ex¬ 
change  for  its  tangible  assets; 

(2)  In  assessing  a  penalty  upon  the  petitioner  for  failure  to  tile 
a  return. 


-BURLEY  TOBACCO  CO. 
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FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  in  1919  under  the  laws 
£  the  State  of  Kentucky,  for  the  purpose  of  owning  and  operating 
>bacco  warehouses.  Its  principal  place  of  business  is  at  Frankfort, 
j.  Prior  to  December  23,  1921,  it  had  acquired  warehouse  build- 
igs  and  equipment  at  a  cost  of  $52,469.46.  After  deducting  deprecia- 
on  of  $4,848.02,  the  net  depreciated  cost  in  1922  was  $47,621.44.  On 
le  last  mentioned  date  it  entered  into  an  agreement  with  one  It.  M. 
aiker,  Director  of  Warehouses  for  the  Burley  Tobacco  Growers 
loperative  Association,  a  corporation  then  in  the  process  of  organiza- 
on,  whereby  it  agreed  to  lease  its  property  to  the  said  Association 
ith  an  option  to  purchase  it  under  specified  terms  and  conditions, 
n  February  15,  1922,  the  petitioner  entered  into  another  contract 
ith  the  Association  and  the  Central  District  Warehousing  Corpora- 
on,  a  subsidiary  of  the  Association,  whereby  it  agreed  to  lease  to  the 
entral  District  Warehousing  Corporation  all  its  physical  assets  for 
n  and  one-half  months  from  the  date  of  the  contract  “or  unless 
id  until  the  property  is  conveyed  to  the  Corporation  prior  to  that 
ite  ”  and  to  sell  all  such  property  to  the  corporation  at  the  fair 
arket  value  to  be  determined  according  to  the  methods  set  forth  in 
ie  Standard  Warehouseman’s  Agreement  theretofore  made  the  basis 
:  the  agreement  of  December  23,  1921.  The  corporation  exercised 
s  option  to  purchase  and  paid  the  petitioner  $18,750  in  cash,  $37,500 
bonds,  and  $18,750  in  the  capital  stock  of  the  Burley  Tobacco 
rowers  Cooperative  Association.  The  par  value  of  the  stock  and 
)nds  paid  to  petitioner  for  its  tangible  assets  was  $10  and  $100, 
spectively.  The  bonds  bore  interest  at  the  rate  of  6  per  cent  per 
mum,  while  the  stock  was  8  per  cent  preferred.  Subsequent  to  this 
:change  the  petitioner  desired  to  distribute  its  assets  among  its  247 
lareholders.  After  holding  the  securities  for  some  time  without 
‘ing  able  to  convert  them  into  cash,  the  petitioner  returned  them  to 
ie  Cooperative  Association  for  the  purpose  of  having  them  reissued 
smaller  units,  with  the  view  to  making  a  distribution  in  kind, 
ater  they  were  returned  to  the  petitioner  and  were,  with  some  excep- 
3ns,  distributed  on  J anuary  31, 1923,  to  its  shareholders.  Both  stock 
id  bonds  had  been  issued  serially,  with  maturity  dates  extending 
rer  a  period  of  5  years.  Due  to  their  early  date  of  maturity  63 
>nds  and  41  shares  of  stock  were  retired  at  par  by  the  Cooperative 
ssociation  before  the  distribution  to  the  petitioner’s  stockholders 
ok  place.  Both  prior  and  subsequent  to  the  distribution,  efforts 
ere  made  by  the  petitioner  and  its  stockholders  to  find  a  market 
>r  the  stock  and  bonds,  without  success.  None  of  the  5  banks  located 
Frankfort  would  handle  them.  No  attempt  was  made  to  sell  the 
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securities  outside  of  Frankfort,  as  all  other  tobacco  growing  center 
had  similar  securities  on  hand.  The  sale  of  the  petitioner’s  assets  t( 
the  Cooperative  Association  had  met  with  practically  the  unanimou: 
approval  of  the  stockholders  and  directors,  although  the  petitionei 
reserved  no  lien  upon  the  tangible  property  transferred. 

The  Cooperative  Association,  which  was  organized  under  an  Ac 
of  the  legislature  of  Kentucky  passed  January  10,  1922,  was  ar 
association  of  109,000  farmers  in  the  States  of  Kentucky,  Ohio 
Indiana,  West  Virginia  and  Tennessee,  formed  for  cooperative  mar 
keting  and  selling  of  tobacco.  Tobacco  growers,  upon  becoming 
members,  agreed  to  deliver  tobacco,  six  crops  or  for  five  years,  tc 
the  Association  at  any  designated  point,  and  at  the  end  of  that  time 
could  withdraw  from  the  Association. 

'  As  the  stock  and  bonds  of  the  Association  matured  they  were  re¬ 
tired  by  the  Association  and  no  stockholder  of  the  petitioner  evei 
sustained  a  loss  on  account  of  securities  of  the  Association  distributed 
to  him. 

On  September  18,  1926,  the  petitioner  filed  a  return  for  the  fiscal 
year  ended  June  30,  1923,  showing  a  profit  of  $8,986.50  on  the  sale 
of  its  real  estate  and  equipment.  The  return  and  the  60-day  lettei 
based  on  the  revenue  agent’s  report  contain  no  item  of  rentals  re¬ 
ceived  by  the  petitioner  under  its  contract  of  February  15,  1922. 

OPINION. 

Van  Fossan:  The  sole  question  in  this  case  is  whether  or  not 
the  stock  and  bonds  of  the  Burley  Tobacco  Growers  Cooperative 
Association  had  a  readily  realizable  market  value  at  the  time  they 
were  received  by  the  petitioner  in  exchange  for  its  property.  It 
is  our  conclusion  that  they  did  not. 

This  case  has  as  its  background  the  attempt  of  the  tobacco  growers 
to  overcome  by  cooperation  the  disastrous  consequences  of  individual 
competition  and  unfavorable  economic  conditions.  The  petitioner 
was  a  local  organization  of  217  small  stockholders,  which  sold  its 
property  to  the  larger  cooperative  association  comprising  many 
farmers  and  local  associations  in  5  tobacco-growing  States.  In  pay¬ 
ment  it  received  some  cash,  but  chiefly  stock  and  bonds  of  the  Associ¬ 
ation.  The  respondent  found  these  securities  to  be  worth  par 
while  the  petitioner  contends  they  had  no  readily  realizable  market 
value  at  that  time. 

To  understand  the  situation  a  picture  of  the  whole  project  is  es¬ 
sential.  The  Cooperative  Association  had  bought  out,  under  some¬ 
what  similar  terms,  a  large  number  of  local  organizations.  Each 
tobacco  center  had  been  called  on  to  absorb  its  quota  of  the  Associa¬ 
tion  securities.  Thus,  the  field  for  disposal  of  the  securities  was 
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limited  by  practical  conditions  to  the  City  of  Frankfort,  and  to  those 
persons  already  interested.  With  the  above  facts  should  also  be 
considered,  as  bearing  on  the  marketability  of  the  securities,  the 
uncertainty  of  success  of  any  cooperative  association.  It  may  be 
stated  as  a  fact  demonstrated  by  many  instances  that  the  success 
of  such  a  project  depends  chiefly  on  the  loyalty  and  fidelity  of 
the  members  to  the  association.  The  failure  of  a  cooperative  scheme 
is  at  once  indicated  when  defections  from  its  ranks  become  numerous. 
The  ultimate  success  of  a  particular  association  does  not  demonstrate 
conclusively  that  its  securities  had  a  readily  realizable  market  value 
from  the  start.  So  here  the  fact  that  the  bonds  and  stocks  were 
retired  at  maturity  is  not  inconsistent  with  the  petitioner’s  conten¬ 
tion.  Walter  T.  Smith ,  4  B.  T.  A.  397. 

Viewing  the  entire  situation  as  we  understand  it,  we  are  of  thf 
opinion  that  at  the  time  the  petitioner  exchanged  its  property  for 
cash  and  securities  of  the  Cooperative  Association,  such  securities 
did  not  have  a  readily  realizable  market  value. 

The  available  market  being  local,  the  marketability  of  the  securi¬ 
ties  should  be  measured  by  a  local  yardstick.  When  so  measured  it 
is  found  that  the  market  was  overstocked,  inquiries  and  attempts 
to  sell  the  securities  elicited  no  response,  and  efforts  to  interest  the 
banks  either  by  way  of  the  sale  or  loan  of  the  stock  or  bonds  as 
collateral  were  fruitless. 

The  deficiency  and  penalty  are  disallowed. 

Judgment  will  be  entered  for  the  'petitioner. 


Buena  Vista  Land  &  Development  Co.,  Petitioner,  v.  Commis¬ 
sioner  of  Internal  Revenue,  Respondent. 

Docket  No.  2025.  Promulgated  October  10,  1928. 

In  the  absence  of  evidence  from  which  the  value  on  March  1, 

1913,  of  petitioner’s  “  right,  title  and  interest,  if  any  ”  in  and  to 
certain  selections  of  land  could  be  determined,  respondent  is  af¬ 
firmed. 

Shirley  C.  Ward ,  Esq.,  and  Chamdler  P.  Warrd,  Esq.,  for  the  peti¬ 
tioner. 

LeRoy  Hight,  Esq.,  and  John  D.  Foley,  Esq.,  for  the  respondent. 

This  proceeding  is  for  a  redetermination  of  a  deficiency  in  income 
and  profits  tax  for  the  year  1921  asserted  by  the  Commissioner  in 
the  amount  of  $76,019.64. 

The  petitioner  alleges  that  the  respondent  erred  in  holding  that 
the  right,  title  and  interest,  termed  an  “  equitable  title,”  of  the  peti- 
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tioner  to  certain  lands  in  township  32  south,  range  24  east,  Mount 
Diablo  Meridian,  in  the  State  of  California,  had  no  fair  market 
value  on  March  1,  1913,  and,  consequently,  in  assessing  an  income  and 
profits  tax  on  $174,259.43,  the  net  amount  received  in  stock  bv  the 
petitioner  in  1921  from  the  sale  of  its  title. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  the 
State  of  California,  with  its  principal  office  at  138  South  Main 
Street,  Los  Angeles. 

By  an  Act  of  Congress  of  March  3,  1853  (10  Stat.  248)  every 
sixteenth  and  thirty-sixth  section  of  public  lands,  with  immaterial 
exceptions,  in  the  State  of  California,  was  granted  to  the  State  in 
aid  of  the  common  schools.  In  order  to  secure  exclusive  control  of  all 
lands  within  the  boundaries  of  its  National  Forest  Reserves,  by  Act 
of  Congress  of  February  28,  1891,  chapter  348  (26  Stat.  796;  Comp. 
Stats.,  secs.  4860,  4861,  amending  secs.  2275  and  2276,  Rev.  Stats.), 
the  United  States  made  to  the  several  States  an  offer  of  exchange, 
under  which  it  granted  to  the  State  certain  lands  to  be  selected  by  it 
in  lieu  or  exchange  for  school  lands,  known  as  “  base  lands,”  which 
had  been  granted  to  the  State  under  the  said  Act  of  Congress  of 
March  3,  1853,  but  which  thereto  had  been,  or  thereafter  might  be, 
included  in  Forest  Reserves.  In  Januarj-,  1900,  the  lands  in  town¬ 
ship  32  south,  range  24  east,  Mount  Diablo  Meridian,  in  the  State 
of  California,  were  alleged  to  be  mineral  in  character  and  valuable 
for  production  of  petroleum  and  were,  in  effect,  withdrawn  from 
agricultural  appropriation.  On  April  5,  1904.  the  said  lands  were 
restored  to  agricultural  entry.  In  1905  the  Stanislaus,  Inyo,  and 

Shasta  National  Forest  Reserves  were  created  in  California  bv  the 

%• 

United  States  Government.  Within  those  reserves  were  some  of  the 
sixteenth  and  thirty-sixth  sections  covered  by  the  Act  of  Congress 
of  1853.  In  October  and  November,  1906,  tlie  State  of  California 
made  application  to  select  23  other  parcels  of  land  in  lieu  of  certain 
sixteenth  and  thirty-sixth  sections  granted  to  it  and  did  so  select  the 
north  half  and  southeast  quarter  of  section  2;  sections  4  and  12;  the 
south  half  of  section  14;  and  section  20,  township  32  south,  range  24 
east,  Mount  Diablo  Base  Meridian,  in  Kern  County,  California.  In 
June  and  August.  1907,  the  State  made  four  additional  selections 
relating  to  sections  6  and  8  from  public  lands.  All  selections,  27  in 
number,  aggregating  4,020  acres,  so  made  were  unappropriated  sur¬ 
veyed  public  lands  of  the  United  States,  listed  as  agricultural  in 
character  and  comprised  the  lands  under  consideration  in  this 
proceeding. 
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The  State  of  California  complied  with  all  the  requirements  es¬ 
tablished  by  the  United  States  governing  the  selection  of  such  lieu 
lands  and  the  perfecting  of  its  equitable  title  thereto.  On  various 
dates  from  October  13,  1906,  to  August  19,  1907,  inclusive,  the  State 
filed  in  the  United  States  Land  Office  at  Visalia,  Calif.,  the  27  selec¬ 
tions  above  mentioned.  Twenty-three  of  them  (Visalia  serial  num¬ 
bers  01917,  01918,  01919,  01920,  01921,  01922,  01910,  01911,  01912, 
01913,  01914,  01915,  01916,  01596,  01597,  01598,  01599,  01923,  01924, 
0402,  0403,  0404,  0405)  made  in  October  and  November,  1906,  and 
covering  the  north  half  and  southeast  quarter  of  section  2,  the  south 
half  of  section  14,  and  all  of  sections  4,  12,  and  20,  followed  a  uni¬ 
form  course  of  procedure,  chronologically  as  follows : 

1.  The  State  paid  to  the  United  States  the  required  fees. 

2.  The  State  filed  its  selection  lists. 

3.  It  filed  an  appointment  of  its  Land  Agent  to  examine  the  selections  made 
and  to  execute  an  affidavit  as  to  their  mineral  or  non-mineral  character. 

4.  The  Land  Agent  filed  his  affidavit  stating  that  “  the  land  is  essentially 
non-mineral  in  character.” 

5.  The  Register  and  Receiver  of  the  United  States  Land  Office  at  Visalia, 
California,  posted  the  notices  of  the  State’s  selection  in  his  own  office  and 
tiled  proof  thereof. 

6.  The  State  filed  the  appointment  of  another  Land  Agent  to  post  notices 
upon  the  land  selected  and  to  make  proof  of  continuous  posting. 

7.  Such  posting  was  made  and  proof  thereof  filed. 

8.  The  required  publication  in  a  local  newspaper  was  made  and  proof 
hereof  filed. 

9.  A  Special  Agent  of  the  General  Land  Office  was  appointed  to  visit  and 
inspect  each  separate  subdivision  of  the  lands  selected. 

10.  Such  Special  Agent  of  the  General  Land  Office  filed  his  report  that  the 
land  was  non-mineral  in  character. 

11.  The  State  filed  certificates  of  the  County  Recorders  of  the  several  Coun¬ 
ties  in  which  the  base  lands  were  situated  showing  that  such  base  lands  were 
unencumbered  and  had  not  been  transferred  by  the  State. 

12.  In  each  of  these  twenty-three  selections,  after  the  period  of  posting  and 
publication  had  elapsed  without  any  adverse  claim  having  been  filed  or  any 
objection  to  the  non-mineral  character  having  been  made,  the  Register  and 
Receiver  forwarded  to  the  Commissioner  of  the  General  Land  Office  the  records 
and  papers  therein,  stating  that  according  to  the  records  of  the  Register  and 
Receiver  the  lands  selected  were  “  subject  to  disposition  thereby.” 

13.  In  April,  May  and  June,  1907,  the  Commissioner  of  the  General  Land 
Office  adjudicated  the  facts  contained  in  the  records  as  outlined  above  and 
t'eturned  the  papers  to  the  Register  and  Receiver  “  for  allowance.” 

14.  The  Register  and  Receiver  accepted  the  selections,  endorsed  his  acceptance 
an  the  selection  lists  and  notified  the  State  of  his  action,  as  well  as  of  the 
‘  allowance  ”  thereof  by  the  Commissioner  of  the  General  Land  Office. 

15.  Within  a  month  after  such  notification  and  in  all  cases  prior  to  July,  1907, 
he  State  sold  and  conveyed  its  title  to  the  selected  lands  to  the  predecessors  in 
interest  of  the  petitioner  and  received  the  purchase  price  thereof  from  them. 

The  regulations  of  the  General  Land  Office  governing  the  selection 
and  disposition  of  lieu  lands  as  above  set  forth  were  adopted  in 
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March,  1903,  but  modified  in  April,  1907.  Under  the  modified  regu 
lations  the  State  of  California  made  four  selections  in  sections  6  anc 
8  of  the  said  township  (Visalia  serial  numbers  01907,  01908,  01909 
and  01602)  in  June  and  August,  1907.  The  modified  procedure  was 
identical  with  the  original,  except  that  after  the  completion  of  steps! 
1  to  11,  inclusive,  mentioned  in  the  preceding  paragraph,  the  Register 
and  Receiver  did  not  forward  the  record  to  the  Commissioner  oi 
the  General  Land  Office,  but  certified  on  the  selection  list  that  it  was 
**  allowed  and  approved. *’  The  above  four  selections  made  in  sections 
6  and  8  were  thus  allowed  and  approved  by  the  Register  and  Receiver 
in  August  and  September,  1907.  He  thep  transmitted  the  record  td 
the  Commissioner  of  the  General  Land  Office  and  notified  the  State 
accordingly.  In  all  of  the  27  selections  the  State  accurately  and 
carefully  complied  with  all  the  requirements  of  the  Government 
relating  thereto  and  only  the  formal  “  approval  ”  of  the  Secretary 
of  the  Interior  remained  to  be  entered  in  order  to  accomplish  the 
vesting  of  the  legal  title  to  the  lands  in  question  in  the  State  of 
California.  This  written  approval  of  the  Secretary,  known  as  the 
u  dear-list ??  constitutes  the  muniment  of  the  complete  legal  title  in 
state  lieu  selections  cases. 

In  the  stipulation  of  facts  entered  into  between  the  petitioner  and 
the  respondent  appears  the  following : 

*  *  It  is  stipulated  by  the  respondent  that  the  State  of  California  fully 

complied  with  any  and  all  statutes,  and  any  and  all  rules  and  regulations  of 
the  Land  Office  then  existing  with  respect  to  relinquishments  of  base  lands, 
so  fai  as,  it  at  all,  such  relinquishment  was  authorized  by  said  statutes,  rules 
or  regulations. 

The  first  discovery  of  oil,  gas  or  other  hydrocarbons  in  township 
32  south,  range  24  east,  Mount  Diablo  Meridian  in  the  State  of 
Califoi  nia,  was  made  on  June  16,  1909,  when  gas  was  discovered  on 
section  10  in  the  said  township.  On  February  1,  1910,  oil  was  dis¬ 
covered  on  the  said  section  10  and  later  other  discoveries  of  oil  and 
gas  on  the  said  section  10  and  also  on  the  lands  in  question  resulted 
in  there  being  at  least  17  producing  wells  on  the  lands  involved  in 
this  proceeding  at  March  1,  1913. 

On  September  8,  1908,  the  Commissioner  of  the  General  Land 
Office  recommended  to  the  Secretary  of  the  Interior  the  temporary 
withdrawal  from  agricultural  entry  of  a  large  acreage  of  public 
lands,  including  all  of  township  32  south,  range  24  east,  Mount 
Diablo  Meridian,  pending  their  examination  and  classification  by 
ihe  l  nited  States  Geological  Survey  as  to  their  oil-bearing  character. 
On  September  21,  1908,  the  General  Land  Office  notified  the  Register 
and  Receiver  at  Visalia  of  such  temporary  withdrawal.  On  June 
22,  1909,  the  Commissioner  of  the  General  Land  Office  reaffirmed  the 
temporary  withdrawal,  except  where  it  was  shown  that  lands  in 
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fact  did  not  contain  oil.  Upon  the  recommendation  of  the  United 
States  Geological  Survey  a  large  acreage,  including  the  said  township 
32,  was  withdrawn  by  the  President  of  the  United  States  from  all 
forms  of  entry  and  made  to  constitute  Petroleum  Reserve  No.  2,  sub¬ 
ject  to  valid  existing  rights. 

The  Secretary  of  the  Interior  retained  the  selection  records  relat¬ 
ing  to  the  lands  under  consideration  and  took  no  action  thereon  from 
1907  to  February  27,  1913.  On  October  17,  1911,  the  attorney  for 
he  State  of  California  filed  a  petition  praying  that  the  Secretary 
proceed  to  exercise  his  supervisory  powers  in  order  to  complete  the 
formal  steps  required  to  convert  the  equitable  title  of  the  State — 
md  hence  of  its  transferee,  the  petitioner — into  a  legal  title.  On 
February  27,  1913,  the  Secretary  of  the  Interior,  by  Samuel  Adams, 
ns  first  assistant,  completed  the  review  of  the  record,  found  it  regu¬ 
ar  but  held  that  the  selections  mentioned  therein  were  subject  to 
’ejection  unless  the  lands  covered  thereby  were  specifically  shown  to 
ie  nonmineral  in  character  and  that,  in  effect,  the  Executive  with¬ 
drawal  of  and  the  discovery  of  oil  in  the  selected  land  constituted 
ground  for  rejection  and  that  the  selections  should  be  canceled.  On 
Ipril  23,  1913,  a  motion  for  rehearing  was  denied  by  the  Assistant 
Secretary  of  the  Interior. 

During  October,  November,  and  December,  1908,  placer  mineral 
•laims  were  filed  by  one  Fox,  B.  M.  Howe,  and  O.  O.  McReynolds 
ipon  the  lands  selected  by  the  petitioner’s  transferors  and  such 
•laims  were  transferred  later  to  the  Honolulu  Consolidated  Oil  Co. 
That  company  had  acquired  the  legal  title  to  section  10  and  the  south- 
vest  quarter  of  section  2  in  the  said  township  32  and  discovered  gas 
hereon  on  June  16,  1909,  and  oil  on  February  1,  1910.  Later  it 
trilled  for  and  obtained  oil  and  gas  from  the  lands  involved  in  this 
noceeding.  On  November  20,  1917,  the  United  States  brought  suit 
igainst  the  Honolulu  Consolidated  Oil  Co.  in  the  District  Court  of 
he  United  States  for  the  Southern  District  of  California,  Northern 
Division,  to  quiet  title  to  certain  lands,  including  those  involved  in 
his  proceeding,  upon  which  the  Honolulu  Company  had  filed  mineral 
laims  and  from  which  large  amounts  of  oil  and  gas  were  being  pro- 
luced.  A  receiver  was  appointed  on  November  23,  1918,  and  con- 
inued  in  control  of  the  property  until  about  December  1,  1921,  dur- 
rig  which  period  he  accumulated  over  $5,500,000  from  the  sale  of 
11  and  gas  derived  therefrom.  In  September,  1920,  the  petitioner 
ntervened  in  that  action  and  prayed  that  a  decision  therein  be 
withheld  until  the  Supreme  Court  of  the  United  States  should  ren¬ 
ter  its  decision  in  the  case  of  State  of  Wyoming  &  Ridgely  v.  United 
dates  (Docket  No.  763),  then  pending  before  it  and  involving  quite 
imilar,  if  not  parallel,  facts.  Previously,  on  July  11,  1919,  the  peti- 
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tioner  and  the  State  of  California  had  applied  to  the  Secretary  oi 
the  Interior  to  reinstate  the  selections  canceled  by  him  under  his 
above  mentioned  order  of  February  27,  1913.  On  February  27,  1920 
the  Secretary  refused  to  reinstate  such  selections  and  on  that  date 
the  petitioner  brought  suit  in  the  Supreme  Court  of  the  District  of 
Columbia  to  compel  him  to  do  so.  This  action  in  the  Supreme  Court 
of  the  District  of  Columbia  also  was  held  in  abeyance  pending  the 
decision  of  the  United  States  Supreme  Court  in  the  case  of  State  of 
'Wyoming  &  Ridgely  v.  United  States.  That  decision  was  rendered 
on  March  28,  1921  (255  U.  S.  489;  65  L.  Ed.  742),  and  held,  in  effect, 
that  the  conditions  at  the  time  of  perfecting  lieu  selections  and  not 
the  conditions  at  the  time  the  Secretary  was  called  upon  to  approve 
the  selections,  determined  the  validity  of  and  the  right  to  the  selec¬ 
tions  made  by  the  State,  and  that  the  State’s  rights  under  such  selec¬ 
tions  were  to  be  determined  without  regard  to  any  withdrawal  sub¬ 
sequent  to  such  selections  so  perfected.  On  April  7,  1921,  Secretary 

of  the  Interior  Fall  wrote  to  Mr.  F.  W.  Clements,  attorney  for  the 

%/ 

petitioners,  as  follows : 

Mr.  F.  W.  Clements, 

Wilkins  Building ,  Washington,  D.  C. 

Dear  Mr.  Clements:  In  the  matter  of  California  and  Buena  Vista  Land  and 
Development  Co.  v.  The  Secretary,  Supreme  Court,  D.  C.  Eq.  37,626,  involving 
certain  State  lieu  selection  lists  heretofore  rejected  for  reasons  set  forth  in  State 
of  California  et  al.  (41  L.  D.  592),  and  in  which  injunction  is  sought  to  restrain 
cancellation  or  rejection  of  the  selections  as  well  as  disposition  of  the  lands  to 
other  parties,  you  are  advised  that  the  same  has  been  considered  in  connection 
with  the  recent  decision  of  the  Supreme  Court  in  Wyoming  et  al.  v.  United  States . 
commonly  known  as  the  Ridgely  case. 

I  am,  of  course,  convinced  that  the  action  of  the  Department  in  rejecting  the 
selections  on  the  ground  that  the  withdrawal  intervening  between  selection  and 
presentation  for  approval  bars  favorable  consideration  is  no  longer  tenable  under 
the  Ridgely  decision,  and  that  the  selections  must  now  be  considered  on  their 
merits. 

Consequently,  if  pursuant  to  the  usual  practice  in  these  matters  you  will  dis¬ 
continue  the  proceeding  in  the  court  and  so  notify  counsel  for  the  Department, 
the  selections  will  be  reinstated  and  readjudicated  without  unnecessary  delay 
in  the  light  of  the  Ridgely  decision.  This,  perhaps  I  need  not  add,  will  neces¬ 
sarily  suspend  consideration  of  or  action  on  any  pending  application  for  a  lease 
under  the  provisions  of  the  act  of  February  25,  1920. 

Respectfully, 


(Signed)  Albert  B.  Fall, 

Secretary. 


On  April  30,  1921,  the  Secretary  of  the  Interior  ordered  that  the 
selections  be  reinstated  and  that  the  hearing  be  held  before  the  Regis¬ 
ter  and  Receiver  of  the  United  States  Land  Office  at  Visalia,  Cali¬ 
fornia,  as  ordered  on  March  31, 1910.  In  his  order  appears  this  state¬ 
ment:  “The  issue  of  fact  being  the  character  of  land  as  known  or 


^895)  BUENA  VISTA  LAND  &  DEVELOPMENT  CO.  901 

believed  to  be  mineral  or  non-mineral  as  of  the  time  of  the  perfection 
)f  the  several  selections  therein.”  (Italics  ours.) 

On  June  28,  1921,  the  petitioner  entered  into  a  contract  with  the 
Honolulu  Consolidated  Oil  Co.,  whereby  petitioner  relinquished  its 
dght,  title  and  interest  in  and  to  the  lands  in  controversy  to  the  State 
>f  California,  and  that  State  in  turn  relinquished  to  the  United  States, 
n  consideration  of  the  transfer  to  the  petitioner  of  50,000  shares  of 
he  capital  stock  of  the  Honolulu  Consolidated  Oil  Co.,  with  the  pro¬ 
vision  that  50,000  additional  shares  would  be  transferred  if  the  Hono- 
ulu  Company  should  secure  patents  to  the  said  lands  or  25,000  acldi- 
ional  shares  if  the  Honolulu  Company  should  secure  leases  thereto. 
Hie  leases  were  obtained  and  consequently  the  entire  amount  received 
)y  the  petitioner  was  75,000  shares  of  the  Honolulu  Company  at  the 
narket  value  of  $5  per  share,  or  $375,000,  of  which  amount,  after  set- 
ling  with  various  interests,  petitioner  retained  in  its  own  right  stock 
alued  at  $180,000.  From  this  amount  there  were  expenses  stipu- 
ated  to  be  deductible  of  $5,740.57,  leaving  a  net  amount  of  $174,259.43. 
On  November  18,  1921,  in  a  lengthy  decision  (48  L.  D.  303)  Secre- 
ary  of  the  Interior  Fail  disposed  of  the  claims  of  the  Honolulu 
Consolidated  Oil  Co.  upon  its  request  that  the  Secretary  vacate  a 
ormer  order  dated  June  17,  1920,  denying  patents  to  the  said  com¬ 
pany.  The  decision  contained  the  following  important  statements : 

At  the  time  of  the  filing  of  this  petition,  there  were  three  claimants  to  the 
ands  above  described,  viz :  The  Buena  Vista  Land  and  Development  Company, 
he  United  States,  and  this  petitioner. 

The  Buena  Vista  Company  was  pressing  claims  here,  and  in  the  United  States 
)istrict  Court  for  the  Southern  District  of  California,  and  in  the  Supreme 
’ourt  of  the  District  of  Columbia,  based  on  certain  selections  of  the  lands  in 
uestion  made  by  the  state  of  California  in  October,  1906,  and  June  and  August, 
907,  under  sections  2275  and  2276,  Revised  Statutes,  and  the  act  of  February 
8,  1891  (26  Stats.  796),  and  in  each  of  the  three  forums  mentioned  was  assert- 
ag  that,  by  virtue  of  the  said  state  selections,  the  lands  in  question  belonged 
o  it  as  by  complete  equitable  title  and  had  ceased  to  be  public  lands  of  the 
'nited  States  as  early  as  September,  1909.  This  Department  had  held  against 
his  contention  February  27,  1913,  in  State  of  California  et  al.  /(41  L.  D.  592), 
i  a  ruling  to  the  effect  that  conditions  existing  at  the  time  when  the  Secretary 
f  the  Interior  was  called  upon  to  approve  the  selections  controlled  the  right 
o  the  selections  and  that  inasmuch  as  it  appeared  on  that  date  that  the  lands 
.*ere  mineral  in  character  (oil  having  been  discovered  thereon  and  the  lands 
aving  been  withdrawn  on  September  27,  1909,  and  December  13,  1912,)  for 
hat  reason  the  Secretary  had  no  authority  to  approve  the  selections.  This 
ecision  stood  until  March  28,  1921,  when  the  Supreme  Court  of  the  United 
tates  in  deciding  the  Ridgely  case  (State  of  Wyoming  et  al.  v.  United  States 
f  America,  255  U.  S.  489)  held  that  conditions  at  the  time  of  perfecting  lieu 
alections,  not  conditions  at  the  time  of  approval  determine  the  right  to  the 
alections,  and  that  the  state’s  rights  under  such  selections  are  to  be  determined 
rithout  regard  to  any  withdrawal  subsequent  to  such  perfected  selections, 
'hus  the  Buena  Vista  decision  of  February  27,  1913,  was  nullified,  and  that 
16133—28 - 8 
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company  immediately  became  entitled,  at  the  least,  to  have  its  claims  consid¬ 
ered  on  their  merits.  Accordingly,  on  April  30,  1921,  the  cases  embracing  these 
selections  were  remanded  to  the  local  land  officers  at  Visalia  with  instructions 
to  hold  a  hearing  on  the  question  of  the  character  of  the  land  as  known  or 
believed  to  be  mineral  or  non-mineral  as  of  the  time  of  the  perfecting  of  the 
several  selections.  But,  relying  upon  the  authority  of  the  Ridgely  case,  and 
upon  its  suit  then  pending  against  the  Secretary  of  the  Interior  and  the  Com¬ 
missioner  of  the  General  Land  Office  in  the  Supreme  Court  of  the  District  of 
Columbia  (In  Equity,  No.  37,620),  the  Buena  Vista  Company,  through  its 
attorneys,  effectually  blocked  the  Visalia  hearing  until  such  time  as  a  court 
decision  could  be  had  determining  the  jurisdiction  of  this  Department  under 
the  Ridgely  case.  (Italics  are  the  Secretary’s.) 

After  a  review  of  the  history  of  the  Honolulu  Company’s  efforts 
to  acquire  title  to  the  lands  and  of  the  status  of  its  case  in  the  United 
States  Court  for  the  Southern  District  of  California  prior  to  its 
settlement  agreement  with  the  petitioner,  the  Secretary  concluded  as 
follows : 

Such,  in  brief,  and  with  one  exception  to  be  presently  noticed,  is  the  history 
of  this  case  prior  to  the  date  of  the  filing  of  the  instant  petition,  and  such  also 
was  substantially  the  posture  of  it  on  June  15  and  16,  when  the  petition  was 
argued  and  submitted.  Recently,  however,  the  Honolulu  Company  procured 
from  the  State  of  California  and  the  Buena  Vista  Company  waivers  of  their 
claims  to  all  the  lands  involved  herein,  thus  clearing  the  records  in  this 
Department  and  in  the  California  and  District  of  Columbia  courts  of  litigation 
that  threatened  to  be  not  only  protracted  but  serious,  and  which,  if  the  Buena 
Vista  Company  had  prevailed  in  this  Department  on  the  facts  or  had  brought 
itself  within  the  decision  of  the  Ridgely  case  in  either  the  California  or  Dis¬ 
trict  of  Columbia  Court,  would  not  only  have  resulted  in  depriving  the  Honolulu 
Company  of  its  claims,  but,  as  well,  in  conclusively  divesting  the  United  States 
of  all  its  right,  title  and  interest  in  and  to  the  lands  in  question  and  in  and 
to  the  oil  and  gas  therein.  But  these  dangers  and  delays  having  been  averted 
and  obviated  by  the  procuring  of  the  waivers  aforesaid,  the  main  case  upon 
the  petition  of  the  Honolulu  Company  may  now  be  considered  and  decided. 

OPINION. 

Van  Fossan:  On  June  28,  1921,  petitioner,  in  consideration  of 
the  transfer  to  it  by  Honolulu  Consolidated  Oil  Co.  of  75,000  shares 
of  its  capital  stock  of  a  then  fair  market  value  of  $375,000,  relin¬ 
quished  to  the  State  of  California  its  “  right,  title  and  interest,  if 
any,”  to  certain  oil-bearing  lands  located  in  that  State.  Petitioner’s 
ultimate  share  in  this  sum  was  $180,000.  The  respondent  taxed  this 
entire  sum  as  income.  Petitioner  contends  that  its  “  right,  title  and 
interest,  if  any,"  was  worth  at  least  as  much  on  March  1,  1913,  as 
at  the  date  of  relinquishment,  and  that  accordingly,  there  was  no 
gain. 

The  problem  thus  confronting  us  is  the  fair  market  value  as  of 
March  1,  1913,  of  whatever  right,  title  and  interest,  if  any,  petitioner 
had  on  said  date.  We  do  not  conceive  it  necessary  in  solving  this 
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jroblem  to  determine  the  precise  character  and  legal  attributes  of  this 
nterest.  The  claim  or  right  that  was  relinquished  in  1921  was  not 
lefined  or  described  other  than  in  the  most  general  terms  it  was 
)0ssible  to  employ.  It  was  not  then  asserted  unequivocally  that 
he  petitioner  had  any  real  right,  title  or  interest.  The  words 
■  if  any  55  were  used  to  obviate  the  necessity  of  such  assertion.  Nor 
lo  we  deem  it  necessary  to  determine  the  motives  that  led  the  Hono- 
ulu  Consolidated  Oil  Co.  to  pay  $375,000  for  the  relinquishment  of 
>etitioner’s  claims.  Whether  this  payment  represented  merely  the 
misance  value  of  the  claims  or  evidenced  a  belief  that  they  were 
cquiring  some  tangible  interest  is  not  considered  germane  to  this 
ecision.  The  evidence  does  not  establish  the  actuating  reasons  and 
o  speculate  is  idle.  Whatever  it  was  that  was  relinquished  was 
eemed  by  the  parties  then  to  be  worth  $375,000.  Was  it  worth  the 
ame,  or  more,  or  less  on  March  1,  1913  ? 

On  February  27,  1913  (two  days  before  the  basic  valuation  date),, 
he  Secretary  of  the  Interior  rendered  a  decision  bearing  directly 
n  the  rights  of  petitioner.  In  this  decision  the  Secretary,  after  a 
all  review  of  the  petitioner’s  attempt  to  perfect  the  selections  in 
uestion  and  the  pertinent  facts  and  court  decisions,  held : 

The  Department  is  accordingly  of  opinion  that  the  school  indemnity  selections 
ere  involved  are  subject  to  rejection  unless  the  lands  covered  thereby  are 
lecifically  shown  to  be  nonmineral  in  character. 

The  Buena  Vista  Company’s  contention  that  the  Commissioner’s  letter  of 
ane  1,  1907,  returning  certain  State  indemnity  school  land  lists  “  for  allow- 
ace,”  constituted  an  approval  of  such  selections  is  without  merit.  This  con¬ 
ation  is  inconsistent  with  the  present  plea  of  the  selectors  for  an  immediate 
?aring  with  respect  to  these  lands. 

******* 

In  view  of  all  the  circumstances  and  by  reason  of  the  later  executive  with- 
awals,  the  Department  is  of  opinion  that  the  orders  for  hearing  issued  in 
arch,  1910,  should  not  be  revived  or  further  pursued  in  regard  to  these  prof- 
■red  selections.  Moreover,  since  the  President  has,  on  account  of  their  mineral 
laracter,  withdrawn  these  lands  from  disposition,  it  is  evident  that  the  Secre- 
iry  has  no  authority  to  approve  the  selections  and  they  must  therefore  be  re¬ 
efed.  If  the  withdrawal  shall  be  canceled  the  State  may  apply  anew  for  the 
nds  if  it  is  so  advised.  However,  counsel  seem  to  admit  that  the  lands  are 
fact  mineral. 

The  State  selections  involved  will  be  canceled.  This  is  without  prejudice  to 
ie  right  in  the  State  to  submit  such  showing  as  to  nonmineral  character  of 
te  lands  involved  as  a  fact,  as  may  warrant  further  investigation  to  the  end 
tat  the  existing  classification  may  be  set  aside  and  recommendation,  based 
tereon,  made  to  the  President  to  relieve  the  lands  from  the  existing  with- 
awal. 

Such  was  the  situation  facing  petitioner  on  March  1,  1913.  The 
scision  in  Wyoming  cmd  Ridgely  v.  United  States ,  255  U.  S.  489, 
■ndered  in  1921  could  not  then  be  anticipated.  There  was  scant 
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basis  for  hope  that  the  Secretary  of  the  Interior,  whose  approval  wa 
necessary  to  perfect  title  to  the  selections,  would  reverse  himself  am 
reinstate  the  claims  so  disallowed.  Indeed,  on  the  basic  date  it  woul( 
seem  that  petitioner’s  affairs  were  at  extreme  low  tide.  The  chanc< 
of  success,  tested  by  all  reasonable  measures,  had  been  reduced  to  i 
point  where  it  appeared  to  be  little  if  anything  more  than  a  gamble 
against  very  heavy  odds. 

This  is  not  to  say  that  in  law  petitioner’s  claims  were  any  less  valic 
than  in  1921.  But  that  is  not  the  test  of  fair  market  value.  Market 
value  and  intrinsic  value  may  or  may  not  coincide.  Many  of  the 
factors  that  affect  market  value  may  have  little  relation  to  intrinsic 
value.  In  forming  a  judgment  of  the  1913  market  value  we  must 
limit  our  consideration  to  those  facts  then  known  or  reasonably  tc 
be  predicted.  Subsequent  facts  are  useful  as  confirmatory  of  the 
reasonableness  of  judgments  previously  formed  but  should  not  be 
used  in  making  an  original  determination. 

Turning  to  1921  we  find  a  very  different  picture.  The  Supreme 
Court  in  the  Ridgely  case  had  held  the  Secretary  to  be  in  error ;  that 
the  mineral  or  nonmineral  character  of  the  lands  was  to  be  deter¬ 
mined  as  of  the  dates  of  the  making  of  the  selections,  not  the  date  of 
their  approval ;  and  that  a  State’s  rights  are  to  be  determined  without 
regard  to  any  subsequent  withdrawals.  Furthermore,  the  Secre- 
tarv  of  the  Interior  had  written  a  letter  bowing  to  the  mandate  of 
the  Supreme  Court  and  offering,  on  condition  of  discontinuance  by 
petitioner  of  a  court  action  for  injunction,  to  reinstate  the  selections 
and  readjudicate  the  same  in  the  light  of  the  Ridgely  case.  On  April 
30,  1921,  by  order  of  the  Secretary  the  selections  were  reinstated. 
Though  petitioner  complains  that  in  the  order  for  hearing  the  Secre¬ 
tary  laid  down  an  impossible  proposition,  namely,  that  petitioner 
must  show  that  at  the  time  of  the  selections  that  the  lands  were  not 
known  or  believed  to  be  mineral  in  character,  we  can  not  escape  the 
conviction  that  petitioner’s  chances  of  success  in  perfection  of  it> 
selections  would  have  appealed  much  more  strongly  to  the  average 
man  on  this  date  than  on  March  1,  1913.  Nor  do  we  believe  it  a  fair 
assumption  that  in  meeting  the  test  so  laid  down  it  would  have  been 
impossible  to  have  obtained  honest  opinions  and  judgments  of 
qualified  experts,  a  point  on  which  petitioner  places  great  stress. 

It  was  under  these  conditions  that  the  sale  in  1921  was  made.; 
Though  petitioner  contends  that  the  price  received  was  unfairly 
depressed  by  the  “  artificial  test”  imposed  on  petitioner  by  the 
Secretary,  the  record  does  not  establish  this  contention  as  a  fact  and 
the  sale  for  $375,000  furnishes  us  with  our  best  measure  of  the  fair 
market  value  in  1921.  The  strong  logic  of  facts  and  surrounding 
circumstances  demonstrates  conclusively  that  the  market  value  was 
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nuch  less  in  1913.  The  Secretary’s  decision  of  February  27,  1913, 
trust  inevitably  have  depressed  the  market  value  at  that  date,  while 
he  decision  in  the  Ridgely  case  and  the  subsequent  reinstatement 
»f  the  claims,  however  circumscribed,  must  have  stimulated  interest 
nd  increased  their  attractiveness  to  possible  purchasers  in  1921. 

For  these  and  other  reasons  appearing  in  the  testimony  itself 
can  give  little  weight  to  the  opinion  of  petitioner’s  witness,  who 
>laced  a  value  of  $450,000  on  the  claims  as  of  March  1,  1913.  This 
witness,  failing  to  qualify  as  an  expert,  was  permitted  to  express 
[is  opinion  as  an  officer  and  stockholder  of  petitioner,  but  the  facts 
nd  circumstances  on  the  respective  dates  are  so  strongly  to  the  con- 
rary  that  they  overcome  any  advantage  that  might  accrue  to  peti- 
ioner  from  this  expression  of  opinion.  If  $375,000  represented 
he  market  value  of  petitioner’s  right,  title  and  interest,  if  any,  in 
921,  and  we  have  no  evidence  to  the  contrary,  then  their  market 
alue  in  1913  must  have  been  much  less. 

This  brings  us  to  the  crux  of  the  matter.  The  record  is  insufficient 
)  enable  us  to  determine  with  any  assurance  of  correctness  the  fair 
larket  value  of  petitioner’s  claims  on  March  1,  1913.  The  logic  of 
ict  and  circumstance  forbids  us  to  adopt  the  value  suggested  by  peti- 
oner’s  wdtness.  By  the  same  process  of  reasoning  we  are  convinced 
lat  the  value  in  1913  was  much  less  than  in  1921.  The  evidence  is 
lsufficient  to  indicate  the  amount  of  this  lesser  value.  We  can  not 
peculate;  our  conclusion  must  be  based  on  facts  to  be  found  in  the 
icord.  Where  the  record  fails  to  furnish  the  facts  from  which 
e  can  construct  a  judgment  as  to  the  value  we  have  no  alternative 
at  to  hold  that  petitioner  has  failed  in  proof  of  his  case.  He  has 
ot  proved  the  respondent  to  be  in  error. 

Judgment  will  be  entered  under  Rule  50. 


.  H.  Reinholdt  &  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13392.  Promulgated  October  10,  1928. 

Proof  held  insufficient  to  overcome  the  presumption  that  the  Com¬ 
missioner’s  disallowance  of  certain  deductions  representing  debts 
alleged  to  have  been  ascertained  as  worthless  and  charged  off  in  the 
taxable  year  was  correct. 

Harry  C.  Reinholdt ,  for  the  petitioner. 

L.  A.  Luce ,  Esq.,  for  the  respondent. 

The  respondent  asserts  a  deficiency  in  income  and  profits  tax  for 
ie  year  1920  in  the  amount  of  $3,100.60.  At  the  hearing  it  was 
iveed  by  the  parties  that  all  the  issues  except  a  claim  for  the  deduc- 
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tion  of  the  amount  of  $3,924.16,  alleged  to  represent  debts  ascer 
tained  to  be  worthless  and  charged  off  in  the  taxable  year,  had  beei 
settled  and  that  the  tax  in  controversy  is  $2,527.79. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Iowa  corporation  with  its  principal  office  a 
Manning,  where  it  is  engaged  in  the  retail  hardware  business. 

In  the  taxable  year  the  petitioner  kept  no  books  of  account  reflect 
ing  its  true  income  and  tax  liability.  Upon  audit  of  its  income  ant 
profits-tax  return  for  such  year  the  Commissioner  determined  tax 
able  income  and  tax  liability  by  an  analysis  of  surplus  at  the  begin 
ning  and  end  of  such  year. 

At  the  end  of  the  taxable  year  the  petitioner  owned  book  account 
and  notes  against  its  customers  representing  goods  sold  during  mam 
years  prior  thereto,  in  the  amount  of  $3,924.16.  Such  debts  were  not 
deducted  from  its  gross  income  for  the  taxable  year  in  its  income  am 
profits-tax  return  for  such  year  and  were  to  some  extent  carried  for 
ward  on  its  books  as  assets  for  the  succeeding  year. 

I  he  accounts  and  notes  that  were  considered  worthless  were  market 
with  a  **  D  and  when  new  books  were  opened,  except  in  a  ven 
small  number  of  instances,  were  not  carried  forward. 

The  petitioner’s  debtors  for  the  most  part  were  farmers,  farn 
laborers  and  the  tenants  of  farms.  Prior  to  the  taxable  year  mam 
had  moved  away,  some  had  died,  others  had  become  insolvent.  Norn 
of  the  notes  or  accounts  were  given  to  any  attorney  for  collection  and 
no  suits  to  secure  payment  were  instituted.  Petitioner’s  officers  tried 
to  collect  the  accounts  and  notes  b}7  personal  interviews  and  by  corre¬ 
spondence,  but  received  nothing.  The  17  notes  involved  total  the 
amount  of  $1,552.69,  and  in  amount  range  from  $26  to  $260;  the  107 
accounts  receivable  total  $1,741.47,  and  range  in  amount  from  41 

cents  to  $131.95.  In  some  instances  the  debts  in  question  date  back  as 
far  as  1909. 

OPINION. 

Lansdon  :  1  he  petitioner  seeks  to  deduct  notes  and  accounts  receiv¬ 
able  in  the  amount  of  $3,294.16  from  its  gross  income  in  the  taxable 
year  as  debts  ascertained  to  be  worthless  and  charged  off  in  such  vear. 
From  the  evidence  we  are  left  in  much  doubt  as  to  whether  all  the 
debts  were  ascertained  to  be  worthless  in  the  taxable  year,  whether 
any  of  such  notes  and  accounts  were  actually  charged  off  in  said  year, 
and  whether  all  reasonable  and  usual  methods  had  been  exhausted 
in  attempts  to  collect  from  the  several  debtors.  From  the  meager 
record  we  are  unable  to  sa}7  that  the  petitioner  has  overcome  the  pre¬ 
sumption  that  the  determination  of  the  Commissioner  as  to  the 
alleged  bad  debts  was  correct. 

Decision  will  be  entered  for  the  respondent. 
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^namosa  Farmers  Creamery  Co.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  29352.  Promulgated  October  10,  1928. 

Patronage  dividends  due  members  of  a  cooperative  business 
association  held  to  be  a  part  of  the  cost  of  goods  sold. 

Robert  Cohn ,  C .  P.  A.,  for  the  petitioner. 

Arthur  H.  Murray ,  Esq .,  for  the  respondent. 

The  respondent  asserts  a  deficiency  in  income  tax  for  the  year 
925  in  the  amount  of  $414.45.  The  only  issue  is  whether  a  certain 
mount  received  by  the  petitioner  from  sales  of  butter  fat  is  taxable 
s  income  to  it,  or  under  its  by-laws  is  a  liability  to  its  patrons. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Iowa  corporation  with  its  principal  office  at 
inamosa,  where  it  is  engaged  in  the  operation  of  a  creamery  and  to 
ome  extent  in  the  sale  of  coal,  flour  and  feed  to  its  stockholders  and 
thers. 

The  by-laws  of  the  petitioner,  so  far  as  they  are  pertinent  to  the 
>sue  here,  are  as  follows: 

6.  A  sinking  fund  shall  be  provided  by  taking  from  each  pound  of  butter 
it,  such  amount  as  the  Board  of  Directors  may  determine  ;  such  sinking  fund 
)  be  used  only  for  paying  insurance  and  taxes,  buying  new  machinery,  and 
>r  erecting  new  buildings;  also,  for  advancing  money  on  supplies,  and  for 
aying  interest  and  dividends  on  stock.  Provided,  however,  that  such  sinking 
md  may  be  entirely  discontinued  for  a  time  if  the  Board  of  Directors  shall 
ecide  this  to  be  for  the  best  interest  of  the  Company. 

7.  All  milk  and  cream  to  be  sound,  fresh  and  unadulterated,  and  patrons  of 
le  Company  not  stockholders  may  furnish  amounts  of  milk  or  cream  as  they 
ave.  The  Company  shall  purchase  (?)  and  sell  such  milk  or  cream,  manufac- 
ire  the  same  into  butter,  cheese  or  ice  cream,  and  receive  all  money  from  the 
roducts,  and  from  money  so  received  deduct  such  a  percentage  thereof  as  shall 
ave  been  agreed  upon  by  the  Company,  in  the  by-laws  or  otherwise,  and  deduct 
le  running  expenses  of  the  Creamery,  the  remainder  thereof  to  be  distributed 
mong  the  stockholders  and  patrons  proportionately  to  the  amount  of  whole  milk 
r  fat  furnished  by  each. 

*****$* 

1G.  Each  stockholder  shall  have  one  vote  only,  at  all  meetings  of  the  Com- 
any  regardless  of  the  number  of  shares  of  stock  he  may  own. 

17.  No  stockholder  shall  own  to  exceed  three  shares  of  stock  in  this  Company. 

******* 

20.  When  the  face  value  of  the  Capital  Stock  shall  have  been  paid  back,  no 
irther  interest  or  dividends  shall  be  paid  to  the  stockholders.  Necessary 
nking  funds  will  be  provided  for  but  no  profits  will  be  allowed  to  accumulate 
ad  all  the  balance  left  after  purchases,  expenses  and  sinking  funds  have  been 
rovided  for,  shall  be  paid  over  to  patrons  for  butterfat. 
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In  February,  1925,  the  by-laws  of  the  petitioner  were  amended  b 
the  addition  thereto  of  the  following : 

When  the  face  value  of  the  Capital  Stock  shall  have  been  paid  back,  n 
further  interest  or  dividends  shall  be  paid  to  the  stockholders.  Necessary  sinl 
ing  funds  shall  be  provided  but  no  profits  will  be  allowed  to  accumulate  an 
all  balance  left  after  purchases,  expenses  and  sinking  funds  have  been  provide* 
for  shall  be  paid  over  to  the  patrons  for  butterfat. 

At  December  31,  1925,  the  books  of  the  petitioner  disclosed  a  ne 
operating  income  in  the  amount  of  $4,784.13,  which  was  prorated  t< 
patrons  from  whom  it  had  purchased  cream,  credited  to  each  patrol 
in  proportion  to  his  deliveries  of  cream  and  the  amounts  so  creditet 
accrued  as  liabilities  of  that  date.  The  petitioner  kept  its  account: 
and  made  its  income-tax  returns  on  the  accrual  basis. 

The  petitioner  did  not  include  the  amount  of  $4,784.13  in  its  grosj 
income  on  its  income-tax  return  for  the  taxable  year.  Upon  audit  oi 
such  return  the  Commissioner  added  $4,784.13  to  the  income  of  the 
petitioner  and  asserted  the  deficiency  in  controversy. 

OPINION. 

Lansdon  :  The  petitioner  is  what  is  generally  known  as  a  share 
capital  cooperative  association.  From  the  evidence  we  conclude  that 
the  situation  here  is  on  all  fours  with  that  which  we  have  previously 
considered  in  proceedings  involving  the  taxability  of  the  receipts  of 
cooperative  business  organizations.  After  the  payment  of  operating 
expenses  and  of  an  8  per  cent  dividend  on  outstanding  stock,  in  con¬ 
formity  with  its  by-laws,  it  credited  the  remainder  of  its  receipts  for 
the  taxable  year  to  its  patrons  in  proportion  to  their  deliveries  of 
butter  fat. 

This  procedure  was  in  recognition  of  a  liability  created  by  the  by¬ 
laws  which  are  a  contract  between  such  a  corporation  and  its  patrons. 
In  this  situation  neither  the  basis  of  accounting  nor  the  fact  that  no 
cash  was  paid  to  the  patrons  in  the  taxable  year  is  material.  At  De¬ 
cember  31,  1925,  the  amount  of  $4,784.13  was  a  liability  of  the  peti¬ 
tioner  as  additional  cost  of  butter  fat  purchased  from  its  patrons  and 
should  not  be  included  in  its  taxable  income  for  such  year.  Trego 
County  Cooperative  Association ,  6  B.  T.  A.  1275;  Home  Builders 
Shipping  Association ,  8  B.  T.  A.  903. 

Decision  will  he  entered  for  the  petitioner. 


FLEXIBLE  FILE  CO.  909 

Flexible  File  Co.,  Petitioner,  u.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13829.  Promulgated  October  10,  1928. 

1.  Machines  acquired  for  use  in  the  petitioner’s  business  which 
had  never  been  used  but  were  capable  of  use,  became  surplus  equip¬ 
ment  in  1920  because  the  business  did  not  require  their  use.  They 
were  stored  away  and  preserved.  Some  efforts  to  sell  them  were 
unsuccessful.  Held  that  the  petitioner  is  not  entitled  to  a  loss 
deduction  on  account  thereof. 

2.  Held,  on  the  evidence,  that  petitioner  is  entitled  to  a  deduc¬ 
tion  as  a  loss  on  account  of  the  worthlessness  of  a  machine  in  1920. 

Herbert  W.  Nauts ,  Esq.,  for  the  petitioner. 

Paul  L.  Payton ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  in- 
•ome  and  profits  taxes  for  the  year  1920  in  the  amount  of  $3,542.81 

The  errors  alleged  are:  (1)  That  the  respondent  disallowed  a  de¬ 
letion  taken  by  the  petitioner  on  account  of  supplies  and  equipment 
ost  in  a  flood.  On  this  allegation  of  error  no  evidence  was  offered 
md  the  issue  was  withdrawn.  (2)  That  the  respondent  erred  in  dis- 
illowing  a  deduction  taken  by  the  petitioner  for  depreciation  and  loss 
)f  buildings,  machinery  and  equipment.  (3)  That  the  respondent 
erroneously  increased  petitioner’s  income  by  the  amount  of  $312.31. 
A)  That  the  respondent  erred  in  disallowing  a  deduction  on  account 
)f  worthless  debts.  The  latter  issue  was  withdrawn  and  no  evidence 
vas  offered  in  support  thereof.  On  account  of  the  withdrawal  of 
he  two  issues,  this  leaves  the  second  and  third  issues  for  decision. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Ohio  corporation,  with  its  office  and  factory  at 
’Temont.  It  is  engaged  in  the  manufacture  of  flexible  files  and 
ther  manicure  instruments. 

The  making  of  manicure  files  constituted  about  75  per  cent  of  the 
•etitioner’s  business  in  1919  and  1920.  Prior  to  1920  it  was  operat- 
lg  18  patented  Rishop  file-cutting  machines.  In  1920  the  petitioner 
urchased  18  additional  Bishop  machines  with  which  to  fill  certain 
rders  which  it  had  received  and  which  its  existing  machines  were 
isufficient  to  produce.  The  new  machines  had  been  ordered  in  1919 
ut  were  not  delivered  in  time  to  fill  the  orders  for  which  they  had 
een  purchased,  and  which  for  that  reason  were  canceled. 

The  new  machines  were  set  up  and  with  one  exception  were  all 
perated  in  1920.  In  October,  1920,  because  of  the  cancellation  of 
le  orders  referred  to,  the  new  machines  were  dismantled,  discon- 
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nected  from  the  floor,  belts  and  cutting  tools  removed  and  the  im 
chines  piled  up  in  a  corner  of  the  factory  where  they  have  remaine 
ever  since.  They  w^ere  given  a  coating  of  oil  when  taken  down  bi 
have  not  been  touched  since. 

When  the  machines  were  taken  down  the  officers  of  the  petition® 
determined  that  they  would  have  no  further  use  for  them  and  durin 
that  year  attempted  to  sell  the  machines  through  the  manufacture 
and  also  through  a  second-hand  machinery  dealer  in  Fremont,  bi 
were  unsuccessful  even  in  obtaining  any  offer  except  a  junk  pric 
offer.  I 

The  machines  were  not  sold  as  junk  in  1920  because  the  price  the 
would  bring  as  junk  was  insufficient  to  justify  the  trouble  and  expens! 
necessary  to  move  them  from  where  they  were  stored.  The  1 
machines  cost  the  petitioner  $6,630.  As  scrap  they  were  worth  no 
in  excess  of  $30  in  1920. 

The  petitioner  purchased  in  June,  1919,  an  Eaton  electric  temper 
ing  oven  which  it  was  compelled  to  discard  in  1920  because  of  it 
failure  to  operate.  The  petitioner  attempted  to  repair  it  so  that  i 
would  operate  satisfactorily,  but  the  attempt  was  not  successful.  Th 
oven  was  discarded  as  worthless  in  1920  and  an  oil-tempering  ove 
installed  to  replace  it.  The  oven  cost  $800.  This  oven  was  wort' 
as  scrap  not  in  excess  of  $3. 

The  petitioner  incurred  and  paid  as  expenses  for  repairs  durin; 
1920  the  amount  of  $312.21.  This  amount  was  erroneouslv  chargei 

%j  o 

to  capital  account  instead  of  an  expense  account. 

opinion. 

Trammell:  The  petitioner  contends  that  it  is  entitled  to  a  deduc 
tion  as  a  loss  in  1920  on  account  of  the  fact  that  it  ascertained  durin; 
that  year  that  it  had  no  further  use  for  the  machines  and  stored  then: 
It  is  claimed  that  the  petitioner  is  entitled  to  a  deduction  as  a  los 
simply  upon  the  ground  that  there  was  no  market  for  the  surplu 
machinery.  The  petitioner,  however,  could  have  substituted  any  o 
these  machines  for  any  machine  which  was  in  operation.  They  wen 
not  obsolete  but  were  as  modern  and  as  capable  of  use  as  any  raa 
chines  for  the  purpose.  They  were  simply  surplus  equipment.  W< 
are  not  satisfied  from  the  evidence  that  these  machines  were  abon 
doned.  They  were  removed,  oiled,  and  stored  away.  They  wen 
pr  eserved  as  working  machines  instead  of  being  abandoned  or  treate< 
as  scrap  or  junk  material.  They  were  the  same  kind  of  machine 
which  not  only  the  petitioner  but  other  manufacturers  in  the  samt 
line  of  business  were  using.  In  our  opinion  these  facts  are  not  suf 
ficient  to  entitle  the  petitioner  to  the  loss  claimed. 
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With  respect  to  the  oven,  the  evidence  is  that  the  oven  was  dis¬ 
carded  during  the  taxable  year  because  it  could  not  be  satisfactorily 
operated.  The  oven  cost  $800.  The  investment  made  in  the  oven 
jecame  lost  to  the  petitioner  during  the  taxable  year.  Its  worthless- 
less  had  been  demonstrated.  It  had  no  value  as  a  machine,  leaving 
ts  only  value  as  its  scrap  value,  which  value  did  not  exceed  $3.  This 
case  is  governed  in  principle  by  the  case  of  the  Wheeling  File  Co.  v. 
Commissioner,  25  Fed.  (2d)  455.  In  fact,  the  situation  here  presents 
i  much  stronger  case  than  was  presented  in  that  case. 

The  petitioner  is,  therefore,  entitled  to  the  loss  claimed  with  respect 
o  the  oven. 

The  amount  of  $312.21  which  was  added  to  income  by  the  peti- 
ioner  was  in  fact  amounts  expended  by  the  petitioner  for  repairs  and 
he  petitioner  is  entitled  to  a  deduction  with  respect  thereto. 

Judgment  will  he  entered  under  Rule  50. 


h  F.  Heublein,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  No.  13125.  Promulgated  October  10,  1928. 


The  value  of  real  estate  as  of  March  1,  1913,  determined. 

Benedict  ]\I.  Holden,  Esg .,  and  T .  J.  R  ini  ling  h  nrih ,  Esg .,  for  the 

etitioner. 

J.  E.  Mar  shall,  Esg.,  and  Ma^ccHee  Parr  shall,  Esg.,  for  the 

espondent.  j r 

T 

¥ 

This  is  a  proceeding  fp,v  the  redetermination  of  a  deficiency  in 
icome  and  profits  taxes,  for  the  year  1920  in  the  amount  of  $3,214.31. 
The  only  question  /involved  is  the  March  1,  1913,  value  of  real 
state  which  was  .sold  in  1920. 


j 


FINDINGS  OF  FACT. 


The  petitioner  is  a  Connecticut  corporation  with  its  principal 
9ice  at  Hartf/ord.  Prior  to  1913  the  petitioner  acquired  property 
nown  as  the  Heublein  Hotel  in  Hartford.  In  1920  the  petitioner  sold 
lis  property/  for  $180,000.  The  petitioner,  in  its  return,  reported 
le  March  I?  1913,  value  of  its  property  at  $175,000.  The  respond- 

lt  reduce/d  this  value  to  $143,333.33.  The  March  1,  1913,  value  was 

L75,00(j. 


'  OPINION. 

> 

Trammell  :  The  only  question  involved  in  this  case  is  what  was 
ie  March  1,  1913,  value  of  the  property  which  was  sold  in  1920  for 
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$180,000.  From  all  the  testimony  introduced  we  are  convinced  th 
the  March  1,  1913,  value  was  at  least  $175,000  as  claimed  by  the  pe 
tioner.  There  was  no  other  controversy  in  the  case. 

Judgment  will  be  entered  under  Rule  L 


Kanawha  City  Co.,  Petitioner,  v.  Commissioner  of  Intern, 

Revenue,  Respondent. 

Docket  No.  14630.  Promulgated  October  10,  1928. 

1.  Action  of  the  respondent  in  reducing  petitioner’s  invested 
capital  for  1921  on  account  of  prior  year  taxes  approved. 

2.  Actual  cash  value  of  property  on  date  acquired  in  exchange 
for  petitioner’s  entire  capital  stock  determined. 

3.  Petitioner  is  entitled  to  include  in  invested  capital  for  1920 
and  1921  the  excess  of  the  actual  cash  value  of  property  acquired 
in  exchange  for  its  capital  stock  over  the  par  value  of  capital 
stock  issued  therefor. 

4.  Basis  for  computing  gain  from  the  sale  in  1920  and  1921  of 
property  acquired  for  stock  determined. 

Edgar  J .  Goodrich ,  Esq.,  for  the  petitioner. 

L.  C .  Mitchell ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  i 
income  tax*  vfif  $131.71  for  1920  and  of  income  and  profits  taxes  c 
$10,262.03  for  1921.  The  matters  involved  in  this  proceeding  are  th 
value  on  July  2,  1914,  of  certain  property  acquired  by  the  petitions 
on  that  date  in  exchange  for  its  entire  capital  stock  and  the  correci 
ness  of  the  respondent’s  action  in  reducing  the  petitioner’s  investe 
capital  for  1921  on  account  of  taxes  for  p>rior  years. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  on  April  4,  1D14.  On  July  2.  191- 
it  acquired  in  exchange  for  its  entire  capital  stocjk  of  the  par  valu 
of  $300,000  a  large  tract  of  bottom  land  subdivided  into  building  lot 
and  a  large  acreage  of  hill  land  in  Kanawha  City,t  W.  Va.,  locate* 
just  across  the  Kanawha  River  from  the  eastern  portion  of  the  Cit 
of  Charleston,  W.  Va.  rr 

The  subdivided  bottom  land  acquired  by  the  petitioner  consiste* 
of  about  2,880  building  lots  having  frontages  varying  f  rom  25  to  5' 
feet,  and  depths  of  120  and  150  feet.  The  hill  lands  adjoined  th 
bottom  lands  and  consisted  of  four  tracts  containing  a  totaJ  of  2.64 
acres  divided  into  what  was  designated  as  the  following : 


Acres 

Front  Hill _  573; 

Middle  Hill _  1,327- 

Lot  C -  397f.  7 

Lot  E -  341$.  3 
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The  lands  acquired  b}7  the  petitioner  extended  over  an  area  about 
ty2  miles  long  and  about  the  same  distance  in  width.  The  bottom 
and  was  approximately  2  miles  in  length  and  three-fourths  of  a 
nile  in  width.  The  hill  lands,  including  Lots  C  and  E,  in  addition  to 
heir  surface  value  for  residential  and  other  purposes  were  also  valu¬ 
able  for  the  workable  quantities  of  coal,  oil  and  gas  contained  in 
hem  as  well  as  for  the  timber  that  was  on  them. 

The  petitioner's  bottom  land,  because  of  its  comparatively  level 
urface  and  proximity  to  the  City  of  Charleston,  made  the  peti- 
ioner’s  property  the  most  desirable  of  the  lands  available  for  sub¬ 
division  purposes  about  the  City  of  Charleston. 

In  1890  the  greater  part  of  the  lands  acquired  by  the  petitioner  on 
uly  2,  1914,  were  purchased  by  a  Kanawha  City  Co.  (not  the  peti- 
ioner  in  this  proceeding)  for  $400,000.  The  old  Kanawha  City  Co. 
ad  the  lands  surveyed  and  platted,  spending  about  $150,000  in  this 
rork  and  in  grading  streets,  laying  sewers  and  making  other  im- 
rovements,  which  brought  the  total  investment  in  the  properties  to 
lore  than  $500,000.  The  plan  of  the  Kanawha  City  subdivision 
xlay  is  about  the  same  as  it  was  when  originally  laid  out  in  1890. 
In  1890  and  1891,  when  the  City  of  Charleston  had  a  population 
f  about  6,000,  some  of  the  building  lots  were  sold  by  the  old  com- 
any  at  prices  ranging  from  $15  to  $20  per  front  foot.  The  first 
[anawha  City  Co.  was  not  very  successful.  With  one  exception,  all 
f  the  organizers  of  the  company  soon  died.  Its  affairs  were  neg¬ 
ated  and  it  suffered  reverses  during  a  business  depression  in  the 
.anawha  Valley  which  began  about  1893  and  lasted  for  several  years 
lereafter.  About  1897  the  company’s  properties  were  sold  under 
ireclosure  proceedings  and  the  company  was  dissolved.  The  sur¬ 
ging  organizer  of  the  old  company,  together  with  others  whom  he 
ad  interested  in  the  property,  purchased  the  property  and  held  it 
atil  1914,  when  it  was  deeded  to  the  petitioner. 

About  1910  business  conditions  in  the  Kanawha  Valley  began  to 
aprove  and  by  1914  had  reached  a  prosperous  state.  The  population 
P  the  City  of  Charleston  in  July,  1914,  was  approximately  35,000. 
At  the  time  the  petitioner  acquired  the  above-mentioned  properties 
a  attempt  was  made  to  ascertain  their  actual  cash  value  or  to  fix 
ich  value  for  the  purpose  of  the  exchange,  nor  was  it  intended 
lat  the  capitalization  of  the  petitioner  should  be  an  indication  of 
ich  value.  The  petitioner  was  and  is  a  close  corporation.  Its 
ock  was  issued  to  the  transferors  of  the  property  in  proporation 
1  their  respective  interests  therein  and  as  no  stock  was  sold  to  out- 
ders  the  amount  of  stock  issued  in  exchange  for  such  property  was 
unaterial.  The  governing  factor  in  determining  the  capitalization 
the  petitioner  was  the  question  of  the  annual  license  tax  payable  to 
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the  State  of  AYest  Virginia,  and  a  larger  capitalization  was  not  use 
for  the  reason  that  it  would  have  required  the  payment  of  a  greatej 
license  tax  annually  by  the  petitioner. 

It  was  publicly  known  prior  to  July  2,  1914,  that  a  bridge  would  b 
constructed  over  the  Kanawha  River  which  would  connect  the  prop 
erties  here  in  question  with  the  City  of  Charleston,  and  that  the  cit 
street  car  system  would  be  extended  through  and  beyond  the  proper 
ties.  In  1913,  the  street  car  lines  had  been  extended  to  a  bridge  site 
where  about  2  }7ears  before  tests  for  the  substructure  for  the  bridgi 
had  been  made. 

At  a  meeting  of  the  board  of  directors  of  the  petitioner  on  May  21 
1914,  the  engineer’s  plans  for  the  bridge  and  the  bids  of  the  con 
tractors  for  the  various  parts  of  the  construction  work  were  accepted 
At  another  meeting  of  the  directors  held  on  June  24,  1914,  trackag 
rights  across  the  bridge  and  into  Kanawha  City  were  granted  th( 
street  car  company.  Construction  of  the  bridge  and  the  car  lint 
was  begun  shortly  thereafter  and  pushed  to  completion.  The  effec 
of  these  projects  was  to  bring  about  immediately  a  decided  enhance 
ment  in  value  of  the  real  estate  in  Kanawha  City. 

In  determining  the  deficiencies  involved  in  these  proceedings  tin 
respondent  has  included  in  the  petitioner’s  invested  capital  for  eacL 
year  all  the  properties  acquired  by  petitioner  on  July  2,  1914,  at  f 
value  of  $300,000,  representing  the  par  value  of  the  petitioner’s  cap 
ital  stock  issued  in  exchange  therefor.  He  has  also  used  the  amount 
of  $300,000  as  a  basis  for  determining  the  gain  derived  from  the  sale* 
of  the  property  during  the  taxable  }^ears  involved  herein. 

The  respondent  reduced  the  petitioner’s  invested  capital  for  1921 
by  $283.57,  representing  an  additional  tax  for  1919,  and  by  $1,238.19 
representing  the  prorated  portion  of  1920  taxes. 

The  actual  cash  value  of  the  petitioner’s  bottom  lands  on  July  2. 
1914,  was  $944,025,  while  the  actual  cash  value  of  its  hill  lands  or 
the  same  date  was  $284,500,  making  a  total  actual  cash  value  of 
$1,228,675. 

OPINION. 

Trammell:  The  errors  assigned  are:  (1)  That  the  respondent 
erred  in  reducing  petitioner’s  invested  capital  for  1921  on  account  of 
prior-years’  taxes,  (2)  that  the  respondent  failed  to  include  in  peti¬ 
tioner’s  invested  capital  for  1920  and  1921  the  excess  of  the  actual 
cash  value  of  the  real  estate  acquired  by  it  on  July  2,  1914,  above  the 
amount  of  $300,000,  representing  the  par  value  of  its  entire  capital 
stock  issued  therefor,  and  (3)  that  the  respondent  failed  to  use  as 
the  basis  for  computing  the  gains  derived  from  subsequent  sales  of 
real  estate  the  fair  market  value  thereof  on  July  2,  1914. 
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With  respect  to  the  first  assignment  of  eryor,  we  are  of  the  opinion 
lat  the  action  of  the  respondent  is  correct,  and  is  approved  subject  to 
ich  adjustment  in  the  amount  of  tax  liability  for  1920  as  may  result 
•  om  our  decision  with  respect  to  the  remaining  errors  assigned  by 
le  petitioner.  Russel  Wheel  &  Foundry  Co .,  3  B.  T.  A.  1168; 
'.  F.  Boyer  Co .,  4  B.  T.  A.  180;  Herald-Despatch  Co.,  4  B.  T.  A. 
396. 

With  respect  to  the  other  errors  assigned  by  the  petitioner,  we  are 
l  the  opinion,  after  a  careful  consideration  of  all  the  evidence,  that 
le  properties  acquired  on  July  2,  1914,  had  actual  cash  values  of 
least  the  amounts  set  out  in  our  findings  of  fact.  The  petitioner  is 
;cordingly  entitled  to  have  its  invested  capital  for  1920  and  1921 
icreased  by  $928,675,  representing  the  difference  between  $300,000, 
ie  amount  of  the  par  value  of  stock  issued  for  the  properties,  and 
leir  total  actual  cash  value  on  July  2,  1914,  or  $1,228,675. 

Having  found  that  the  value  of  the  properties  acquired  by  the  peti- 
Dner  for  its  entire  capital  stock  was  $1,228,675  at  the  time  of  acquisi- 
jn,  we  think,  in  the  absence  of  any  other  evidence,  that  the  value  of 
e  stock  which  represented  the  cost  of  the  properties  was  equivalent 
the  value  of  the  properties.  William  Ziegler,  Jr.,  1  B.  T.  A.  186; 
harles  T.  Plunkett,  et  at.,  3  B.  T.  A.  1265. 

Judgment  will  he  entered  under  Rule  50. 


Richmond  Mica  Co.,  Inc.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  13065.  Promulgated  October  10,  1928. 

•  1.  Rate  of  depreciation  on  machinery  and  equipment  deter¬ 

mined. 

2.  Value  of  assets  salvaged  from  a  fire  determined. 

Bernard  D.  Hatkcock,  Esq.,  for  the  petitioner. 

James  L.  Backstrom,  Esq.,  for  the  respondent. 

Trammell  :  This  is  a  proceeding  for  the  redetermination  of  a  defi- 
rncy  in  income  and  profits  taxes  of  $4,925.48  for  1920.  The  re- 
ondent  reduced  by  $17,520.58  the  amount  of  a  deduction  taken 
the  petitioner  as  a  loss  resulting  from  a  fire.  The  questions 
ised  by  the  pleadings  relate  to  the  rate  of  depreciation  allowable 
petitioner’s  machinery  and  equipment  from  March  1,  1913,  to 
iarch  8,  1920,  the  date  of  the  fire,  the  salvage  value  of  the  machinery 
d  equipment  after  the  fire  and  as  to  whether  the  petitioner  is 
titled  to  have  its  tax  liability  determined  under  the  provisions  of 
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section  328  of  the  Revenue  Act  of  1918.  The  last  question  was  aban 
doned  at  the  trial  and  there  remain  only  the  questions  relating  to  th< 
depreciation  and  the  salvage  value  of  the  machinery  and  equipment 

FINDINGS  OF  FACT. 

The  petitioner  was  a  Virginia  corporation  with  its  principal  officer 
at  Richmond  and  has  been  succeeded  by  the  Richmond  Mica  Corpo 
ration. 

The  petitioner  was  organized  about  January,  1913,  and  took  over  £ 
business  originally  begun  in  1889  but  which  had  gone  through  one 
or  two  reorganizations.  The  business  engaged  in  by  the  petitionei 
was  the  grinding  of  mica.  Scrap  mica  was  purchased,  ground  and 
bolted,  and  sold  to  the  manufacturers  of  wall  paper  and  rubber  tires 
Previously  to  March  8,  1920,  the  date  when  the  petitioner’s  ma¬ 
chinery  and  equipment  were  partially  destroyed  by  fire  the  peti¬ 
tioner  did  not  own  the  building  which  it  occupied.  The  petitioner’s 
machinery  and  equipment  consisted  of  screens  for  washing  the  mica, 
grinding  mills,  rollers,  bolters,  tables,  pipes,  shafting  and  pulleys, 
electric  motors,  steam  tables,  boilers  and  heating  plant.  The  grind-i 
ing  mills  were  of  simple  and  plain  construction  and  were  built 
of  inexpensive  materials.  The  mills  consisted  of  large  tubs  with 
revolving  rollers  which  w*ere  made  of  old  field  pine.  The  .main 
wear  and  tear  on  the  mills  was  in  connection  with  the  wooden  rollers, 
which  had  an  average  useful  life  of  about  15  months.  The  tubs 
had  an  average  useful  life  of  about  10  years.  At  the  date  of  the 
fire  the  petitioner  had  in  operation  8  mills  which  had  a  value  of 
about  $1,500  each. 

The  mica  was  bolted  through  regular  uniform  flour  mill  bolters. 
The  main  wear  of  these  was  in  connection  with  the  silk  cloth,  which 
had  a  useful  life  of  about  one  year.  The  useful  life  of  the  bolters 
when  kept  in  repair  was  about  20  years. 

The  shafting  in  the  plant  had  a  useful  life  of  more  than  20  years. 

At  the  time  of  the  fire  the  petitioner  had  4  large  electric  motors 
which  had  values  ranging  from  $100  to  $500  each.  These  motors 
had  a  useful  life  of  10  years. 

The  petitioner  always  kept  its  machinery  and  equipment  in  an 
excellent  state  of  repair  and  charged  the  expenditures  therefor  to 
expenses. 

As  a  result  of  the  fire,  which  occurred  in  the  petitioners  plant  on 
May  8,  1920,  the  petitioner’s  machinery  and  equipment  was  damaged 
to  such  an  extent  that,  excluding  the  boiler,  not  more  than  10  per 
cent  of  it  was  of  any  use  in  reconstructing  the  petitioner's  new 
plant. 
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The  petitioner  in  filing  its  income  and  profits-tax  return  took  a 
deduction  of  $37,787.92  as  the  amount  of  its  loss  sustained  on  account 
of  the  fire  and  not  compensated  for  by  insurance  or  otherwise.  The 
loss  was  computed  as  follows  : 


Debit 

Credit 

Plant  account  at  Mar.  8,  1920 _ _ 

$33,  324.  63 
3,  665.  65 

1,  706.  01 
12,  369.  63 

Labor _ _ _ 

Material _ _  _  _ 

Emergency  and  worthless  construction 

Insurance _  .  _  _ 

$7,  278.  00 
6  000  00 

Salvage.  __  _  _ 

Actual  loss  . . .  . . 

37,  787.  92 

51,065.  92 

51,  065.  92 

In  determining  the  amount  of  the  plant  account  at  March  8,  1920, 
as  it  appears  in  the  above  computation  the  petitioner  computed 
depreciation  from  January,  1913,  to  March  8,  1920,  at  the  rate  of  5  per 
cent  on  its  plant  and  equipment. 

In  his  determination  of  the  deficiency  involved  herein,  the  respond¬ 
ent  determined  that  the  depreciation  on  the  petitioner’s  machinery 
and  equipment  should  have  been  computed  at  the  rate  of  10  per  cent. 
He  also  determined  that  the  salvage  value  of  the  assets  after  the  fire 
was  $15,000  instead  of  $6,000  as  shown  by  the  petitioner  in  its  return. 

From  March  1,  1913,  to  March  8,  1920,  the  petitioner’s  machinery 
and  equipment  depreciated  at  a  composite  rate  of  not  more  than  5 
per  cent  per  annum. 

The  salvage  value  of  that  portion  of  the  petitioner’s  machinery 
and  equipment  remaining  after  the  lire  on  March  8,  1920,  did  not 
axceed  $6,000. 

Judgment  will  be  entered  under  Ride  50. 


Vew  Amsterdam  Holding  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  14992,  Promulgated  October  11,  1928. 

Portion  of  debt  charged  off  in  taxable  year  as  worthless  dis¬ 
allowed  as  a  deduction  from  gross  income. 

F reder-ic  O .  Scofield,  Esq.,  for  the  petitioner. 

R.  H.  Ritterbush ,  Esq.,  for  the  respondent. 

The  petitioner  seeks  the  redetermination  of  a  deficiency  in  in¬ 
line  tax  for  the  year  1921  in  the  amount  of  $2,860.85.  The  question 
16133—28 - 9 
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involved  is  whether  the  respondent  erred  in  disallowing  as  a  deduc 
tion  from  gross  income  the  sum  of  $9,648.01,  representing  a  portioi 
of  an  amount  the  petitioner  on  December  31,  1921,  considered  to  b( 
recoverable  only  in  part. 


FINDINGS  OF  FACT. 

I  he  petitioner  is  a  Xew  York  corporation  engaged  in  the  businesJ 
of  holding  and  renting  real  estate.  It  was  organized  April  25,  1911 
with  a  capital  stock  of  $10,000,  of  which,  at  incorporation,  Franklir. 
Haynes  acquired  one  share,  and  his  wife  and  son  the  balance. 

Franklin  Haynes,  president  and  treasurer  of  the  petitioner  until 
some  time  in  1918,  in  1913  organized  the  33  West  51st  Street  Corpo¬ 
ration,  hereinafter  referred  to  as  the  corporation,  with  a  capitali¬ 
zation  of  $10,000.  All  of  the  capital  stock,  excepting  two  qualifying 
shares,  was  issued  to  IIa}Tnes. 

During  the  early  part  of  January,  1913,  the  petitioner,  as  a  result 
of  negotiations  conducted  by  Haynes  on  behalf  of  the  corporation, 
transferred  to  the  corporation  as  a  loan,  its  equity  in  a  piece  of 
property  located  on  Philipse  Place,  Yonkers.  Xew  York.  As  se¬ 
curity  for  the  loan  the  corporation  gave  the  petitioner  a  mortgage  in 
the  amount  of  $15,000.  Prior  to  June  30,  1913,  the  petitioner  loaned 
the  corporation  the  sum  of  $8,655.90,  and  at  various  times  thereafter 
to  August  3,  1916,  loaned  it  additional  amounts  totaling  $2,364.66. 
1  lie  petitioner,  on  January  7,  1913,  entered  the  value  of  the  equity 
conveyed,  amounting  to  $30,000,  plus  the  premium  on  unexpired 
insurance  on  the  property,  amounting  to  $46.19,  in  an  account  en¬ 
titled  “  33  Y  est  Fifty  First  Street  Co.  Inc.  Equity  in  Philipse 
Place.*'  The  other  loans  were  entered  in  an  account  designated 
“Special  Loan  Acct.  (33  W.  51st  St.).“  The  former  account  was 
closed  after  the  following  entries  had  been  made  in  it: 

Jan.  7,  1913,  interest  on  Yonker  mortgage  to  Doc.  30,  1922 _  $171.33 

July  8.  1913,  33  West  Fifty-first  Street  mortgage  account _ _ _ 15.  000.  00 

Oct.  15,  1913,  F.  Haines,  special  loan _  5, 500. 09 

June  30,  1914,  F.  Ilaines,  special  loan _ _ _  8,157.62 

June  30.  1915,  surplus _  1.215.24 

l  he  balancing  entries  for  these  credits,  excepting  the  first  and  the 
last  one,  were  made  in  the  special  loan  account,  which  on  August  3. 
1916.  had  a  debit  balance  of  $25,728.06  after  deducting  credits  of 
$13,950.12.  M 

Haynes  'oral lv  guaranteed  payment  of  all  the  loans  made  to  the 
corporation. 

The  equity  acquired  by  the  corporation  was  used  in  connection 
with  the  purchase  of  a  lot  located  at  33  West  51st  Street.  In  1913 
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r  1914.  during  the  course  of  the  erection  of  a  building  on  the  lot  by 
be  corporation,  the  supervising  architect  placed  a  lien  on  the  prop- 
rty  for  the  balance  of  his  alleged  fee  for  drawing  plans  and  specifi- 
ations  for  the  structure  and  supervising  its  construction,  and  suits 
ere  instituted  to  foreclose  certain  mortgages  against  the  property, 
he  property  was  sold  in  1914  under  foreclosure  proceedings,  leaving 
le  corporation  without  assets  except  an  equity  of  $3,000  in  a  building 
>cated  on  Madison  Avenue  and  127th  Street.  This  property  was 
lbsequently  sold  and  the  proceeds  realized  from  the  sale  were  used 
•  liquidate  some  of  the  corporation’s  outstanding  obligations. 

At  the  time  of  the  failure  of  the  corporation,  and  in  or  about  1916, 

aynes  had  no  assets.  His  financial  condition  in  1920  was  about  the 
me  as  it  was  in  1914  and  1916. 

On  December  31,  1920,  the  special  loan  account  showed  a  balance 
$15,436.82,  the  difference  between  this  amount  and  $25,728.06  hav- 
g  been  pre  riously  charged  off  as  worthless.  At  the  close  of  1920  the 
ititioner  charged  off  $2,572.81  of  the  account  as  worthless,  and  on 
acember  31,  1921,  it  charged  off  as  a  bad  debt  the  additional  amount 
$9,648.01,  or  75  per  cent  of  the  balance  of  $12,864.01  in  the  account. 


OPINION. 


Arundell  :  The  evidence  before  us  is  convincing  that  there  was  no 
aertainment  of  worthlessness  of  the  claimed  deduction  in  the  year 
21.  The  primary  debtor  was  practically  without  assets  after  the  sale 
1914  under  foreclosure  proceedings  of  its  partially  constructed 
uding,  and  there  has  been  no  proof  that  the  corporation  was  in  ex- 
mce  during  the  taxable  year.  Such  assets  as  it  did  have  after  the  sale 
re  subsequently  sold  and  the  proceeds  realized  from  the  transac- 
n  were  used  to  pay  other  financial  obligations  of  the  corporation, 
en  though  we  were  to  decide,  as  we  do  not,  that  Franklin  Haynes 
s  legally  liable  to  the  petitioner  for  the  debt  of  the  corporation 
der  his  oral  contract  of  guaranty,  we  would  nevertheless  sustain  the 
pondent’s  determination,  since  Haynes’  testimony  establishes  the 
:t  that  he  had  no  assets  in  1914  and  that  his  financial  condition 
I  not  improved  to  any  extent  up  to  and  including  the  year  1920. 
e  circumstances  which  were  known  to  the  petitioner  in  1921  were 
J  known  to  it  in  years  prior  thereto. 

Judgment  will  be  ejitered  foe  the  vespondent. 


920  13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 

Foregger  Co.,  Inc.,  Petitioner,  v.  Commissioner  of  Intern, 

Revenue,  Respondent. 

Docket  No.  18938.  Promulgated  October  11,  1928. 

Respondent's  disallowance  of  an  item  claimed  vo  be  deductible 
as  a  bonus  payment,  sustained. 

George  J.  Kallfelz ,  for  the  petitioner. 

Frank  S.  E ctsby -Smith,  Esq.,  for  the  respondent. 

Arundell:  The  respondent  has  determined  a  deficiency  of  $490. 
in  income  taxes  for  the  year  1924.  The  only  question  involved 
whether  the  sum  of  $4,800  expended  by  the  petitioner  in  1924  in  pa 
payment  of  certain  personal  expenses  of  its  president,  is  deduct il 
from  gross  income. 

During  1924  the  petitioner  had  an  authorized  capital  stock 
$15,000,  divided  into  100  shares  of  common  and  50  shares  of  prefern 
each  of  the  par  value  of  $100.  Richard  Foregger,  the  petitione 
president,  held  89  shares  of  the  common  stock.  He  also  held  bet  we 
5  and  8  shares  of  the  preferred  stock;  his  wife  owned  25  shai 
and  the  remaining  shares  were  held  by  employees  and  by  the  corpoi 
tion  as  treasury  stock. 

Foregger,  in  1924,  underwent  a  major  operation  and  otherw 
received  medical  attention,  in  connection  with  which  he  incurred, 
his  individual  capacity,  liabilities  in  excess  of  $5,000. 

Pursuant  to  authority  granted  by  its  board  of  directors,  the  pc 
tioner,  in  1924,  expended  the  sum  of  $4,800  in  part  payment  of  t 
personal  bills  incurred  by  Foregger  during  his  illness.  The  direct* 
did  not  declare  a  dividend  during  1924. 

During  the  taxable  year  the  petitioner  paid  Foregger  all  of  1 
authorized  salary,  amounting  to  $8,820.81.  Prior  to  1924  Foreg< 
received  an  annual  salary  of  from  $11,000  to  $12,000  from  i 
petitioner. 

In  its  return  for  1924  the  petitioner  reported  gross  income 
$53,351.76,  and  net  income  of  $668.74  after  deducting  $8,820.81 
salary  and  $4,800  as  a  bonus,  paid  to  Foregger.  In  his  audit  of  1 
return  the  respondent  disallowed  the  bonus  deduction  on  the  grou 
that  it  was  a  gift  or  a  dividend  payment. 

While  the  item  in  question  is  claimed  to  be  deductible  as  a  boi 
paid  to  Foregger,  it  does  not  appear  from  the  testimony  o!  George 
Kallfelz,  the  petitioner’s  treasurer,  that  the  board  of  directors  e’ 
authorized  the  expenditure  as  compensation  for  services  render 
He  testified,  in  substance,  that  the  board  of  directors  were  unable 
agree  upon  a  method  of  treating  the  expenditure;  that  the  direct 
did  not  regard  it  as  salary;  that  the  corporation  paid  Foregger 
of  the  salary  he  was  entitled  to  receive  for  the  year,  and  that 
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;um  was  paid  not  to  satisfy  an  obligation  of  the  corporation,  but  in 
partial  liquidation  of  personal  debts  of  Foregger.  The  petitioner  has 
'ailed  to  prove  that  the  sum  was  an  ordinary  and  necessary  business 

>xpense  paid  in  carrying  on  business. 

Judgment  will  be  entered  for  the  respondent. 


vIagdalen  Doerfler,  Beneficiary  and  Formerly  Executrix, 
Estate  of  Charles  J.  Maurer,  Petitioner,  v.  Commissioner  of 
Internal  Revenue,  Respondent. 


Docket  No.  14551.  Promulgated  October  11,  1928. 

Hugh  J.  Graham,  Esq.,  for  the  petitioner. 

J.  E.  Marshall ,  Esq.,  for  the  respondent, 

Siefkin:  This  is  a  proceeding  for  the  redetermination  of  a  de- 
iciency  in  income  tax  for  the  calendar  year  1920  in  the  amount  of 
$8,196.79,  resulting  from  the  determination  by  the  respondent  that 
he  decedent,  Charles  J.  Maurer,  realized  a  profit  on  the  sale  of  an 
ce  plant  in  that  year  for  $150,000. 

On  November  15,  1920,  the  decedent,  Charles  J.  Maurer,  the  owner 
)f  land,  buildings,  machinery  and  equipment  constituting  an  ice 
ind  cold  storage  plant  in  Springfield,  Ill.,  sold  the  same  for  $150,000. 
In  addition  to  land,  buildings,  machinery  and  equipment,  there  was 
included  in  the  assets  sold  certain  current  assets  in  the  net 'amount 
}f  $7,051.37.  Part  of  the  property  was  owned  by  the  decedent  on 
md  before  March  1,  1913,  consisting  of  land,  a  storage  house,  an  ice 
plant  with  a  rated  daity  capacity  of  60  tons  a  day,  and  certain  ma¬ 
chinery  and  equipment.  The  fair  market  value  of  the  ice  plant, 
storage  plant,  machinery  and  equipment  on  March  1,  1913,  was 
$87,023.33,  of  which  total  amount  $60,000  was  the  value  of  the  ice 
plant,  machinery  and  equipment,  $4,560  the  value  of  the  land,  and 
$22,463.33  the  value  of  the  storage  plant.  Between  March  1,  1913, 
and  November  15,  1920,  the  decedent  added  the  following  land, 
buildings,  machinery  and  equipment  at  the  costs  set  opposite  each 
item : 


Description 

Date  acquired 

Cost 

Frame  building _ _ 

Land  ...  .. 

July  12,1913 

_ do.  .  .. 

$11,500 
4,  200 
44, 400 
700 
1,500 
3,  600 
540 

2,  500 
14,  000 

Brick  building...  _ 

Jan.  1,  1914 
_ do. 

Heater.  _ 

Smoke  stacks _ _ 

_  do.  .  .. 

Wagons _  _ _ 

_ do _ 

Harness 

...  do _  .. 

Installing  coil  pipe  in  re¬ 
frigerating  rooms _ 

Cork  insulation  _ _ 

_ do _ 

...  do  .  .. 

Description 

Date  acquired 

Cost 

Land _  _  _ 

Jan.  15,1914 
Jan.  1,1916 
_ do _ 

$10, 000 
1,000 
3, 000 
6, 750 
1,650 
1,  650 
4,  000 
1,525 

Frame  shed  _  _ 

Frame  office  _ _ 

Horses  ..  .  _ 

_ do..  _ 

Auto  truck..  _ 

July  1,1916 
July  1, 1917 
Jan.  1, 1918 
Jan.  1, 1919 

Do  _ 

Do  ..  _ 

Do _ _ 

Total 

112,515 
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Between  March  1,  1913,  and  November  15,  1920,  the  deceden 
Charles  J.  Maurer,  deducted  on  his  income-tax  returns  and  w i 
allowed  depreciation  on  the  frame  building  at  the  rate  of  4  per  cei 
pei  yeai ,  upon  the  brick  building  at  the  rate  of  2  per  cent  per  vea 
upon  the  heater  at  the  rate  of  25  per  cent  per  year,  upon  the  smok 
stack  at  the  rate  of  25  per  cent,  upon  the  wagons  at  the  rate  of  20  pe* 
cent,  upon  the  harness  at  the  rate  of  10  per  cent,  upon  the  fran, 
shed  and  frame  office  at  the  rate  of  3  per  cent,  upon  horses  and  th 
auto  trucks  purchased  in  1916  and  1917  at  the  rate  of  20  per  cent  J 
year,  upon  the  auto  trucks  purchased  in  1918  and  1919  at  the  rate  o 
25  Per  cent  Per  year.  Depreciation  at  these  rates  upon  the  asset 
acquired  after  March  1, 1913,  should  be  deducted  from  the  cost  of  sue 
assets,  and  there  being  no  evidence  from  which  we  can  segregate  o 
separately  value  the  assets  going  to  make  up  the  $60,000&va?ue  fo 
the  ice  plant  on  March  1,  1913,  the  adjustment  of  $25,962.19  on  ac 
count  of  depreciation  to  assets  owned  by  the  decedent  March  1.  1912 
,i>  made  by  the  respondent,  is  approved.  rihe  profit,  if  any,  resultin' 
from  the  sale  in  1920,  should  be  computed  upon  the  above  figures.  * 

Judgment  will  be  entered  under  Rule  50 


Marquette-Bailey  Lumber  Co.,  Petitioner,  v.  Commissioner  oj 

Internal  Revenue,  Respondent. 

Docket  No.  12760.  Promulgated  October  11,  1928. 

George  D.  Wick,  Esq.,  for  the  petitioner. 

B.  Harlacher,  Esq.,  for  the  respondent. 

Siefkin:  This  is  a  proceeding  for  the  redetermination  of  a  deli 
ciency  in  income  and  profits  taxes  for  the  calendar  year  1920  oi 
$1,362.22.  Alternative  issues  were  raised  by  the  pleadings,  both  re¬ 
lating  to  the  amount  of  timber  cut  by  the  petitioner  on  the  Hull  and 
Crane  tract — the  first  concerning  the  depletion  deductible ;  the  second 
the  amount  of  inventory.  The  respondent,  in  computing  the  defi¬ 
ciency  in  question,  computed  the  closing  inventory  of  the  petitioner 
by  adding  60,000  feet  of  lumber  to  the  amount  returned  by  the  peti¬ 
tioner  and  thereby  increasing  income  by  $1,750.  The  petitioner  now 
admits  that  this  action  of  the  respondent  was  correct  and  questions 
only  the  depletion  to  be  allowed  upon  the  timber  cut  during  1920. 
I  he  rate  of  depletion  and  the  cost  are  admitted  by  both  parties  to  be 
1.81  cents  and  $7,500,  respectively,  for  an  amount  of  60,000  feet  which 
the  petitioner  contends  was  cut  in  1920  and  not  included  in  the 
amount  upon  which  depletion  was  allowed  by  the  respondent.  From 
the  evidence  introduced  and  admissions  of  the  parties,  we  find  that 
the  total  amount  upon  which  depletion  is  to  be  computed  is  270,328 
icet  from  the  Hull  and  Crane  tract. 

Judgment  will  be  entered  under  Rule  50. 


EARRELLY-WALSH,  INC. 
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'ilot  Knob  Ore  Co.,  Formerly  Big  Mundy  Coal  &  Iron  Co.,  Peti 
tioner,  v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  13377.  Promulgated  October  11,  1928. 

L.  D.  Slattery,  Esq.,  for  the  petitioner. 

James  A.  O'1 0 allaghan,  Esq.,  for  the  respondent. 


Siefkin  :  This  is  a  proceeding  for  the  redetermination  of  a  defi- 
ency  in  income  and  profits  taxes  for  the  calendar  year  1920  in  the 
mount  of  $94,951.46.  The  onty  question  in  controversy  is  the 
alue  of  good  will,  if  any,  on  March  1,  1913.  The  petitioner  con- 
aids  for  a  value  of  $250,000  while  the  respondent  denies  that  there 
as  any  good  will  on  that  date. 

The  petitioner  was  organized  in  1892,  being  a  reorganization  of  an 
trlier  company.  It  issued  $750,000  par  value  stock  and  $500,000 
mds  and  acquired  coal  properties  in  Illinois  and  ore  properties  in 
[issouri.  The  value  at  the  time  of  incorporation  was  about  equally 
vided  between  the  coal  properties  and  the  ore  properties.  Improve  - 
ents  to  both  properties  were  charged  to  expense.  The  sum  of  $350,- 
)0  was  set  up  on  the  books  as  of  March  1,  1913,  as  the  value  of  the 
ditioner’s  good  will  on  that  date.  The  average  of  net  tangibles 
nployed  in  the  petitioner’s  business  for  the  five-year  period  prior 
1  1913  was  $1,705,095.48,  and  the  average  of  annual  earnings  for 
ie  same  period  was  $116,825.47. 

The  five-year  period  prior  to  1913  was  a  very  bad  one  for  the 
>al  business.  The  coal  deposits  of  the  petitioner  were  of  a  high 

•ade. 

The  above  facts  are  all  the  facts  that  we  can  properly  find  from 
Le  record.  There  is  no  evidence  which  will  enable  us  to  say  with 
ly  conviction  that  the  petitioner  had  any  good  will  on  March  1, 
>13.  The  contrary  would  appear  from  the  evidence  before  us.  Nor 
is  the  petitioner  proved  the  circumstances  of  its  sale  in  1920  so 
iat  we  may  say  that  good  will  was  sold.  We  must  approve  the 
‘ficiency  asserted  by  the  respondent. 

Judgment  will  be  entered,  for  the  respondent. 


\RRELLY- Walsh,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  10938.  Promulgated  October  11,  1928. 

Daniel  J.  Hannefin  for  the  petitioner. 

James  A.  CD Callaghan,  Esq.,  for  the  respondent. 

Siefkin:  This  is  a  proceeding  for  the  redetermination  of  a  defi- 
mcy  in  income  and  profits  taxes  for  the  years  1921  in  the  amount  of 


924  13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  .  (92; 

$612.90.  The  facts  are  not  in  dispute,  the  allegations  of  the  petitio 
being  admitted  by  the  answer  of  the  respondent. 

The  petitioner  corporation  leased  certain  premises  for  a  five-yen 
term  from  August  1,  1919,  for  a  rental  of  $100  a  month.  On  Marc 
15,  1921,  the  lessor,  in  order  to  regain  possession  of  the  premises,  pai 
to  the  petitioner  $18,250  to  cancel  and  surrender  the  lease  and  vacat 
the  premises.  As  the  result  of  canceling  the  lease  and  vacating  th 
premises,  the  petitioner  incurred  expenses  of  $7,813.66.  On  its  retur 
for  1921,  petitioner  allocated  $11,436.34  over  the  period  from  Marc 
15,  1921,  to  July  31,  1924,  and  reported  as  income  for  1921  only  th 
proportionate  amount  of  such  total,  or  $2,226.29.  In  arriving  at  th 
deficiency,  however,  the  respondent  included  the  entire  amount  o 
$11,436.34  as  taxable  income  for  1921. 

The  situation  is  different  from  that  considered  in  Henry  B.  Millet 
10  B.  T.  A.  383,  where  we  were  passing  upon  the  question  as  to  th 
deduction  of  the  amount  paid  to  obtain  surrender  of  a  lease.  Her 
we  have  a  question  of  income,  and  the  transaction  having  been  com 
pleted  by  the  vacation  of  the  premises  and  the  receipt  of  the  ne 
amount  of  money  by  the  petitioner  in  1921,  there  is  nothing  whicl 
would  prevent  the  entire  amount  being  included  as  income  in  tha 
year  even  if  the  petitioner  were  on  an  accrual  basis,  as  to  whicl 
the  record  is  silent.  See  August  Merckens ,  7  B.  T.  A.  32;  Cf 
Flaxlinum  Insulating  Co .,  5  B.  T.  A.  676. 

Judgment  u>ill  be  entered  for  the  respondent 


Central  Trust  Co.,  Administrator,  Estate  of  Azel  Ford,  Peti¬ 
tioner,  v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  12505.  Promulgated  October  11,  1928. 


The  amount  found  due  by  an  auditor  appointed  by  an  equity 
court  held  not  deductible  as  a  loss  in  the  year  in  which  the  report 
was  made  in  the  absence  of  evidence  showing  that  the  report 
was  approved  by  the  appointing  court  or  acquiesced  in  by  the  de¬ 
fendant,  and  where  there  is  evidence  tending  to  show  that  the  lia¬ 
bility  was  being  contested  and  was  compromised  in  a  later  year. 


William  S.  Hammers ,  Esq.,  for  the  petitioner. 
Leroy  A.  Ilight ,  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  taxes  for  the  calendar  year  1920  in  the  amount  of  $18,095.28. 
and  results  from  the  disallowance  of  the  deduction  of  $67,626.54  as 
a  loss  sustained  in  1920. 
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FINDINGS  OF  FACT. 

The  Central  Trust  Co.  of  Charleston,  W.  V a.,  is  a  corporation  duly 
organized  and  existing  under  the  laws  of  the  State  of  West  Virginia 
and  is  the  duiy  appointed,  qualified  and  acting  administrator  of  the 
estate  of  Azel  Ford,  deceased.  The  petition  in  this  proceeding  wa,s 
filed  by  Azel  Ford,  who  died  October  20,  1926.  A  motion  to  substitute 
the  present  petitioner  was  duiy  granted. 

On  his  income-tax  return  for  1920  Azel  Ford  deducted  as  a  loss 
sustained  in  1920,  the  sum  of  $67,626.54,  being  the  amount  of  his 
liability  to  one  L.  D.  George,  as  determined  by  the  report  of  the 
auditor  made  October  15,  1920,  pursuant  to  the  decree  of  the  Supreme 
Court  of  the  District  of  Columbia,  dated  and  filed  June  29,  1917,  in 
a  suit  entitled  Z.  D.  George  V.  Azel  Ford ,  No.  28979,  equity.  The 
court  adjudged  the  decree,  in  its  decree  of  June  29,  1917,  that  the 
lefendant,  I  ord,  as  the  agent  of  the  plaintiff,  was  accountable  for 
he  proceeds  of  certain  shares  of  stock  and  interests  in  corporations. 
The  action  was  based  upon  fraud  and  deceit  on  behalf  of  the  de¬ 
fendant  I  ord.  The  auditor  found  and  reported  to  the  court  on 
October  15,  1920,  that  the  total  amount  of  money  for  which  Ford 
vas  accountable  to  George  was  $67,626.54.  In  the  year  1921  a  sup¬ 
plemental  account  was  rendered  against  Ford  in  an  additional 
imount  of  $63,145.09.  In  1922  the  judgments  were  satisfied  by  a 
ompromise  payment  of  $85,000  plus  $3,800  legal  fees. 

Azel  Ford  was  engaged  in  a  number  of  business  enterprises  and 
lad  large  investments  therein,  kept  a  book  record  of  his  various 
perations  and  transactions,  and  the  method  of  accounting  regularly 
mployed  by  him  in  the  keeping  of  his  books  and  the  basis  upon  which 
tis  income-tax  returns  for  the  year  1920  and  prior  years  were  ren- 
iered  was  the  accrual  method.  In  December,  1920,  the  decedent, 
tzel  Ford,  entered  in  his  ledger  as  an  accrued  liability  an  item  of 
67,626.54,  being  the  amount  which  the  Supreme  Court  auditor,  in 
is  report  of  October  15,  1920,  found  owing  by  Ford  to  L.  D.  George. 

The  decedent,  Azel  Ford,  deducted  the  said  amount  of  $67,626.54 
l  his  income-tax  return  for  the  year  1920  as  a  loss  sustained  in  that 
ear.  The  respondent  disallowed  such  deduction  and  determined 
ie  deficiency  involved  herein. 

OPINION. 

Siefkin  :  The  sole  question  in  this  proceeding  relates  to  the  time 
iat  a  deduction  for  a  loss  may  be  taken  when  such  loss  is  in  litiga- 
°n.  The  decedent  deducted  the  amount  of  $67,626.54  in  1920  because 
1  that  year  he  placed  that  sum  on  his  books  as  a  liability  the 
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amount  having  been  determined  b}7  the  auditor  appointed  by  th 
court.  It  is  not  shown,  however,  that  he  did  not  continue  to  contes 
the  liability  or  that  the  report  of  the  auditor  prior  to  approval  o 
acceptance  by  the  appointing  court  became  binding  upon  him.  Ch 
the  contrary,  it  appears  that  the  proceeding  was  kept  open  throng] 
1921  (in  which  year  an  additional  amount  was  found  due  from  him 
and  into  1922,  when  the  decedent  compromised  liabilities  found'  b7 
the  auditor  in  the  total  amount  of  $120,771.63,  by  the  payment  o 
$85,000  and  $3,800  legal  fees.  We  conclude  that  the  responden 
properly  denied  the  deduction  for  1920.  See  Russel  Wheel  cb  Foun 
dry  Go .,  3  B.  T.  A.  1168,  1170;  Lane  Constmction  Corporation.  ■ 

B.  T.  A.  1133;  Malleable  Iron  Range  Co.  v.  United  States , - Cr 

Cls.  — ;  Consolidated  Tea  Co.  v.  Bowers ,  19  Fed.  (2d)  382;  Dodm 

v.  United  States , - Ct.  Cls. - .  | 

Judgment  will  be  entered  for  the  respondent 


Gillespie  Coal  Co.,  Petitioner,  v.  Commissioner  of  Internai 

Revenue,  Respondent. 


Docket  No.  12509.  Promulgated  October  31,  1928. 


Reasonable  allowance  for  officers’  compensation  determined. 


George  W.  Burton ,  Esq .,  and  T .  Francis  Campbell ,  C.  R.  A .,  fo 
the  petitioner. 

James  A.  (T Callaghan,  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redetermination  of  a  deficiency  ii 
income  and  profits  taxes  for  the  calendar  year  1920  in  the  sum  o 
$28,939.11.  resulting  from  the  determination  of  the  Commission? 
that  a  deduction  of  $67,418.60,  paid  to  officers  of  the  petitioner  cor 
poration  during  1920,  was  not  allowable.  By  an  amendment  t< 
its  pleadings,  the  petitioner  also,  as  an  alternative,  alleged  that  th* 
tax  should  be  computed  under  the  special  assessment  provisions  i 
its  contention  as  to  officers*  compensation  should  be  denied. 


FINDINGS  OF  FACT 


The  petitioner  is  an  Illinois  corporation  with  its  principal  place  o', 
business  in  or  near  Gillespie,  and  prior  to  and  in  1920  owned  am: 
operated  a  coal  mine.  It  filed  its  income  and  profits-tax  returns  fot 
the  year  1920,  reporting  a  net  income  of  $87,479.47,  and  paid  a  ta? 
thereon  of  $29,836.17.  Included  in  the  deductions  from  gross  in 
come  was  the  amount  of  $9,185  for  fixed  salaries  of  its  officers  and 
additional  compensation,  referred  to  as  a  bonus,  of  $67,418.60.  The 
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respondent,  in  determining  the  deficiency  herein,  disallowed  the  de¬ 
duction  of  $67,418.60,  added  the  amount  to  income  and  determined  a 
deficiency  of  $28,939.11. 

On  January  12,  1920,  the  board  of  directors  of  the  petitioner  duly 
adopted  the  following  resolution : 

The  president,  Mr.  Westwood  then  requested  that  four  of  the  other  members 
of  the  Executive  Committee  jointly  and  as  individuals  continue  to  assist  him 
to  carry  the  $67,000  they  were  carrying  for  the  company  as  the  stockholders 
declined  to  raise  funds  to  aid  him  to  finance  the  company  on  the  best  terms 
possible  that  he  would  arrange  for  the  stockholders. 

R.  H.  Isaacs  moved,  and  W.  E.  Schmidt  seconded  the  motion  that  in  con¬ 
sideration  of  financing  for  services  the  compensation  be  made  as  follows: 


S.  M.  Westwood,  President - •  ___  $i,  000  per  year.v 

D.  E.  Aylward,  Vice-Pres -  1,  000  per  year. 

Geo.  W.  Schmidt,  Secretary _  p  000  per  year. 

R.  H.  Isaacs,  Treasurer _  000  per  year. 

W.  E.  Schmidt,  Chairman  of  Exec.  Committee _  1,  000  per  year. 


For  the  year  1920  and  during  the  year  1920  and  any  other  year  when  the  earn¬ 
ings  of  the  corporation  exceed  five  per  cent  of  the  capital  stock  thereof  that  a 
bonus  that  is  the  same  per  cent  of  the  earnings  as  the  earnings  is  of  the  capital 
stock  of  the  said  corporation  be  paid,  one-fifth  to  each  of  the  above  named 
officers,  *  *  *  the  bonus  to  cease  when  it  reaches  fifty  per  cent  of  the 
earnings  and  the  payment  of  bonus  in  any  year  when  the  amount  paid  equals 
fifty  per  cent  of  the  capital  stock. 

Pursuant  to  the  terms  of  the  above  resolution,  the  petitioner 
paid  to  its  officers,  in  1920,  the  sum  of  $9,185  as  fixed  salaries,  set 
up  the  further  sum  of  $1,668.60  upon  its  books  as  a  liability  of  said 
officers,  and  paid  said  officers  $65,750  as  a  bonus  or  icontingent  com¬ 
pensation  based  upon  the  earnings  of  the  petitioner  during  the 
year. 

In  1921  the  owners  of  the  majority  of  the  capital  stock  of  the 
petitioner  sold  such  stock  to  John  Henderson,  a  coal  operator,  who 
demanded  payment  back  to  petitioner  corporation  of  at  least  a  por¬ 
tion  of  the  additional  compensation  paid  by  way  of  bonus  in  1920. 
4s  the  result  of  his  demand,  the  liability  of  $1,668.60  was  canceled 
upon  the  books  of  the  petitioner  and  the  further  sum  of  $25,000 
was  paid  back  to  the  petitioner  by  individuals  who  had  received  it. 

%  In  January,  1920,  when  the  above  resolution  was  adopted,  the 
financial  outlook  of  the  petitioner  was  desperate  and  the  five  officers 
named  who  received  additional  compensation  during  1920  had  no 
reasonable  basis  for  believing  that  any  additional  compensation 
would  accrue  under  the  provision  for  contingent  compensation. 

During  the  year  1920  the  five  officers  of  the  petitioner  were  in 
onference  at  least  once  a  day  and  sometimes  two  or  three  times  a 
lay,  held  frequent  meetings  day  and  evening,  and  were  compelled  to 
procure  funds  to  enable  the  purchase  of  equipment  and  supplies  by 
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the  personal  endorsement  of  the  notes  and  accounts  of  petitioner, 
borrowing  as  much  as  $65,000  to  $70,000  at  one  time.  Liability  upon 
the  endorsements  was  joint  and  several  and  not  limited  to  each 
endorser.  The  officers  spent  their  own  money  for  traveling  expenses 
and  performed  substantial  and  extensive  services  throughout  the 
year  1920  on  behalf  of  the  petitioner.  Such  services  were  unusual 
in  character  and,  combined  with  the  more  favorable  condition  in  the 
coal  industry,  made  it  possible  for  the  petitioner  to  earn  a  net  in¬ 
come  of  $87,939,47  in  1920. 

The  payments  of  compensation,  both  fixed  and  contingent,  during 
1920  were  made  as  the  result  of  a  free  bargain  between  the  petitioner 
and  its  officers  and  such  payments  were  a  part  of  the  ordinary  and 
necessary  expense  of  the  petitioner  in  the  maintenance  and  opera¬ 
tion  of  its  business  in  1920. 

The  gross  sales  of  the  petitioner,  less  returns  and  allowance  as 
shown  by  its  return  for  1920,  amounted  to  $477,348.86.  Its  gross 
income  reported  amounted  to  $195,956.72.  Its  net  income  reported 
amounted  to  $87,939.47  and  the  invested  capital  as  determined  by  the 
respondent  was  $191,663.94. 

opinion. 


Siefkin  :  Except  for  the  alternative  proposition  of  special  relief, 
the  sole  question  at  issue  is  the  deduction  by  the  petitioner  as  ordinary 
and  necessary  expense  of  its  business  in  1920,  the  total  sum  of 
$76,603.60,  consisting  of  $9,185  fixed  salaries  of  officers  and  $67,418.60 
either  paid  or  credited  in  1920  as  the  result  of  a  resolution  of  the 
board  of  directors  entered  into  in  January,  1920,  providing  for  a 
contingent  compensation.  While  the  amount  of  contingent  compen¬ 
sation  is  extremely  large  as  compared  to  the  corporation’s  net  earn¬ 
ings  during  the  year  1920,  there  is  abundant  reason  for  concluding 
that  if  these  officers  had  not  performed  extraordinary  services  dining 
1920  there  would  have  been  no  net  income  at  all  and  the  company 


would  have  discontinued  business. 

From  all  the  evidence  in  the  case  it  is  our  opinion  that  the  amount 
actually  retained  by  the  petitioner’s  officers,  a  total  of  $49,935,  was 
reasonable  compensation  for  the  services  rendered  in  1920,  and  the 
petitioner  is  entitled  to  a  deduction  in  that  amount.  We  are  unable 
to  go  to  the  extent  of  holding  that  the  further  amount  of  $26,608.60 
was  reasonable.  Evidently  there  was  some  doubt  in  the  minds  of 
the  officers  or  they  would  not  have  returned  it,  whether  or  not  there 

was  a  legal  liability. 

In  view  of  our  decision  on  this  point  we  deem  it  unnecessaiy  to 
consider  the  question  of  special  assessment.  In  any  event,  there 
is  no  evidence  which  would  justify  special  assessment. 

Judgment  wUl  he  entered  under  Ride  of). 
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Monarch  Cooperage  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  11590.  Promulgated  October  11,  1928. 

Where  petitioner  keeps  its  accounts  on  the  accrual  basis,  an 
estimated  reserve  for  freight  charges  incurred  in  1920  is  not 
deductible  from  gross  income,  but  only  the  amount  actually 
incurred  is  deductible. 

0.  G.  Maxwell ,  Esq.,  for  the  petitioner. 

A.  S.  Lisenby ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  calendar  year  1920  in  the  amount  of  $1,180.38. 
Not  all  of  this  deficiency  is  in  controversy. 

The  errors  alleged  are : 

1.  The  disallowance  by  the  respondent  of  a  deduction  in  the  sum 
of  $2,311.89,  which  the  petitioner  had  agreed  should  be  taken  as  a 
deduction  by  the  Mill  Shoals  Cooperage  Co.  from  the  quoted  price 
of  staves  purchased  from  the  petitioner  in  1920 ;  and 

2.  The  disallowance  by  the  respondent  of  a  deduction  of  freight 
in  the  sum  of  $251.06  paid  by  Fowler  &  Pay  at  the  request  of  peti¬ 
tioner  upon  a  car  of  staves  held  in  storage  by  Fowler  &  Pay. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  and  existing  under  the 
laws  of  the  State  of  Tennessee,  with  its  main  office  and  place  of 
business  at  Dyersburg.  During  the  year  1920  it  was  engaged  in  the 
manufacture  of  slack  barrel  cooperage  stock.  It  purchased  its  plant 
in  January,  1920,  from  a  predecessor  company. 

At  the  time  it  sold  out  the  plant,  the  predecessor  company  had 
certain  contracts  for  staves  and  the  petitioner  agreed  to  supply  them 
the  material  needed  for  those  particular  orders.  These  orders 
amounted  to  8  cars  of  staves.  The  remainder  of  the  staves  manu¬ 
factured  by  the  petitioner  during  the  year  1920  were  covered  by  a 
sales  arrangement  with  the  Mill  Shoals  Cooperage  Co.  Jhis  agree¬ 
ment,  which  was  oral,  provided  that  the  Mill  Shoals  Cooperage  Co. 
should  market  all  of  the  petitioner’s  stock  at  the  best  price  obtain¬ 
able  and  furnish  orders  to  the  petitioner.  Petitioner  was  to  pay  the 
Mill  Shoals  Cooperage  Co.  a  commission  of  50  cents  for  each  1,000 
staves  sold.  All  shipments  were  billed  in  the  name  of  the  Mill 
Shoals  Cooperage  Co.  When  a  sale  was  made,  the  Mill  Shoals 
account  on  the  books  of  the  petitioner  was  charged  and  the  sales 
account  was  credited.  The  Mill  Shoals  Co.  was  to  pay  the  peti- 
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tioner  the  price  obtained  by  them  less  freight  charges,  allowance  on 
account  of  the  quality  of  the  stock,  and  the  commission  of  50  cents 
for  each  1,000  staves.  The  Mill  Shoals  Cooperage  Co.  collected  from 
the  customers  and  the  petitioner,  in  turn,  collected  from  the  Mill 
Shoals  Co. 

When  a  sale  was  made,  the  petitioner  entered  in  the  sales  account 
the  full  amount  of  the  invoice  which  was,  in  most  cases,  the  delivered 
price.  This  amount  was  carried  on  the  books  throughout  the  year. 
When  petitioner  was  informed  of  amounts  of  freight  charges  or 
deductions  on  account  of  stock,  charges  were  made  to  the  freight 
account  or  to  the  allowance  account  and  the  Mill  Shoals’  account 
was  credited.  Petitioner  had  nothing  to  do  with  payment  of  freight. 
At  the  end  of  the  year  the  sales  account  was  charged  with  the  amount 
of  freight  for  the  year. 

At  December  31,  1920,  there  were  freight  charges  outstanding 
against  12  carloads  of  staves  that  had  been  shipped  during  1920. 
Xo  receipted  freight  bills  had  been  received  by  the  petitioner  cover¬ 
ing  these  shipments,  but  a  reserve  in  the  amount  of  $2,531.89  was  set 
up  to  cover  such  charges.  The  amount  of  the  freight  charges  was 
computed  by  the  petitioner  by  multiplying  the  .standard  weight  of 
the  stock  by  the  specified  tariff.  The  computed  freight  charge  was 
charged  to  the  freight  account  but  was  not  entered  in  the  sales 
account.  In  1921,  when  information  was  received  as  to  the  exact 
amount  of  the  freight  charges,  credit  was  given  to  the  Mill  Shoals 
Cooperage  Co.  on  the  books  of  the  petitioner.  At  December  31. 
1920,  the  total  sales  price  of  this  stock,  amounting  to  $24,360.45. 
had  not  been  received  by  the  petitioner.  There  still  remained  to  be 
paid  between  $5,000  and  $5,500.  In  1921  receijDted  bills  covering 
freight  on  these  shipments,  amounting  to  $2,134.04,  were  rendered 
the  petitioner  and  credit  in  that  amount  was  given  the  Mill  Shoals 
Cooperage  Co. 

In  July  or  August,  1920,  a  car  of  staves  was  sent  to  a  consignee 
who  became  insolvent.  The  car  was  taken  back  by  the  petitioner  and 
was  shipped  to  I  owler  &  Pay  at  Mankato,  Minn.,  and  there  put  in 
storage.  Hie  Mill  Shoals  Cooperage  Co.  paid  the  freight  and  their 
account  was  credited.  The  adjustment  of  the  freight  charge,  how¬ 
ever,  had  not  been  made  at  January  1,  1920,  as  far  as  the  petitioner 
and  the  Mill  Shoals  Cooperage  Co.  were  concerned,  because  the 
company  to  which  the  car  was  consigned  had  not  notified  either 
company  of  the  amount  of  the  charges.  When  this  carload  of  staves 
was  inventoried  at  the  end  of  the  year,  it  was  taken  in  at  cost  of 
manufacture  plus  freight  charges  from  point  of  origin  to  destination. 
Xo  offsetting  liability,  however,  was  entered  upon  the  books. 
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OPINION. 

Siefkin  :  The  petition  alleges  error  on  the  part  of  the  respondent, 
1)  in  disallowing  as  a  deduction  the  sum  of  $2,311.89  which  the 
etitioner  had  agreed  should  be  taken  as  a  deduction  by  the  Mill 
hoals  Cooperage  Co.  from  the  quoted  price  of  staves  purchased 
•om  the  petitioner  in  1920,  and  (2)  in  disallowing  as  a  deduction, 
weight  in  the  sum  of  $251.06  paid  by  Fowler  &  Pay  at  the  request 
f  the  petitioner  upon  a  car  of  staves  held  in  storage  by  Fowler  & 
'ay. 

The  evidence  discloses  that  the  petitioner,  at  December  31,  1920, 
ad  not  received  receipted  bills  for  freight  and  did  not  know  the 
tact  amount  of  freight  which  had  been  paid  or  which  was  due.  A 
^serve  in  the  amount  of  $2,531.89  was  set  up  to  cover  such  freight, 
his  was  based  upon  an  estimate  calculated  by  multiplying  the  stand- 
rd  weight  of  staves  by  a  specified  tariff.  The  amount  so  calculated 
as  charged  to  freight  account  but  was  not  reflected  in  the  sales  ac- 
mnt.  It  is  apparent  from  the  evidence  that  the  petitioner  kept  its 
3oks  and  filed  its  return  upon  the  accrual  basis.  A  similar  situa- 
on  was  being  considered  in  J .  S.  Hoskins  Lumber  Co .,  3  B.  T.  A. 
16,  854,  in  which  case  the  taxpayer’s  books  were  kept  on  the  accrual 
isis,  where  we  said: 

The  only  other  question  presented  by  the  record  herein  relates  to  the  re- 
rves  set  up  by  the  taxpayer  on  its  books  at  the  close  of  the  taxable  years  1910, 
*17,  and  1918,  to  cover  freight  charges  on  products  that  had  been  shipped  but  • 
r  which  freight  bills  had  not  been  received.  Although  merely  estimates,  these 
serves  were  included  in  the  amounts  which  the  taxpayer  deducted  from 
•oss  income  in  the  year  1918,  and  the  effect  thereof  was  that,  in  computing 
^  net  income  for  the  years  1917  and  1918,  the  taxpayer  deducted  on  account 
freight  charges  $19,580.07  more  for  the  year  1917,  and  $27,192.56  less  for 
e  year  1918,  than  the  amount  of  such  charges  actually  paid  or  incurred  in 
use  years.  These  reserves  represented  an  indefinite  liability,  which  could 
>t  be  determined  until  the  freight  was  actually  paid,  and  they  should  not  have 
■en  deducted  by  the  taxpayer  in  computing  its  net  income  for  the  years  1917 
id  1918.  Only  the  amounts  of  freight  charges  actually  paid  or  incurred  in 
ose  years  should  have  been  deducted.  The  taxpayer’s  income  for  the  year 
'17  should,  therefore,  be  increased  by  $19,580.07,  and  that  for  the  year  1918 
iould  be  decreased  by  $27,190.56. 

It  is  also  argued  in  the  petitioner’s  brief,  although  it  is  doubtful 
hether  such  an  argument  is  consistent  with  the  allegations  of  the 
ffition,  that  the  amount  of  freight  actually  paid  should  be  deducted 
om  the  amounts  of  the  invoices  for  such  goods.  See  Henry  F. 

' cCreery ,  4  B.  T.  A.  967.  In  our  opinion,  however,  it  is  not  neces- 
ry  to  discuss  this  argument,  since  we  believe  the  petitioner  has 
town  the  right  to  a  deduction  in  1920  of  $2,134.04,  the  amount  of 
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freight  charges  incurred  in  1920  and  later  paid,  as  shown  by  receipte 
bills  in  evidence. 

With  regard  to  the  second  assignment  of  error,  no  evidence  wg 
adduced  to  show  that  the  petitioner  requested  Fowler  &  Pay  to  pa 
the  freight,  that  the  amount  of  $251.06  was  paid  or  incurred  by  t! 
petitioner  in  1920,  or  that  the  petitioner  had  received  a  receipted  bi 
covering  freight  upon  the  shipment  in  question. 

It  is  our  opinion  that  such  a  deduction  has  not  been  proved  by  th 
petitioner. 

Judgment  will  be  entered  under  Rule  5( 


E.  G.  Tucker,  Petitioner,  u.  Commissioner  of  Internal  Reyen ui 

Respondent. 

Docket  No.  7863.  Promulgated  October  11,  1928. 

Value  of  certain  real  property  acquired  by  petitioner  in  1920 
in  exchange  for  capital  stock  determined. 

Clyde  A.  Morwood ,  C.  P.  A.,  for  the  petitioner. 

J .  E.  Marshall,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  i 
income  and  profits  taxes  for  the  calendar  year  1921  in  the  amoui 
of  $3,530.67.  '  ' 

The  error  assigned  is  the  inclusion  by  the  respondent  in  the  vain 
of  assets  received  by  the  petitioner  in  exchange  for  stock  in  192( 
a  value  of  $13,000  for  certain  real  estate,  thereby  calculating  a  gai 
of  $28,550  upon  the  transaction. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  with  principal  office  in  Springfielc 
Mo.  In  1921,  he  owned  $15,000  par  value  of  the  stock  of  the  Tucker 
Ferguson  Warehouse  &  Transfer  Co.,  which  was  three-fourths  o 
the  total  stock  of  that  corporation. 

Pursuant  to  an  agreement  entered  into  on  March  28,  1921,  bet  wee 
the  petitioner  and  his  wife,  on  the  one  hand,  and  B.  H.  Stonebrake 
on  the  other,  B.  H.  Stonebraker  purchased  from  the  petitioner  an« 
his  wife  150  shares  of  stock  in  the  Tucker-Ferguson  Warehouse  i 
Transfer  Co.  for  $30,000,  and,  in  addition,  conveyed  to  the  petitions 
subject  to  a  mortgage  of  $12,000  which  the  petitioner  assumed  an 
agreed  to  pay,  the  real  estate  and  buildings  occupied  by  the  Tuckei 
Ferguson  Warehouse  &  Transfer  Co.  on  Pine  Street  in  the  City  o 
Springfield.  There  were  also  transferred  to  the  petitioner  tw 
trucks,  a  small  office  building  and  a  Frisco  Railway  Co.  lease  covei 
ing  the  ground  on  which  this  building  is  located.  As  a  part  of  th 
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ransaction  the  petitioner  executed  to  the  Springfield  TV  a  rehouse 
"o.  a  lease  on  the  warehouse  property  at  the  rate  of  $300  per  month 
or  a  period  of  18  months.  When  this  contract  came  to  an  end  the 
»etitioner  received  a  rental  on  the  property  of  $250  per  month  foi  a 
ear.  Later  the  rental  received  was  $150  per  month. 

The  respondent,  in  computing  the  gain  or  loss  sustained  upon  the 
ale  of  the  stock,  found  and  allowed  the  following  values  of  property 
eceived  in  exchange  therefor : 


'ash  or  its  equivalent - 

’wo  trucks _ 

imall  wooden  office  building - 

Equity  in  certain  real  estate  of  a  value  of  $25,000  less  $12,000 

indebtedness - 


$30,  000 
500 
50 


13,  000 


The  building  located  on  the  property  is  an  old,  one-story  building 
taving  no  basement.  It  is  constructed  of  wood,  concrete,  and  sheet 
netal  and  has  running  water  and  electric  lights  but  no  heat.  The 
treet  upon  which  the  property  faces  is  unpaved  and  in  bad  condi- 
ion.  The  property  is  two  blocks  from  a  paved  street.  The  building 
s  about  40  by  150  feet  in  size,  is  partitioned  off  into  rooms,  has  18- 
nch  walls,  concrete  floors,  and  has  windows  and  doors  ample  for  the 
:onduct  of  an  ice  business.  This  property  was  strictly  a  warehouse 
iroperty  and  could  not  be  used  for  a  garage  or  a  store  due  to  its 
ocation.  The  lot  itself  is  200  by  450  feet  in  size.  It  is  connected 
vith  the  railroad  by  a  spur  track. 

This  property  was  purchased  in  1911  or  1912  for  $9,000,  and  was 
carried  on  the  books  of  the  Tucker-Ferguson  Warehouse  &  Transfer 
3o.  at  amounts  which  increased  each  year.  In  1921,  it  was  entered 
)ii  the  books  at  $30,000.  Similar  property  belonging  to  the  Spnng- 
leld  Wagon  Co.  and  located  across  the  street  was  carried  at  less 
;han  this  amount.  Numerous  attempts  to  sell  the  property  m  ques- 
ion  failed. 

OPINION. 


Siefkin  The  sole  question  to  be  decided  in  this  case  relates  to  the 
value  of  certain  real  property  which  the  petitioner  received  among 
other  things  in  1921,  in  exchange  for  150  shares  of  the  capital  stock 
of  the  Tucker-Ferguson  Warehouse  &  Transfer  Co. 

The  evidence  in  the  case  is  not  clear  as  to  the  status  of  the  owner¬ 
ship  of  this  property  at  the  time  of  the  transaction,  but  the  petitioner 
having  raised  no  objection  to  its  inclusion  by  the  respondent  among 
the  assets  received  in  exchange  for  capital  stock,  we  are  concerned 
only  with  the  value  thereof  as  established  by  the  evidence  in  this 
vase. 

This  real  property  was  carried  upon  the  books  of  the  corporation 
it  a  value  of  $30,000  and  was  subject  to  a  mortgage  of  $12,000.  The 
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property  consists  of  a  lot  200  by  450  feet  in  size  and  a  warehouse 
®  ^3  150  feet  in  size.  The  building  is  ai 

old.  one-story  building  having  no  basement,  and  is  of  wood,  con 
crete  and  sheet  metal  construction.  It  is  located  upon  an  unpavet 
street  and  the  distance  to  a  paved  street  is  two  blocks.  It  is  unsuit 
able  for  any  use  except  as  a  warehouse.  It  is  connected  with  th< 
railroad  by  a  spur  track. 

As  a  part  of  the  transaction  the  petitioner  leased  the  property  ir 
question  to  the  Springfield  II  arehouse  Co.  for  a  period  of  18  month* 
at  $300  per  month.  When  this  contract  expired  the  petitioner  re 
ceived  a  rental  on  the  property  of  $250  per  month  for  one  year.  Latei 
the  rental  received  was  $150  per  month. 

One  of  the  petitioner’s  witnesses  testified  that  the  lot  and  building 
was  worth  about  $17,500  in  1921.  Another  witness  testified  that  at 
that  time  the  building  was  worth  from  $6,500  to  $7,000  and  that 
the  ground  was  worth  $20  per  front  foot.  The  frontage  of  the  lot 
was  450  feet.  This  witness  stated  that  the  whole  property  had  a 
total  value  of  about  $15,000  in  1921.  His  valuation  is  an  investment 
valuation  entirely.  The  petitioner  testified  that  he  has  offered  the 
property  for  sale  for  a  number  of  years  but  has  never  been  able  to 
sell  it.  Petitioner  testified  that  he  has  been  willing  to  sell  it  for 
$15,000. 

1  rom  all  of  the  evidence  in  the  case,  it  is  our  opinion  that  the 
property  in  question  had  a  value  at  the  time  acquired  by  the  peti¬ 
tioner  of  $17,500.  Since  the  property  was  encumbered  by  a  mortgage 
of  $12,000.  which  the  petitioner  assumed,  the  net  value  of  the 
property  to  the  petitioner  was  $5,500. 

Judgment  will  be  entered  under  Rule  50. 


1  RINCHERA  1  IMBER  Co.,  PETITIONER,  V.  COMMISSIONER  OF  INTERNAL 

Revenue,  Respondent. 

Docket  No.  14976.  Promulgated  October  11,  1928. 


1.  Where,  during  prior  years  the  petitioner  had  losses  in  excess 
of  its  profits,  held  tlia  its  invested  capital  for  the  taxable  year 
should  be  reduced  by  certain  advances  made  by  it  to  some  of  its 
preferred  stockholders  in  lieu  of  dividends. 

2.  Respondent's  determination  as  to  the  amount  by  which  in¬ 
vested  capital  should  be  reduced  on  account  of  a  dividend  paid 
during  the  taxable  year  approved  for  lack  of  evidence. 


George  E.  II.  Goo  drier,  Esq.,  for  the  petitioner. 
T.  M.  Mather,  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redeterminatfon  of  a  deficiency  in 
income  and  profits  taxes  of  $211.98  for  1920.  The  deficiency  results 
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in  part  from  the  respondent’s  having  reduced  the  petitioner’s  in¬ 
vested  capital  by  $24,498.96,  representing  distributions  made  by  it 
to  certain  of  its  preferred  stockholders  in  connection  with  accrued 
dividends  on  preferred  stock.  The  respondent  also  reduced  peti¬ 
tioner’s  invested  capital  by  $1,901.29,  representing  the  prorated  por¬ 
tion  o’f  a  dividend  of  $2,096  paid  by  the  petitioner  on  February  4, 
1920. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Colorado  corporation  organized  in  1915  with 
its  principal  office  at  Denver.  Its  business  has  always  been  the 
cutting  of  timber  and  the  manufacturing  of  it  into  lumber  and  other 
products. 

The  petitioner’s  authorized  capital  stock  is  $250,000,  divided  into 
8125,000  of  common  stock  and  $125,000  of  preferred  stock.  On 
December  31,  1919,  the  petitioner  had  an  outstanding  capital  stock 
of  $241,500,  which  consisted  of  $125,000  of  preferred  stock  and 
$116,500  of  common  stock,  all  of  which  had  been  paid  for  in  cash  at 
par.  The  preferred  stock  was  entitled  to  an  8  per  cent  dividend 
payable  out  of  earnings. 

On  December  31,  1919,  the  petitioner  had  a  book  deficit  of 
$45,616.17,  of  which  $7,309.21  represented  an  operating  deficit  and 
the  remainder,  or  $38,306.96,  represented  accrued  dividends  on  pre¬ 
ferred  stock  which  the  petitioner  had  set  up  on  its  books.  The  divi¬ 
dends  accrued  on  petitioner’s  books  were  as  follows : 


1915  - J! - $8,306.90 

1916  - - -  10,  000.  00 

1918  -  10.000.00 

1919  -  10,000.00 


Prior  to  December  31,  1919,  advances  amounting  to  $24,498.96  had 
been  made  to  some  of  the  preferred  stockholders  in  lieu  of  dividends, 
leaving  $13,808  which  was  not  paid  over  or  advanced  to  stockholders. 
The  petitioner’s  operating  profits  and  losses  were  as  follows : 


Year 

Profit 

Loss 

1915  and  1916 _ 

$500.  21 

1917.... . . 

$4, 907. 07 

1918 _  . 

24, 133.  17 

1919 _ 

12,  417. 16 

^ _ 

The  respondent  in  determining  the  deficiency  involved  herein 
determined  petitioner's  net  income  for  1920  to  be  $25,921.05  and  its 
invested  capital  to  be  $215,926.18.  In  determining  the  invested 
capital  the  respondent  excluded  therefrom  the  amount  of  $24,498.96 
representing  the  advances  made  to  some  of  the  preferred  stock¬ 
holders  in  lieu  of  dividends.  The  respondent  also  excluded  from 
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invested  capital  the  amount  of  $1,901.29  representing  the  prorated 
portion  of  a  dividend  of  $2,096  paid  on  February  4,  1920. 

OPINION. 

Trammell:  The  only  issues  involved  in  this  proceeding  are:  (1) 
Whether  the  respondent  erred  in  refusing  to  include  in  invested 
capital  the  amount  of  $24,498.96  representing  advances  made  from 
191o  through  1919  to  some  of  the  preferred  stockholders  in  lieu  of 
dividends,  and  (2)  whether  he  erred  in  excluding  from  invested 
capital  the  prorated  portion  of  the  dividend  paid  on  February  4, 
1920. 

With  respect  to  the  first  issue,  the  petitioner  contends  that  the 
advances  were  made  to  the  stockholders  with  the  understanding  that 
when  the  petitioner  should  have  earnings  sufficient  to  enable  it  to 
pay  dividends  the  advances  would  be  liquidated  by  such  dividends. 
We  can  find  no  evidence  in  the  record  in  support  of  this  contention, 
but  on  the  contrary  find  the  following  statement  appearing  on  the 
schedule  forming  a  part  of  the  petitioner’s  return  for  1920 :  “  Divi¬ 
dends  paid  out  of  invested  capital  for  years  1915,  1916,  1917,  and 
1918  prior  to  January  1,  1920,  $24,498.96.”  To  our  minds  this  state¬ 
ment  indicates  that  there  was  no  expectation  at  the  time  that  the 
return  was  prepared  that  the  amounts  were  to  be  repaid.  There  is 
nothing  in  the  petitioner’s  balance  sheets  to  indicate  that  the  advances 
were  carried  on  the  books  as  assets  of  any  kind. 

There  was  in  any  event  no  absolute  obligation  or  liability  to  repay 
the  amounts  to  the  corporation.  They  were  to  be  paid  to  the  corpora¬ 
tion,  even  if  the  contention  of  the  petitioner  were  established,  only  if 
and  when  the  corporation  had  sufficient  earnings  to  pay  dividends  and 
actually  offset  the  amounts  by  dividends.  The  individuals  were  in  no 
stronger  position  to  demand  or  require  the  distribution  of  any  sur¬ 
plus,  when  there  was  any,  than  any  other  stockholder. 

To  January  1,  1920,  the  petitioner's  losses  had  exceeded  its  profits, 
and  $24,498.96  of  the  amount  paid  in  to  the  petitioner  for  its  capital 
stock  had  been  distributed  to  some  of  the  preferred  stockholders  and 
was  no  longer  available  to  the  petitioner  for  use  in  its  business. 
Under  the  circumstances  in  this  case,  we  think  the  respondent  was 
correct  in  refusing  to  include  the  amount  of  $24,498.96  in  the  peti¬ 
tioner’s  invested  capital. 

With  respect  to  the  last  issue,  the  respondent  determined  that  the 
petitioner’s  net  income  of  $25,921.05  for  1920,  when  prorated  from 
January  1,  1920,  to  February  3,  1920,  was  insufficient  to  offset  the 
operating  deficit  of  $7,309.21  existing  on  December  31,  1919,  and 
reduced  the  petitioner’s  invested  capital  by  the  prorated  portion  of 
a  dividend  of  $2,096  paid  on  February  4,  1920. 
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In  the  absence  of  evidence  as  to  what  the  petitioner’s  earnings  were 
from  the  beginning  of  1920  to  February  4  of  that  year,  we  are  not  in 
a  position  to  say  that  the  amount  by  which  the  respondent  reduced 
invested  capital  is  incorrect.  The  action  of  the  respondent  is  there¬ 
fore  sustained.  See  Mason  v.  Routzahn ,  275  U.  S.  175;  Metropolitan 
Laundry  Co .,  2  B.  T.  A.  1062;  Watsontown  Brick  Co .,  3  B.  T.  A.  85; 
Troy  Record,  Co .,  11  B.  T.  A.  298. 

Judgment  ivill  be  entered  for  the  respondent. 


C.  C.  Harris  Oil  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Bevenue,  Bespondent. 

Docket  No.  8011.  Promulgated  October  11,  1928. 

Where  petitioner’s  books  are  kept  on  the  accrual  plan,  income 
produced  but  held  in  abeyance  by  litigation  is  taxable  for  the  years 
when  produced  and  not  for  the  year  when  actually  received. 

Dudley  Robinson ,  Esq.,  for  the  petitioner. 

LeRoy  Right,  Esq.,  for  the  respondent. 

The  respondent  determined  a  deficiency  in  petitioner’s  tax  return 
for  the  year  1921  with  respect  to  money  received  by  the  petitioner 
during  that  year  but  which  became  due  to  petitioner  under  a  contract 
during  the  years  1915  to  1917,  inclusive.  A  redetermination  of  this 
deficiency  is  sought  on  the  ground  that  the  income  in  question  should 
be  treated  as  accruals  for  1915,  1916,  and  1917,  rather  than  receipts 
for  1921. 

FINDINGS  OF  FACT. 

In  June,  1914,  a  contract  was  entered  into  by  the  Pentland  Union 
Petroleum  Co.,  and  the  Trojan  Oil  Co.,  first  party,  and  the  petitioner, 
second  party.  The  first  party  represented  that  it  owned  a  certain 
leasehold  in  probable  oil  lands  in  California,  and  by  the  contract  the 
petitioner  agreed  to  complete  the  drilling  of  a  well  on  said  leasehold. 
If  oil  was  found  in  paying  quantities  petitioner  was  to  receive  from 
the  first  party  the  cost  of  such  drilling  operation  and  also  a  sum  equal 
to  three  times  the  amount  of  such  costs.  All  of  these  payments  were 
to  be  made  out  of  25  per  cent  of  the  net  production  of  the  well,  except 
that  the  Trojan  Oil  Co.  guaranteed  the  payment  of  the  drilling- 
expense,  but  the  bonus,  or  profit  to  the  petitioner  was  to  be  paid 
only  out  of  the  said  net  production.  It  was  further  provided  that: 

*  *  *  Said  25%  of  said  net  production  shall  be  and  become  the  sole  prop¬ 

erty  of  said  party  of  the  second  part  to  such  extent  as  shall  be  necessary  to 
fully  discharge  and  repay  all  obligations  due  the  said  party  of  the  second  part 
as  hereinbefore  fully  defined  and  that  said  oil  shall  be  sold  by  said  parties  of 
the  first  part  acting  as  agent  for  said  party  of  the  second  part — and  payment 
'hall  be  made  to  said  party  of  the  second  part  for  its  portion  of  oil  so  pro- 
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duced  as  aforesaid  not  later  than  the  20th  day  of  each  calendar  month  foi 
such  oil  produced  during  the  preceding  calendar  month. 

The  well  was  completed  and  accepted  in  June,  1915. 

In  April,  1915,  the  leasehold  was  taken  over  by  a  receiver  pending 
litigation  between  the  Government  and  the  Trojan  Oil  Co.  to  deter¬ 
mine  the  title  and  rights  of  the  Oil  Company  in  and  to  the  land  01 
which  the  well  was  located.  The  contention  of  the  Government  was 
upheld  in  the  Federal  District  Court.  While  an  appeal  was  pending 
the  Leasing  Act  of  1920  was  passed  and  a  compromise  was  effected: 
the  Trojan  Oil  Co.  was  given  a  lease  in  the  land  embracing  the 
well  and  the  receiver  paid  over  to  the  Government  one-eighth  royalty 
on  the  production  during  the  receivership,  the  balance  going  to 
the  Trojan  Oil  Co.  Thereupon,  in  1921.  the  Trojan  Oil  Co.  paid  to 
the  petitioner  the  sum  of  $76,924.68,  the  balance  due  under  the  drill¬ 
ing  contract  of  June,  1914. 

The  petitioner's  drilling  expense  was  $21,641.56,  its  bonus,  three 
times  that  amount,  was  $64,924.68.  From  July,  1915,  to  February 
2,  1917,  there  was  paid  on  account  to  petitioner  various  sums,  aggre¬ 
gating  $9,641.56.  The  net  production  of  the  well,  expressed  in  dol¬ 
lars,  was  for  November  and  December,  1915,  $18,635.29:  for  the  yea* 
1916,  $178,067.21;  for  January  to  April  (inclusive),  1917,  $68,665— 
an  aggregate  of  $265,367.50. 

The  petitioner  kept  its  books  on  the  accrual  basis.  It  did  not, 
however,  take  up  on  its  books  as  accrual  the  total  amount  due  undei 
its  drilling  contract.  Its  tax  returns  for  1915,  1916,  and  1917  did 
not  include  income  from  this  drilling  contract,  but  amended  returns 
for  those  years  were  filed  in  1922,  in  which  said  income  was  reported 
on  the  basis  of  25  per  cent  of  the  production  of  those  years.  The 
respondent  has  rejected  this  method  of  treating  the  income  on  the 
ground  that: 

*  *  *  Inasmuch  as  the  additional  income  of  $03,660.51  could  not  be 

determined  until  after  the  United  States  Government’s  case  was  finally  adjudi¬ 
cated.  and  until  which  time  it  appears  that  there  was  no  assurance  of  any 
additional  income,  the  Bureau  has  ruled  that  the  additional  income  is,  there¬ 
fore,  taxable  in  the  year  in  which  received. 

The  additional  tax  assessed  for  1921  amounts  to  $7,876.66;  the 
additional  income  involved  is  $63,660.51. 

OPINION. 

Marquette:  The  question  in  this  proceeding  is  whether  income 
received  by  the  petitioner  in  1921,  after  settlement  of  litigation 
which  involved  the  source  of  such  income  and  held  it  in  abeyance, 
shall  be  taxed  as  of  that  year  or  whether  it  should  be  treated  as 
accruals  for  the  years  1915,  1916,  and  1917 — when  the  income  was 
really  produced. 
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In  1915  the  petitioner  fully  completed  its  contract  to  do  certain 
work  and  thereby  became  entitled  to  receive  from  the  Trojan  Oil 
Co.  $21,641.56,  expense  of  doing  the  work,  and  a  further  sum  of 
$64,924.68.  Payment  of  the  first  sum,  the  expense  money,  was 
guaranteed  by  the  Trojan  Oil  Co. ;  the  second  and  larger  sum  was 
to  be  paid  out  of  25  per  cent  of  the  net  production  of  the  oil  well 
petitioner  drilled,  “and  not  otherwise.”  Just  about  the  time  the 
petitioner  completed  drilling  the  well  the  Government  brought  suit 
against  the  Trojan  Oil  Co.  and  attacked  the  validity  of  its  lease¬ 
hold  rights  in  and  to  the  land  on  which  the  well  was  drilled.  The 
well  was  operated  for  about  22  months  thereafter,  its  proceeds  being- 
impounded  to  await  the  outcome  of  the  litigation.  During  such 
operations  the  net  production  of  the  well  amounted  to  $265,367.50. 
The  law  suit  was  finalty  compromised  and  the  Trojan  Oil  Co.  received 
the  impounded  money,  less  a  royalty  to  the  Government.  Upon  such 
receipt  of  the  money  the  petitioner  was  paid,  in  1921,  the  total  balance 
due  it,  namely,  $76,924.68—  something  less  than  half  the  expense 
money  having  been  paid  by  Trojan  Oil  Co.  in  1915  and  1916.  The 
respondent  has  ruled  that  the  amount  so  received  by  the  petitioner  in 
1921  is  taxable  income  for  that  year;  the  petitioner  has  allocated  it 
to  1915,  1916,  and  1917,  on  the  accrual  plan. 

The  petitioner  kept  its  books  on  the  accrual  method  but  the  income 
in  question  was  not  taken  up  on  its  books  as  an  accrual.  Such  omis¬ 
sion,  however,  would  not  have  the  effect  of  placing  the  petitioner 
upon  a  nonaccrual  basis.  Bartles-Scott  Oil  Co .,  2  B.  T.  A.  16;  John 
F.  Cook,  4  B.  T.  A.  916. 

Whether  petitioner’s  income  received  in  1921  can  be  properly  ac¬ 
credited  to  prior  years,  depends  upon  when  the  liability  for  payment 
of  such  income  accrued.  Such  liability  became  fixed,  accrued,  by 
the  terms  of  petitioner’s  contract  with  Trojan  Oil  Co.,  at  the  time 
the  petitioner  completed  its  work,  and  that  was  in  June,  1915.  In 
Bartles-Scott  Oil  Co.,  supra,  it  was  held  that  inspection  fees,  which 
by  statute  were  made  payable  at  the  time  of  inspection,  accrued  as 
liabilities  at  the  times  of  inspection,  although  payment  was  withheld 
pending  the  outcome  of  litigation  to  test  the  validity  of  the  inspection 
'aw.  The  same  reasoning  applies  in  the  instant  case. 

By  the  terms  of  its  contract  the  petitioner  became  entitled  to  receive 
i  determinable  sum  of  money  when  a  certain  oil  well  was  completed. 
The  fact  that  payment  of  three-fourths  of  that  sum  was  contingent 
ipon  continued  profitable  production  to  the  obligor  under  the  con¬ 
tact  makes  no  difference.  As  soon  as  the  petitioner  completed  its 
'vork  it  had  a  valid  claim  for  compensation,  maintainable  in  the 
courts  and  enforceable  for  what  it  might  be  worth.  Under  its  con¬ 
tact  petitioner  could,  and  should,  have  entered  on  its  books  accruals 
>f  such  compensation  when  and  as  the  oil  well  produced.  We  think 
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that  under  the  principles  laid  down  in  S.  IF.  Harris ,  2  B.  T.  A.  933, 
and  in  the  decisions  of  this  Board  already  cited,  the  petitioner  should 
accrue  the  income  here  in  question  for  the  taxable  years  1915,  1916. 
and  1917. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Ride  b0. 


Crescent  Leather  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13933.  Promulgated  October  11.  1928. 

Affiliation  allowed. 

A.  L.  Newton ,  Esq.,  for  the  petitioner. 

Harold  Allen ,  Esq.,  and  IF.  R.  Lunsford,  Esq.,  for  the  respondent. 

In  this  proceeding  the  petitioner  seeks  a  redetermination  of  income 
and  profits  taxes  for  the  year  1920,  for  which  the  Commissioner  has 
determined  a  deficiency  of  $60,453.65.  The  petitioner  alleges  error 
on  the  part  of  the  Commissioner  in  failing  to  hold  that  the  Crescent 
Leather  Co.  and  the  Buckman  Tanning  Co.  were  affiliated  during 
the  year  1920  and  entitled  to  file  consolidated  returns. 

The  original  petition  was  based  upon  a  deficiency  for  the  calendar 
year  1920  of  $46,063.09,  and  a  deficiency  for  the  calendar  year  1921 
of  $9,777.68.  By  stipulation  of  the  parties  it  was  agreed  that  there 
wa,s  no  deficiency  for  the  year  1921,  and  that  the  true  deficiency 
based  upon  the  determination  by  the  Commissioner  for  the  year  1920 
was  $60,453.65.  It  was  further  stipulated  that  the  alleged  deficiency 
for  1920  of  $60,453.65  was  predicated  upon  an  alleged  taxable  con¬ 
solidated  net  income  of  the  Crescent  Leather  Co.  and  the  Haverhill 
Strand  Theatre  of  $151,441.82  for  the  year  1920.  It  was  further 
stipulated  that  an  alleged  loss  of  $118,408.63  of  the  Buckman  Tanning 
Co.  for  the  year  1920  was  disallowed  by  the  respondent  in  arriving 
at  said  income  of  $151,441.82,  by  reason  of  the  respondent’s  denial  of 
affiliation  between  the  petitioner  and  the  ^aid  Buckman  Tanning  Co. 


FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  the 
Commonwealth  of  Massachusetts,  with  principal  place  of  business  at 

Number  96  South  Street,  Boston,  Mass. 

Benjamin  J.  Kaplan  owned  99  per  cent  of  the  stock  of  petitioner 
during  the  years  1919  and  1920.  In  1919  petitioner  had  hides  that  it 
desired  to  have  tanned  by  the  Buckman  Leather  Co.  Ihe  latter 
company  was  in  financial  difficulties  and  it  was  feared  that  it  might 
be  unable  to  complete  the  tanning  of  the  hides.  Thereupon  Kaplan 
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entered  into  an  arrangement  with  Alvah  Buckman,  who  owned  the 
Buckman  Leather  Co.,  whereby  Kaplan  paid  the  debts  of  the  Leather 
Company  up  to  the  first  mortgage.  A  new  company  was  then  organ¬ 
ized,  known  as  the  Buckman  Tanning  Co.,  which  took  over  the  assets 
of  the  Buckman  Leather  Co.  The  entire  stock  of  the  Buckman  Tan¬ 
ning  Co.  was  issued  to  Kaplan  and  Buckman  in  equal  amounts.  Kap¬ 
lan  loaned  the  new  company  about  $175,000  and  in  addition  advanced 
money  to  Buckman  for  his  own  private  use  since  Buckman  was 
without  funds. 

At  the  time  of  the  organization  of  the  Buckman  Tanning  Co. 
several  contracts  were  executed.  One  contract  between  Kaplan  and 
the  Buckman  Tanning  Co.  provided  that  Kaplan  would  be  employed 
for  a  term  of  five  years  from  August  1,  1919,  as  general  manager  of 
the  company  5  that  no  act  should  be  done  by  said  Buckman  Tanning 
Co.  affecting  its  general  policy  except  with  the  approval  of  said 
Kaplan  or  the  Cresc’ent  Leather  Co.,  it  being  understood,  however, 
that  so  far  as  matters  of  general  policy  are  concerned  neither  this 
term  nor  the  powers  of  said  Kaplan  as  general  manager  shall  be 
deemed  to  include  the  matter  of  determining  who  shall  be  the  officers 
of  such  corporation  nor  matters  connected  with  or  affecting  the  con¬ 
tracts  of  said  corporation  and  the  Crescent  Leather  Co.,  nor  the  mat¬ 
ter  of  terminating  the  contract  of  Alvah  Buckman,  nor  defining  the 
duties  of  said  Buckman. 

A  second  agreement  provided  that  in  the  event  of  the  death  or 
incapacity  of  Kaplan,  the  Crescent  Leather  Co.,  acting  by  such 
person  or  persons  as  it  may  from  time  to  time  select,  shall  determine 
the  general  policy  of  said  Buckman  Tanning  Co.  for  the  period  of 
five  years  from  August  1,  1919,  subject  to  the  following  limitations: 
(1)  such  determinations  shall  be  in  good  faith  and  shall  be  made  by 
said  Crescent  Leather  Co.  with  a  view  to  the  best  interests  of  said 
Buckman  Tanning  Co.,  (2)  the  control  of  the  Crescent  Leather  Co. 
of  the  general  policy  of  said  Buckman  Tanning  Co.  shall  not  be 
deemed  to  include  the  matter  of  determining  who  shall  be  the  officers 
of  said  Buckman  Tanning  Co.  nor  matters  connected  with  or  affect¬ 
ing  the  contract  between  Buckman  Tanning  Co.  and  said  Crescent 
Leather  Co.,  nor  the  matter  of  terminating  the  contract  of  employ¬ 
ment  between  the  Buckman  Tanning  Co.  and  Buckman,  nor  of  defin¬ 
ing  the  duties  of  said  Buckman. 

A  third  agreement  between  the  Buckman  Tanning  Co.  and  Buck- 
man  provided  that  Buckman  should  be  employed  for  five  years  from 
August  1,  1919,  as  manager  of  the  actual  operation  of  tannin--  and 
finishing  at  the  plant  with  no  authority  to  buy  or  sell  hides,  skins 
or  leather  or  to  make  agreements  for  tanning  or  finishing  except  with 
the  approval  of  Kaplan  or  his  successors  in  interest. 
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A  fourth  agreement  was  entered  into  between  the  Buckman  Tan¬ 
ning  C  o.  and  the  Crescent  Leather  Co.,  covering  a  period  of  five 
years  from  August  1,  1919,  and  providing  for  the  work  to  be  per¬ 
formed  by  the  Buckman  Tanning  Co.  and  the  price  to  be  paid  for 
such  work. 

On  August  1,  1919,  Kaplan  signed  a  statement  wherein  he  declared 
that  **  he  held  for  the  benefit  of  the  Crescent  Leather  Company  all 
shares  or  benefits  derived  or  obtained  and  to  be  derived  or  obtained 
by  him  from  the  Buckman  Tanning  Company  or  Alvah  Buckman, 
particularly  under  the  agreements  heretofore  cited,  and  that  the 
Crescent  Leather  Company  agreed  to  indemnify  Benjamin  J.  Kaplan 
of  and  from  any  liability  or  loss  on  account  of  said  agreements.” 

On  August  6.  1919,  an  agreement  was  signed  by  Buckman,  which 
provided  that  he  would  pay  the  debts  of  the  Buckman  Leather  Co. 
in  excess  of  certain  specified  obligations  and  amounts,  out  of  the 
first  profits  of  the  Buckman  Tanning  Co.,  otherwise  payable  to  him, 
and  that  his  stock  would  stand  as  security  for  the  performance 
thereof. 

During  the  year  1920  the  Buckman  Tanning  Co.  suffered  a  loss 
from  operations,  amounting  to  $118,408.63. 

OPINION. 

Arundell:  The  petitioner  claims  that  it  is  affiliated  with  the 
Buckman  Tannins:  Co.  on  the  ground  that  it  controlled  through 
Kaplan  substantially  all  of  the  stock  of  the  Buckman  Tanning  Co. 

The  two  companies  were  operated  as  one  enterprise.  The  office 
manager  of  petitioner  acted  as  bookkeeper  and  general  financial  man 
for  the  Buckman  Tanning  Co. :  the  books  and  records  of  both  com¬ 
panies  were  kept  in  the  office  of  petitioner  and  the  evidence  dis¬ 
closes  that  Kaplan  exercised  actual  control  over  the  business.  The 
interests  of  Buckman  were  so  dependent  upon  the  support  of  Kaplan 
and  the  business  of  the  petitioner  and  Buckman’s  rights  and  activi¬ 
ties  were  so  controlled  by  the  agreements  to  which  he  was  a  party, 
that  in  effect  he  became  no  more  than  an  employee  of  the  Buckman 
Tanning  Co.  who  was  entitled  to  share  in  the  profits  of  the  business 
that  remained  after  certain  liabilities  were  paid  on  his  account. 
The  stock  standing  in  Buckman’s  name  was  voted  in  accordance  with 
Kaplan’s  directions  and  in  every  substantial  way  Kaplan  and  peti¬ 
tioner  controlled  the  stock.  See  Boker  Cutlet'y  cfi  Hardware  Co., 
12  B.  T.  A.  1405:  Metasap  Chemical  Co .,  12  B.  T.  A.  1402:  National 
Oil  Products  Co .,  12  B.  T.  A.  1402. 

AVe  believe  that  the  requirements  of  section  240  of  the  Revenue 
Act  of  1918  have  been  fully  met  and  that  petitioner  and  the  Buck- 
man  Tanning  Co.  were  for  the  year  1920  entitled  to  file  consolidated 
returns. 
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The  operating  loss  of  the  Buckman  Tanning  Co.  for  1920  of 
1018, 408. 63  was  denied  by  the  respondent,  but  the  respondent  did 
lot  introduce  any  testimony  as  to  the  profit  or  loss  of  that  company 
or  1920,  showing  a  different  amount.  The  petitioner  having  estab- 
ished  that  the  books  of  account  were  destroyed,  called  as  a  witness 
he  officer  who  had  charge  of  the  books  of  account  of  the  Buckman 
Tanning  Co.  in  1920  and  who  made  up  the  tax  return  of  the  petitioner 
or  1920.  This  witness  testified  that  the  books  of  account  of  the 
3uckman  Tanning  Co.  supported  the  figures  contained  in  schedules 
ittached  to  the  return  of  petitioner,  showing  the  net  loss  for  the 
Buckman  Tanning  Co.  to  be  $118,408.63  for  the  year  1920. 

In  the  absence  of  any  evidence  to  the  contrary,  Ave  must  hold  that 
he  Buckman  Tanning  Co.  suffered  a  loss  of  $118,408.63  in  1920. 

Judgment  will  be  entered  under  Rule  50. 


X 
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(3)  No  allowance  was  made  as  invested  capital  for  the  sum  o 

$36,000,  representing  the  excess  value  of  the  assets  acquired  by  th 
Hotel  Patten  Co.  on  January  1,  1918,  from  the  Chattanooga  Hotel 
Co.  over  the  amount  of  $100,000  in  stock  issued  therefor.  ; 

(4)  The  respondent  refused  to  allow  the  sum  of  $51,000  as  paid-ii 
surplus  representing  the  excess  value  of  a  lease  on  the  Hotel  Seminol 
property  acquired  by  the  TJcita  Investment  Co.  in  1907  over  tli 
amount  of  $99,000  of  capital  stock  issued  by  the  Ucita  Investment  C<| 
in  payment  for  the  said  lease. 

(5)  No  allowance  was  made  for  the  amortization  or  exhaustion  o 
the  lease  on  the  Hotel  Seminole  property. 

(6)  Insufficient  depreciation  was  allowed  on  the  Hotel  Seminoil 
building  owned  by  the  Ucita  Investment  Co. 

(7)  The  respondent  refused  to  allow  any  sum  as  invested  capita) 
on  account  of  a  lease  on  the  Hotel  Savannah  acquired  by  the  J.  E 
Pound  Hotel  Co.  in  exchange  for  $25,000  of  its  capital  stock. 

(8)  No  allowance  was  made  for  the  amortization  of  the  lease  or 

* 

the  Hotel  Savannah. 

(9)  The  respondent  refused  to  allow  as  invested  capital  the  sum  o: 
$40,000  representing  the  excess  value  of  a  lease  on  the  Watte rsoij 
Hotel  over  the  $60,000  in  the  capital  stock  of  the  Watterson  Hotel  Co! 
paid  by  it  for  the  said  lease. 

(10)  No  allowance  was  made  covering  the  annual  depreciation  oi 
amortization  of  the  above  leasehold  on  a  basis  exceeding  $60,000. 

(11)  The  respondent  refused  to  allow  the  Watterson  Hotel  Co.  as 
deductions  from  its  income  for  1918  and  1919  the  sum  of  $910  ex-j 
pended  by  it  in  securing  good  roads  in  the  vicinity  of  Louisville  and 
also  the  sum  of  $2,200  expended  by  it  in  1918  for  the  purpose  ol 
obtaining  the  location  of  Camp  Taylor  near  Louisville. 

(12)  The  respondent  reduced  the  petitioners’  invested  capital  b\ 
the  amount  of  income  and  profits  taxes  shown  to  be  due  on  the  re¬ 
turns  filed  for  1918  and  1919  and  also  by  the  amount  of  additional 
income  and  profits  taxes  found  by  him  to  be  due. 

FINDINGS  OF  FACT. 

On  January  21,  1924,  the  respondent  notified  the  petitioners  that 
an  additional  tax  for  1918  was  due  from  them  in  the  amount  of 
$57,248.51,  with  the  usual  provision  allowing  protest  thereof  within! 
30  days.  On  February  28,  1924,  the  petitioners  protested  against 
the  action  of  the  respondent  and  requested  a  hearing.  The  hearing 
was  granted  and  the  date  thereof  fixed  as  April  22,  1924,  but  later,  at 
the  petitioners’  request,  was  postponed  until  May  6,  1924.  In  March. 
1924,  the  taxes  were  assessed.  On  May  21,  1924,  the  petitioners  re¬ 
ceived  from  the  collector  of  internal  revenue  a  notice  and  demand 
for  the  payment  of  the  tax,  and  on  May  27,  1924,  filed  a  claim  for 
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ibatement  of  the  entire  tax.  By  a  certificate  of  overassessment  bear¬ 
ing  the  date  June  27,  1925,  the  petitioners  were  notified  that  the 
espondent  had  allowed  $14,236.28  of  the  claim,  leaving  a  balance  of 
43,012.23  as  the  correct  tax  liability.  No  part  of  the  said  balance 
yas  paid  prior  to  June  3,  1924.  The  appeal  to  the  Board  was  filed 
hily  25,  1925,  and  was  pending  on  February  26,  1926. 

The  Hotel  Patten  Co.  is  a  corporation  organized  under  the  laws  of 
Pennessee  and  operated  the  Hotel  Patten  in  Chattanooga,  Tenn. 

The  Ucita  Investment  Co.  is  a  corporation  organized  under  the 
aws  of  Florida  and  operated  the  Hotel  Seminole  in  Jacksonville,  Fla, 

The  J.  B.  Pound  Hotel  Co.  is  a  corporation  organized  under  the 
aws  of  Georgia  and  operated  the  Hotel  Savannah  in  Savannah,  Ga. 

The  Watterson  Hotel  Co.  is  a  corporation  organized  under  the  laws 
f  Tennessee  and  operated  the  Watterson  Hotel  in  Louisville,  Ky. 

J.  B.  Pound  owned  more  than  a  controlling  interest  in  all  the  above 
orporations. 

In  1906  the  Stone  Fort  Land  Co.  erected  ttie  Hotel  Patten  in  Chat- 
anooga,  Jenn.,  and  leased  it  to  the  Chattanooga  Hotel  Co.,  the  owner 
f  the  furniture  and  fixtures  of  the  hotel.  In  1910  the  Chattanooga 
lotel  Co.  assigned  the  lease  on  the  Hotel  Patten  building  to  J.  B. 
>0und  and  also  executed  a  lease  covering  the  furniture  and  fixtures 


wned  by  it.  Pound  organized  the  Patten  Hotel  Co.  (not  petitioner 
erein)  and  assigned  the  lease  to  that  corporation  in  exchange  for 
50,000  of  its  capital  stock,  of  which,  however,  only  a  portion  was 
ctually  issued.  The  unexpired  term  of  the  lease  at  that  time  was 
bout  18  years. 

The  petitioner,  the  Hotel  Patten  Co.,  was  organized  about  January  1, 
918,  and  on  that  date  acquired  all  the  assets  of  the  Patten  Hotel  Co.' 
nd  the  Chattanooga  Hotel  Co.  in  exchange  for  the  capital  stock  is- 
led  by  the  Hotel  Patten  Co.  to  the  stockholders  of  the  two  other  cor- 
orations.  The  assets  of  the  Chattanooga  Hotel  Co.,  valued  at  $136,- 
00,  were  transferred  in  exchange  for  $100,000  in  the  preferred  stock 
f  the  Hotel  Patten  Co.,  while  the  leases  on  the  hotel  building  and 
le  furniture  and  fixtures  were  assigned  by  the  Patten  Hotel  Co.  in 
xchange  for  $100,000  of  the  common  stock  of  the  Hotel  Patten. 

At  the  time  Pound  secured  the  leases  on  the  Hotel  Patten  and  its 
urnitui  e  and  fixtures  that  hotel  was  under  a  contract  with  one 
/harles  T.  Alexander,  "which  provided  that  the  said  Alexander'1 
lould  act  as  its  manager  for  a  period  of  about  three  and  one-half 
ears  thereafter.  Alexander  proved  to  be  an  unsatisfactory  mana¬ 
ger,  but  refused  to  terminate  his  contract  as  the  hotel’s  manager, 
o  obtain  such  termination  Pound  personally  paid  Alexander 
5,000.  He  also  assumed  certain  obligations  incident  to  the  opera- 
on  of  the  hotel,  including  a  yearly  rental  of  $8,400  under  the  lease 
f  the  furniture  and  fixtures  and  the  endorsement  of  $50,000  of 
bligations  of  the  Chattanooga  Hotel  Co. 
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The  Ucita  Investment  Co.  was  organized  in  1907.  In  that  year 
it  obtained  a  lease  on  a  lot  105  by  105  feet  at  the  corner  of  Hogan 
and  I  orsythe  Streets  in  the  business  section  of  Jacksonville,  Fla. 
This  lease  provided  for  an  annual  rent  of  $9,000  during  a  term  oi 
99  years.  It  was  assigned  to  the  corporation  in  exchange  for  $99,000 
oi  its  capital  stock.  Shortly  thereafter  the  company  began  to  erect 
an  office  building  on  the  site.  Because  of  the  financial  situation  in 
Jacksonville  the  company  built  as  cheaply  as  possible.  The  exterior 
construction,  consisting  of  steel  frame,  hollow  tile  and  brick  covered 
with  concrete,  was  substantial,  but  the  interior  portions  were  con¬ 
structed  of  an  inferior  grade  of  material,  were  of  inadequate  di¬ 
mensions,  and  were  fabricated  in  an  unworkmanlike  manner.  J.  B. 
Pound  purchased  the  control  of  the  Ucita  Investment  Co.  in  1909 
before  the  building  was  completed,  and  the  company  transformed  it 
into  the  Hotel  Seminole.  The  type  of  construction,  materials,  facili¬ 
ties  and  equipment,  inadequate  for  an  office  building,  were  much 
more  so  for  hotel  purposes.  Shortly  after  the  hotel  was  placed  in 
operation  repairs,  replacements,  and  alterations  were  necessitated 
almost  constantly.  The  plumbing  had  to  be  replaced  entirely  and 
expensive  repairs  made  to  the  elevators.  The  respondent  allowed  a 
total  amount  of  $10,113.78  as  depreciation  for  the  }^ears  1918  and  1919. 

Prior  to  January  15.  1913,  S.  J.  and  J.  A.  Newcomb  had  acquired 
a  lease  on  the  Hotel  Savannah  in  Savannah,  Ga.  In  June,  1913. 
they  took  steps  to  incorporate  their  business  under  the  name  of  the 
Newcomb  Hotel  Co.  The  charter  for  this  company  was  not  granted 
until  about  April  1,  1914.  During  the  period  from  June,  1913,  to 
April,  1914,  the  Newcomb  brothers  had  expended  $120,000  for  fur¬ 
niture  and  fixtures.  On  April  1,  1914,  the  incorporators  of  die 
Newcomb  Hotel  Co.  met  for  organization  and  bought  from  »J.  A. 
and  S.  J.  Newcomb  the  furniture  and  fixtures  of  the  Hotel  Savannah 
and  the  lease  under  which  it  was  being  operated,  for  the  sum  of 
$145,000.  $25,000  of  which  was  specified  as  the  yalue  of  the  lease. 
Shortly  thereafter  J.  B.  Pound  purchased  the  entire  stock  of  the 
Newcomb  Hotel  Co.  and  changed  its  name  to  the  J.  B.  Pound  Hotel 
Co.  Pound  paid  $25,000  for  the  stock  of  the  Newcomb  Hotel  Co. 
of  the  par  value  of  $50,000  and  also  assumed  the  obligations  of  that 
corporation  to  the  Newcomb  brothers  in  the  sum  of  $95,000.  The 
ill  health  of  J.  A.  Newcomb  and  other  local  reasons  were  assigned 
as  the  reason  for  the  purchase  of  the  stock  of  the  Newcomb  brothers 
at  less  than  its  par  value.  The  unexpired  term  of  the  Hotel  Savannah 
lease  was  about  19  years. 

In  1912  J.  B.  Pound  secured  a  25-year  lease  (with  an  additional 
25-year  option)  on  the  Hotel  Watterson  property  located  near  the 
corner  of  Water  and  Fourth  Streets  in  the  heart  of  the  business 
section  of  Louisville,  Ky.  Subsequent  thereto  the  Watterson  Hotel 
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3o.  was  organized  and  Pound  assigned  the  lease  to  that  corporation 
n  exchange  for  all  its  capital  stock,  of  the  par  value  of  $60,000, 
he  sum  fixed  by  the  respondent  as  invested  capital.  The  Hotel 
Watterson  was  advantageously  situated  and  well  equipped  to  produce 
i  substantial  return  on  the  investment  made  in  it.  At  various  times 
orior  and  subsequent  to  the  opening  of  the  hotel  Pound  was  offered 
arge  sums  of  money  for  the  purchase  of  the  lease. 

In  1918  the  Watterson  Hotel  Co.  expended  the  sum  of  $810  and 
n  1919  the  sum  of  $100  as  contributions  to  the  securing  of  better 
•oads  leading  into  Louisville.  In  1918  the  said  company  also  con- 
ributed  $2,200  to  assist  in  securing  the  location  of  Camp  Taylor 
lear  Louisville.  Camp  Taylor  was  a  training  camp  for  enlisted  men 
irid  officers.  Persons  in  and  visitors  to  that  camp  patronized  the 
Vatterson  Hotel  extensively. 

The  petitioners’  invested  capital  for  1919  was  reduced  by  the 
espondent  by  the  amount  of  income  and  profits  taxes  for  the  year 
918,  as  set  forth  in  the  respondent’s  deficiency  letter  dated  June  4, 

925. 

OPINION. 

Van  Fossan:  Section  283(f)  of  the  Revenue  Act  of  1926,  which 
>ecame  effective  on  February  26,  1926,  provides  : 

If  any  deficiency  in  any  income,  war-profits,  or  excess-profits  tax  imposed  by 
he  Revenue  Act  of  1916,  the  Revenue  Act  of  1917,  the  Revenue  Act  of  1918,  or 
he  Revenue  Act  of  1921,  or  by  any  such  Act  as  amended,  was  assessed  before 
une  3,  1924,  but  was  not  paid  in  full  before  that  date,  and  if  the  Commissioner 
fter  June  2,  1924,  but  before  the  enactment  of  this  Act  finally  determined  the 
mount  of  the  deficiency,  and  if  the  person  liable  for  such  tax  appealed  before 
he  enactment  of  this  Act  to  the  Board  and  the  appeal  is  pending  before  the 
>oard  at  the  time  of  the  enactment  of  this  Act,  the  Board  shall  have  jurisdic- 
ion  of  the  appeal.  In  all  such  cases  the  powers,  duties,  rights,  and  privileges 
f  the  Commissioner  and  of  the  person  who  has  brought  the  Appeal,  and  the 
arisdiction  of  the  Board  and  of  the  courts,  shall  be  determined,  and  the  com¬ 
utation  of  the  tax  shall  be  made,  in  the  same  manner  as  provided  in  subdivision 
e)  of  this  section,  except  as  provided  in  subdivision  (j)  of  this  section 
nd  except  that  the  person  liable  for  the  tax  shall  not  be  subject  to  the  pro- 
isions  of  subdivision  (d)  of  section  284. 

In  the  proceeding  under  consideration  the  deficiency  in  the  income 
ax,  war-profits  and  excess-profits  tax  arose  under  the  Revenue  Act 
f  1918  and  related  to  the  year  1918.  Such  taxes  were  assessed  in 
larch,  1924,  and  were  not  paid  in  full  before  June  3,  1924.  On  June 
7,  1925,  the  respondent  finally  determined  the  amount  of  the  defi- 
lency,  setting  forth  such  conclusion  in  the  form  of  a  certificate  of 
verassessment.  The  petitioners  appealed  on  July  25,  1925,  and 
leir  appeal  was  pending  before  the  Board  on  February  26,  1926, 
ae  date  of  the  enactment  of  the  Revenue  Act  of  1926.  Therefore, 
is  our  opinion  that  this  case  comes  squarely  within  the  said  section 
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283(f)  of  the  Revenue  Act  of  1926  and  that  consequently  we  hav< 
jurisdiction  of  the  appeal. 

In  the  computation  of  invested  capital  the  respondent  disallowecj 
the  value  of  the  Hotel  Patten  lease  transferred  by  J.  B.  Pound  to  thJ 
Patten  Hotel  Co.  in  1910  in  exchange  for  its  entire  capital  sto'll 
issue  of  $50,000,  on  the  theory  that  Pound  had  acquired  the  lease  fo: 
nothing.  This  fact  in  itself  is  not  sufficient  to  assign  no  value  to  th< 
leasehold.  Hotel  Roth ,  1  B.  T.  A.  1111;  The  Hub ,  3  B.  T.  A.  1259 
Pound  and  live  other  competent  witnesses  fixed  the  value  of  the  leas< 
at  from  $100,000  to  $200,000  at  the  time  of  its  transfer  to  the  Patteij 
Hotel  Co.  All  of  these  witnesses  showed  themselves  to  be  thoroughly! 
familiar  with  the  hotel  business  in  the  South  and  East  and  parti] 
cularly  with  the  situation  involved  in  the  leasing  and  operation  o* 
the  Hotel  Patten,  while  three  of  them  had  had  a  special  reason  U 
ascertain  the  value  of  the  lease  in  that  day  were  interested  in  its 
purchase  before,  at  or  subsequent  to  the  date  Pound  secured  the  leasei 
While  the  lease  originally  cost  Pound  nothing,  he  expended  a  con 
siderable  amount  of  money  and  much  effort  'and  lent  his  credit  tc 
the  enterprise  prior  to  his  assignment  of  the  lease  to  the  corporation 
These  acts  on  his  part  in  themselves  contributed  largely  to  the  rea' 
value  of  the  leasehold.  We  are  of  the  opinion  that  the  claim  of  the 
petitioners  that  the  invested  capital  of  the  Hotel  Patten  Co.  be  in¬ 
creased  by  $50,000  should  be  sustained  and  that  a  corresponding 
allowance  for  computing  exhaustion  of  the  said  leasehold  be  made. 

Pound  testified  that  the  value  of  the  assets  transferred  by  the 
Chattanooga  Hotel  Co.  to  the  Hotel  Patten  Co.  in  1918  was  approxi¬ 
mately  $136,000,  while  the  amount  of  preferred  stock  received  therefoi 
was  $100,000.  He  submitted  no  basis  whatever  for  what  he  termed 
was  his  “  opinion  ”  of  the  actual  cash  value  of  those  assets,  and  his  tes¬ 
timony  is  not  convincing.  It  is  our  opinion  that  the  petitioners  have] 
not  brought  themselves  within  the  requirements  of  section  326(a)  (2) 
of  the  Revenue  Act  of  1918,  which  defines  invested  capital  as  the - 

Actual  cash  value  of  tangible  property,  other  than  cash,  bona  tide  paid  in  for 
slock  or  shares,  at  the  time  of  such  payment,  but  in  no  case  to  exceed  the  par 
value  of  the  original  stock  or  shares  specifically  issued  therefore,  unless  the, 
actual  cash  value  of  such  tangible  property  at  the  time  paid  in  is  shown  to  the 
satisfaction  of  the  Commissioner  to  hare  been  clearly  and  substantially  in 
excels  of  such  par  value ,  in  irhieh  case  such  excess  shall  be  treated  as  paid-in 
surplus:  *  *  *  (Italics  ours.) 

Petitioners,  therefore,  on  the  record,  are  not  entitled  to  this  in¬ 
crease  of  $36,000  in  the  invested  capital  of  the  Hotel  Patten  Co.  as  of 
January  1,  1918. 

The  petitioners  contend  that  the  lease  covering  the  Hotel  Seminole 
property  was  worth  at  least  $150,000  at  the  time  it  was  assigned  to 
the  Ucita  Investment  Co.  in  exchange  for  $99,000  of  the  capital 
stock  of  that  corporation  and  introduced  the  testimony  of  various* 
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real  estate  dealers  and  so-called  experts  to  support  their  claim.  How¬ 
ever,  in  1909  J.  B.  Pound,  then  a  stranger  to  the  enterprise,  pur¬ 
chased  at  par  the  entire  capital  stock  of  $99,000.  The  company  was 
in  financial  difficulties  when  Pound  purchased  its  stock.  It  must  be 
borne  in  mind  also  that  the  Hotel  Seminole  building  itself  was  not 
properly  adapted  to  hotel  uses  and  that  the  success  of  the  venture 
was  by  no  means  assured.  We  approve  the  action  of  the  respondent 
in  refusing  to  allow  the  sum  of  $51,000  as  paid-in  surplus,  purporting 
to  represent  the  excess  value  of  the  lease  over  the  amount  of  capital 
stock  received  therefor.  Consequently,  no  increased  allowance  should 
be  made  in  computing  exhaustion  of  that  lease. 

The  petitioners  assert  that  the  respondent  allowed  depreciation  on 
the  Hotel  Seminole  property  in  the  amount  of  $10,113.78  for  the 
years  1918  and  1919,  whereas  the  sum  of  $12,642.22  should  have  been 
allowed  for  each  year.  No  evidence  was  submitted  to  support  these 
figures.  Pound  described  the  character  of  the  hotel  building,  and 
asserted  that  it  was  constantly  in  need  of  repairs  and  stated  tnat 
in  his  opinion  the  yearly  depreciation  for  1918,  1919,  and  1920  v  as 
from  $12,000  to  $15,000.  The  witness  was  not  certain  as  to  what 
method  was  employed  by  the  Utita  Investment  Co.  in  charging 
repairs,  replacements  and  expenses  on  its  books.  On  the  record 
petitioners  have  not  proved  that  they  are  entitled  to  an  additional 
allowance  for  depreciation. 

The  respondent  disallowed  an  excess  value  of  $25,000,  representing 
a  lease  on  the  Hotel  Savannah  which  had  been  secured  originally  by 
S.  J.  and  J.  A.  Newcomb  and  assigned  by  them  to  the  Newcomb  Hotel 
Co.  The  term  of  the  lease  was  21  years  and  the  rental  was  based 
on  the  actual  cost  of  the  building  and  land.  No  money  was  expended 
for  promotion  or  effecting  the  sale  of  stock  or  bonds  and  the  construc¬ 
tion  bills  were  paid  in  cash,  thereby  resulting  in  unusual  economy. 
The  Hotel  Savannah  Avas  exceptionally  well  located  and  at  the  time 
was  the  only  first-class  hotel  in  Savannah.  Due  to  the  ill  health 
of  J.  A.  Newcomb  and  to  other  purely  personal  reasons,  Pound  pur¬ 
chased  the  capital  stock  of  the  corporation,  of  the  par  value  of 
$50,000,  for  the  sum  of  $25,000.  The  corporation  owned  the  furni¬ 
ture  and  fixtures  and  lease.  J.  A.  Newcomb  valued  the  lease  at 
at  least  $25,000,  while  Pound  testified  that  it  was  worth  $150,000  at 
the  time  he  secured  control  of  the  Newcomb  Hotel  Co.  We  are  of  the 
opinion  that  the  petitioners  are  entitled  to  a  lease  value  of  $25,000 
as  invested  capital,  as  claimed  by  them  and  that  a  corresponding 
allowance  should  be  made  in  computing  exhaustion  of  that  lease. 

The  respondent  lias  allowed  as  invested  capital  the  sum  of  $60,000, 
representing  the  par  value  of  the  capital  stock  of  the  A  atteison 
Hotel  Co.  received  by  J.  B.  Pound  in  exchange  for  the  assignment 
of  his  lease  on  the  Watterson  Hotel  property.  The  petitioners  claim 
that  the  said  lease  had  a  value  of  at  least  $100,000  at  the  time  o;  its 
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assignment,  that  the  figure  of  $60,000  was  merely  nominal  becaust 
Pound  owned  all  of  the  stock  except  qualifying  shares  and  that  fo; 
purposes  of  State  taxation  and  for  other  reasons  the  full  value  of  th< 
lease  was  not  measured  by  the  amount  of  capital  stock  received 
By  Pound  himself  and  other  competent  witnesses  who  had  mad* 
offers  for  the  purchase  of  this  lease  prior,  near,  and  subsequent  to  the 
time  of  its  acquisition  by  the  corporation,  the  value  therefor  was 
established  as  at  least  $100,000.  The  evidence  submitted  is  convinc 
ing  and  uncontradicted,  and  we  hold  that  the  excess  amount  ol 
$40,000  claimed  by  the  petitioner  as  added  invested  capital  of  th< 
Y\  atterson  Hotel  Co.  is  properly  allowable.  A  corresponding  increase 
should  be  allowed  in  computing  exhaustion  of  the  leasehold. 

The  sums  expended  by  the  Watterson  Hotel  Co.  to  assist  in  securing 
better  roads  for  the  vicinity  of  Louisville  were  for  a  purpose  entirely 
too  remote  and  unrelated  to  the  direct  business  needs  of  the  petitioner 
to  permit  their  allowance  as  deductions  from  income.  The  sum  of 
$2,200  contributed  by  the  Watterson  Hotel  Co.  in  1918  to  assist  in 
accomplishing  the  location  of  Camp  Taylor  was  for  the  purpose  of. 
and  resulted  in  a  direct  and  distinct  business  benefit  to  the  petitioner, 
and  is  allowed  as  a  proper  deduction  from  income.  Anniston  City 
Land  Co .,  2  B.  T.  A.  256;  Ranier  Grand  Co .,  11  B.  T.  A.  520. 

Petitioners  contend  that  their  invested  capital  for  1918  and  1919 
should  not  be  reduced  by  the  amount  of  income  taxes  appearing  due 
on  the  face  of  the  returns  and  by  additional  taxes  found  to  be  due  by 
the  respondent  for  the  immediately  preceding  years.  Although  no  evi¬ 
dence  v as  introduced  on  this  point,  this  question  was  ruled  adversely 
to  petitioners  in  Russell  Wheel  &  Foundry  Co .,  3  B.  T.  A.  1168. 

Judgment  will  he  entered  under  Ride  50. 


Low  IN  J.  SCHOETTLE  Co.,  PETITIONER,  V.  COMMISSIONER  OF 

Internal  Revenue,  Bespondent. 

Docket  No.  1941.  Promulgated  October  12,  1928. 

The  bond  filed  by  the  petitioner  in  connection  with  a  claim  in 
abatement  does  not  operate  to  extend  the  statutory  period  of 
limitations  for  the  assessment  and  collection  of  taxes.  C.  B.  Shaf¬ 
fer,  12  B.  T.  A.  298,  and  Gulf  States  Steel  Co.,  12  B.  T.  A.  1244, 
followed. 

Victor  77.  Blanc ,  Esq.,  for  the  petitioner. 

J.  A.  C  Callaghan,  Esq.,  for  the  respondent. 

The  respondent  determined  a  deficiency  of  $19,991.60  in  income  and 
excess-profits  taxes  for  the  year  1917.  Pursuant  to  an  order  entered 
1h  i  ein  on  August  29,  1928,  the  issues  involved  in  this  proceeding  were 
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limited  at  the  hearing  to  the  statute  of  limitations  question  raised  by 
the  petitioner’s  amended  petition. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Pennsylvania  corporation  with  principal  offices 
in  Philadelphia,  and  is  engaged  in  the  business  of  manufacturing 
paper  boxes  and  mailing  tubes. 

The  petitioner’s  return  for  the  calendar  year  1917  was  filed  with 
the  Collector  of  Internal  Revenue,  First  District  of  Pennsylvania,  on 
March  29,  1918.  The  return  was  executed  and  sworn  to  by  Edwin  J. 
Schoettle  and  John  G.  Bayne,  as  president  and  secretary,  respec¬ 
tively,  of  the  corporation.  On  January  10,  1916,  Edwin  J.  Schoettle 
was  elected  treasurer  of  the  petitioner,  and  in  1917  and  1918,  in  addi¬ 
tion  to  being  president  of  the  corporation,  was  also  its  treasurer. 

In  March,  1923,  the  respondent  made  a  jeopardy  assessment  against 
the  petitioner  in  the  amount  of  $33,786.97  for  additional  taxes  for 
the  year  1917. 

On  May  4,  1923,  the  petitioner,  as  principal,  and  the  Central  Trust 
&  Savings  Co.,  as  surety,  executed  under  their  respective  corporate 
seals,  the  following  instrument: 

Know  All  Men  by  These  Presents,  That  Edwin  J.  Schoettle  Company,  as 
principal,  and  Central  Trust  and  Savings  Company,  as  surety,  are  held  and 
firmly  bound  unto  Blakely  D.  McCaughn,  Collector,  First  District,  Pennsyl¬ 
vania,  in  the  sum  of  Thirty-three  thousand  Seven  hundred  eighty  six  and  97/100 
Dollars,  lawful  money  of  the  United  States,  for  the  payment  whereof  we  bind 
ourselves,  our  heirs,  executors,  administrators,  successors  and  assigns,  jointly  and 
severally,  firmly  by  these  presents.  Whereas  the  Collector  of  Internal  Revenue  for 
the  1st.  District  of  Penna.  has  assessed  against  Edwin  J.  Schoettle  Co.  the  sum 
jf  $33786.97  additional  Income  and  Excess  Profits  Tax  for  1917  and  Whereas  the 
said  Edwin  J.  Schoettle  Co.  has  filed  a  claim  in  abatement  from  such  assessment. 

Now  Therefore,  the  condition  of  the  foregoing  obligation  is  such  that  if 
the  principal  shall  on  notice  and  demand  by  the  Collector  duly  pay  any  part 
of  such  tax  found  by  the  Commissioner  to  be  due,  with  interest  at  the  rate 
of  six  per  cent  per  annum  from  the  time  such  tax  would  have  been  due  had  no 
mch  claim  been  filed,  and  shall  otherwise  well  and  truly  perform  and  observe 
all  the  provisions  of  law  and  the  regulations,  then  this  obligation  is  to  be  void, 
but  otherwise  to  remain  in  full  force  and  virtue. 

This  bond  was  filed  with  the  collector  by  the  petitioner  in  connec¬ 
tion  with  a  claim  for  the  abatement  of  the  taxes  assessed. 

The  petitioner,  on  February  2,  1924,  signed,  and  thereafter  filed 
with  the  respondent,  an  instrument  reading  as  follows : 

In  pursuance  of  the  provisions  of  subdivision  (d)  of  Section  250  of  the 
Revenue  Act  of  1921,  Edwin  J.  Schoettle  C'o.,  of  Philadelphia,  Pa.  and  the  Com¬ 
missioner  of  Internal  Revenue,  hereby  consent  to  a  determination,  assessment,  and 
collection  of  the  amount  of  income,  excess-profits,  or  war-profits  taxes  due  under 
any  return  made  by  or  on  behalf  of  the  said  corporation  for  the  years  1916,  191 7, 
and  1918  under  the  Revenue  Act  of  1921,  or  under  prior  income,  excess-profits, 
or  war-profits  tax  Acts,  or  under  Section  38  of  the  Act  entitled  “An  Act  to  provide 
revenue,  equalize  duties,  and  encourage  the  industries  of  the  United  States,  and 
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for  other  purposes  ”,  approved  August  5,  1S09.  This  waiver  is  in  effect  from  the 
date  it  is  signed  bj  the  taxpayer  and  will  remain  in  effect  for  a  period,  of  one  year 
after  the  expiration  of  the  statutory  period  of  limitations,  or  the  statutory  period 
of  limitation  as  extended  by  any  waivers  already  on  tile  with  the  Bureau,  within 
which  assessments  of  taxes  may  be  made  for  the  year  or  years  mentioned. 

On  or  about  April  1,  1924,  the  petitioner  requested  the  respondent 
in  writing  to  refer  its  appeal  involving  1917  tax  liability  to  the  Com¬ 
mittee  on  Appeals  and  Review  and  to  grant  it  an  oral  hearing  before 
that  committee  on  the  questions  in  controversy. 

t  he  petitioner’s  claim  in  abatement  was  rejected  by  the  respondent 
on  December  15,  1924,  in  the  amount  of  $19,991.60. 


OPINION. 

Arundell:  To  the  plea  of  the  bar  of  the  statute  of  limitation 
respondent  has  interposed  the  defense  that  the  bond  filed  by  peti¬ 
tioner  with  its  claim  in  abatement  is  a  consent  in  writing  within  the 
meaning  of  the  taxing  statute.  This  contention  was  ruled  upon 
adversely  by  us  in  the  case  of  C.  B.  Shaffer ,  12  B.  T.  A.  298,  and 
Gulf  States  Steel  Co .,  12  B.  T.  A.  1244.  See  also  United  States  v. 
John  Barth  Co .,  decided  by  the  United  States  Circuit  Court  of 
Appeals  for  the  Seventh  Circuit,  June  7,  1928. 

As  a  further  defense  respondent  contends  that  petitioner’s  return 
does  not  meet  the  requirements  of  section  13(b)  of  the  Revenue  Act 
of  1916,  which  was  in  effect  at  the  time  the  return  was  filed,  in  that 
the  return  was  sworn  to  by  petitioner’s  president  and  secretary, 
wherein  the  statute  requires  that  it  be  sworn  to  by  the  president  and 
treasurer  of  the  company.  The  evidence  discloses  however,  that 
Schoetcle,  who  executed  the  return  as  president  of  the  company,  was 
during  the  taxable  year  and  at  the  date  the  return  was  filed  also 
petitioner’s  treasurer.  In  view  of  this  fact-  it  becomes  unnecessary  to 
pass  upon  the  legal  question  raised  by  respondent. 

Judgment  will  he  entered  for  the  petitioner. 


Mollohon  Manufacturing  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  14118.  Promulgated  October  12,  1928. 


George  K.  II.  Goodner ,  Esq .,  for  the  petitioner. 
J.  E.  Mather ,  Esq.,  for  the  respondent. 


I  his  is  a  proceeding  for  the  redetermination  of 
income  and  profits  taxes  for  the  calendar  year  1920 
of  $10,454.64. 


a  deficiency  in 
in  the  amount 


The  issues  are 
plus  on  account 
prior  to  January 


:  (a)  Whether  respondent  erred  in  reducing  sur- 
ol  alleged  insufficient  allowance  for  depreciation 
1,  1917.  (b)  1  he  failure  of  tin*  respondent  to  in- 
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crease  surplus  to  reflect  reductions  which  should  be  made  in  taxes  for 
years  immediately  preceding  by  correcting  as  to  those  years  the  same 
error  aljeged  in  the  first  assignment,  (c)  Whether  the  respondent 
erred  in  deducting  $20,029.50  on  account  of  1919  income  taxes  pro¬ 
rated  in  determining  invested  capital  for  1920. 

The  petition  was  amended  at  the  hearing  to  allege  that  the  period 
of  limitation  provided  by  statute  is  a  bar  to  the  assessment  and 
collection  of  any  deficiency  for  the  taxable  year  involved. 

The  issue  as  to  the  statute  of  limitations  was  waived  by  the  peti¬ 
tioner  in  his  brief. 

Another  issue  was  raised  in  the  petition  but  was  waived  at  the 
hearing,  leaving  in  controversy  only  the  issues  above  set  out. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  South  Carolina  corporation  with  its  principal 
office  at  Newberry.  It  is  engaged  in  the  operation  of  a  cotton  mill 
at  Newberry.  It  began  business  in  1902. 

On  December  31,  1916,  the  books  of  the  petitioner  disclosed  a 
totaj  cost  of  plant  account  of  $700,844.44,  which  amount  is  not  in 
dispute.  The  books  also  disclosed  a  depreciation  reserve  on  Decem¬ 
ber  31,  1916,  of  $34,130.38.  In  auditing  the  income-tax  return  for 
1920  and  also  the  returns  for  1917,  1918,  and  1919,  the  respondent 
increased  the  depreciation  reserve  as  of  December  31,  1916,  to  $140,- 
168.88,  thereby  reducing  invested  capital.  The  revenue  agent,  as  a 
result  of  his  examination,  proposed  a  depreciation  reserve  as  of 
January  1,  1917,  of  $408,996.68,  which  amount  was  reduced  by  the 
respondent  to  the  amount  stated  above,  which  is  approximately  20 
per  cent  of  the  then  depreciable  plant  account. 

The  petitioner  had  no  renewals  and  replacements  during  the  years 
prior  to  1917. 

The  total  tax  liability  of  the  petitioner  for  1919  as  determined 
by  the  respondent  was  $47,525.43.  This  amount  prorated  and 
leductecl  from  surplus  has  resulted  in  the  reduction  of  the  1920 
invested  capital  in  the  amount  of  $20,029.50. 

OPINION. 


Trammell:  It  is  the  contention  of  the  petitioner  that  the  burden 
if  proof  is  upon  the  respondent  in  this  case  to  show  by  a  preponder- 
mce  of  the  evidence  that  the  books  do  not  correctjy  reflect  that 
•surplus  as  of  December  31,  1916.  In  other  words,  that  the  depre¬ 
cation  reserve  set  up  by  the  petitioner  must  be  accepted  as  correct  in 
he  absence  of  affirmative  evidence  to  the  contrary.  Acting  upon 
his  theory  of  the  case,  the  petitioner  has  introduced  no  evidence  for 
he  purpose  of  showing  that  the  determination  was  incorrect. 
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e  think  that  the  petitioner  is  in  error  in  his  contention  with 
respect  to  the  burden  of  proof.  The  burden  of  proof  in  this  case 
ls  upon  the  petitioner.  It  is  the  duty  of  the  petitioner  to,  go  forward 
and  introduce  evidence  and  our  decision  will  be  based  upon  what 
we  consider  the  preponderance  of  evidence  to  establish. 

Under  such. circumstances  as  set  out  here  we  give  great  weight 
to  the  bookkeeping  entries,  but  there  must  be  introduced  evidence, 
however  slight,  upon  which  we  could  base  our  conclusion  that  the 
action  of  the  respondent  was  erroneous. 

A.  R.  M.  106  and  the  regulations  of  the  Commissioner  to  the  effecl 
that  the  surplus  reflected  by  the  books  of  the  taxpayer  will  not  be 
disturbed  except  upon  the  basis  of  affirmative  evidence  that  thev 
are  incorrect,  are  administrative  regulations  governing  the  opera¬ 
tions  of  the  Bureau,  but  when  a  case  is  brought  before  the  Board 
we  must  decide  it  upon  the  evidence  in  the  case. 

In  our  opinion  the  evidence  in  this  case  is  not  sufficient  to  over¬ 
come  the  presumption  of  the  correctness  of  the  Commissioner’s 
determination. 

The  assistant  treasurer  of  the  corporation  who  had  charge  of  the 
books  was  asked  the  question  whether  any  depreciation  was  charged 
by  the  corporation  prior  to  1916  on  its  books.  He  stated  that  he 
could  not  answer  the  question ,  that  he  had  no  idea  or  knowledge. 
He  testified  also  that  he  had  made  some  investigation  in  order  to 
familiarize  himself  with  the  questions  which  were  involved.  He 
was  also  asked  if  he  had  any  knowledge  or  idea  as  to  the  amount  of 
money  the  corporation  had  expended  during  the  years  1904  to  1916, 
inclusive,  for  repairs  and  maintenance  as  reflected  by  the  books  and 
records.  He  stated  that  he  did  not  have  any  idea.  He  was  further 
asked  the  question,  “  Do  you  know  what  amount  and  when  and  under 
what  circumstances  the  reserve  that  is  referred  to  in  the  pleadings 
as  $30,000  or  $40,000  wTas  set  up  on  your  books  ?  ”  He  answered,  “  I 
do  not.”  No  testimony  was  introduced  with  respect  to  the  time 
when  this  reserve  was  set  up,  as  to  whether  any  reserve  was  set  up 
during  each  of  the  years  1902  to  1916,  inclusive,  or  whether  the 
amount  of  the  reserve  appearing  on  the  books  on  that  date  was  se; 
up  at  that  time  for  the  first  time. 

A  letter  from  the  petitioner  to  the  Commissioner  was  introduced 
in  evidence.  Attached  to  this  letter  was  a  statement  showing  the 

O 

cost  of  the  assets  and  the  estimated  life  thereof  with  respect  to  each 
kind  of  property.  The  estimated  life  of  the  property  as  contained 
in  this  statement  and  the  cost  of  the  particular  kind  of  asset  is 
wholly  inconsistent  with  the  action  of  the  petitioner  in  setting  up  a 
reserve  on  its  books  in  the  amount  of  $34,130.38.  There  is  also  a 
statement  in  the  letter  of  the  petitioner  to  the  effect  that  no  actual 
renewals  or  replacements  were  made  during  the  prior  years. 
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The  petitioner  relies  upon  and  cites  to  us  the  case  of  Hough  & 
Keenan  Storage  <&  Transfer  Co.  v.  Heiner ,  20  Fed.  (2d)  912.  In 
that  case  the  court  held  that  the  Commissioner  might  not  reduce  the 
amount  of  invested  capital  below  the  amount  disclosed  by  the  tax¬ 
payer’s  income  and  profits-tax  return  or  by  its  books  on  the  theory 
that  adequate  provision  had  not  been  made  for  depreciation  sus¬ 
tained  in  prior  years.  In  that  case,  however,  affirmative  evidence 
was  introduced  and  the  court  did  not  rely  upon  the  presumption 
that  the  books  were  correct.  The  court  said :  “  The  showing  of  the 
plaintiff’s  books  supported  by  the  testimony  of  creditable  witnesses 
and  the  condition  of  the  buildings  as  they  appeared  on  examination 
have  satisfied  me  that  the  arbitrary  rule  which  the  Government  seeks 
to  apply  with  reference  to  the  alleged  depreciation  through  prior 
years  is  erroneous  and  cannot  prevail.” 

In  this  case  the  books  of  the  petitioner  wTere  not  introduced  in 
evidence.  The  petitioner  did  not  introduce  testimony  of  witnesses 
familiar  with  the  method  of  keeping  the  books.  No  testimony  was 
introduced  with  respect  to  the  condition  of  the  property  or  that 
provision  had  been  made  for  the  exhaustion  of  property  in  any  other 
account  or  that  renewals  and  replacements  charged  to  expense  offset 
to  any  extent  the  depreciation.  That  case  is  not  authority  for  the 
position  of  the  petitioner  that  no  evidence  whatever  is  required  to 
be  introduced  by  the  petitioner  and  that  the  burden  of  proof  is  on 
the  respondent.  It  is  to  be  presumed  that  a  public  officer  in  the  dis¬ 
charge  of  his  duty  has  done  what  he  was  required  to  do.  This 
being  true,  it  is  the  presumption  that  the  Commissioner  had  affirma¬ 
tive  evidence  that  the  books  were  not  correct  in  the  statement  of  the 
amount  of  the  depreciation  reserve. 

In  the  case  of  Edward  E.  Reik  v.  Heiner ,  25  Fed.  (2d)  453,  the 
court  said : 

Nor  is  there  a  burden  on  the  Commissioner  when  he  has  formally  determined 
in  amount  of  depreciation,  to  prove  it  right  as  a  condition  to  sustaining  the 
assessment  by  showing  the  investigation  he  has  pursued  and  the  matters  that 
have  influenced  his  judgment  in  arriving  at  it,  for  having  found  the  depreciation 
and  having  made  an  assessment  based  on  it,  the  law  presumes  his  action  right 
and  the  assessment  prima  facie  valid. 

We  can  not  accept  the  proposition  that  bookkeeping  entries  are 
conclusive  on  the  question  of  tax  liability.  Clearly  the  law  is  the 
>ther  way  and  they  are  only  evidentiary,  being  neither  indispensable 
tor  conclusive.  Doyle  v.  Mitchell  Brothers ,  247  U.  S.  179 ;  Southern 
p acifio  Railroad  v.  Munter ,  260  Fed.  837. 

In  view  of  the  foregoing,  it  is  our  opinion  that  the  preponderance 
)f  evidence  does  not  show  that  the  action  of  the  respondent  was 
■rroneous  with  respect  to  the  increase  of  the  depreciation  reserve. 

With  respect  to  the  reduction  of  invested  capital  on  account  of 
he  previous  year’s  taxes  prorated,  this  question  has  been  decided  in 
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previous  decisions  of  the  Board  adversely  to  the  contention  of.  the 
petitioner.  Russel  Wheel  <&  Foundry  Co.,  3  B.  T.  A.  1168;  B.  F. 
Boyer  Co.,  4  B.  T.  A.  180;  Randall  Brothers,  Inc.,  4  B.  T.  A.  291: 
Manmlle  Jenckes  Co.,  4  B.  T.  A.  765. 

Judgment  will  be  entered  under  Rule  50 


Hutchins  Lumber  &  Storage  Co.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 


Docket  No.  7129.  Promulgated  October  12,  1928. 


Respondent’s  action  in  refusing  to  allow  the  petitioner  a  deduc¬ 
tion  from  closing  inventory  on  account  of  alleged  rotten  and  unsal¬ 
able  lumber  discovered  during  tlie  year  approved. 


John  E.  Hughes,  Esq.,  and  William  Cogger,  Esq.,  for  the  petitioner. 
J.  E.  Marshall,  Esq.,  and  Maumee  Par  shall,  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  income 
and  profits  taxes  of  $9,865.52  for  1918.  The  matters  in  controversy 
are  (1)  the  respondent’s  refusal  to  allow  as  a  deduction  in  computing 
petitioner’s  net  income  an  amount  of  $17,541.22  for  lumber  which  was 
unsalable  in  the  normal  course  of  business  because  of  its  damaged  con¬ 
dition,  and  (2)  whether  the  petitioner’s  profits  tax  as  determined  by 
the  respondent  under  the  provisions  of  section  328  of  the  Revenue  Act 
of  1918  is  the  average  tax  of  representative  corporations  in  accordance 
with  the  provisions  of  that  section  of  the  Act.  By  agreement  of  the  par¬ 
ties  the  hearing  was  limited  to  the  first  of  the  above  mentioned  matter 
in  controversy,  the  second  to  be  considered  in  further  proceedings. 


FINDINGS  OF  FACT. 


The  petitioner  is  an  Illinois  corporation  with  its  principal  office  at 
Blue  Island.  It  is  engaged  in  the  wholesale  and  retail  lumber  busi¬ 
ness,  shipping  lumber  in  carload  lots  and  also  by  truck.  The  ship¬ 
ments  of  lumber  received  in  petitioner’s  yard  in  1918  were  inspected 
and  found  to  be  merchantable  and  salable.  The  lumber  was  then 
stacked  in  piles  adjacent  to  the  railroad  tracks. 

When  the  lumber  was  being  loaded  for  shipment  certain  of  it  was 
found  to  be  neither  usable  nor  salable.  At  the  beginning  and  end 


of  1918  the  petitioner  took  its  inventories  at  cost,  which  was  in  ac¬ 
cordance  with  the  basis  on  which  it  has  always  taken  its  inventories. 
The  petitioner’s  opening  inventory  for  1919  was  brought  on  its  lKiok- 
of  account  under  date  of  January  1.  1919?  in  the  amount  ol  $118.- 
284.80.  Tn  its  return  for  the  year  1918,  which  was  filed  on  April 
29.  191I>.  the  petitioner  reported  its  inventory  at  the  end  of  1918  as 
$100,743.58.  Under  date  of  December  31,  1919,  an  entry  was  midf 
in  the  petitioner’s  books  of  account  whereby  the  undivided  profits 
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account  was  charged  and  the  purchases  account  credited  with  $17,- 
541.21,  being  the  difference  between  the  amount  of  petitioner’s  closing 
inventory  as  reported  in  its  1918  return  and  the  amount  of  its  opening 
inventory  for  1919  as  shown  by  its  books.  The  entry  contained  the 
following  explanation:  “  This  entry  made  to  adjust  inventory,  Janu¬ 
ary  1,  1919,  $4.50  per  M  for  culls,  3,898,049  ft.”  The  petitioner’s 
inventory  at  December  31,  1918,  after  eliminating  approximately 
300,000  feet  of  rotten  lumber,  was  3,898,049  feet  of  good  lumber. 

In  determining  the  petitioner’s  income  for  1918,  the  respondent 
used  for  closing  inventory  the  amount  of  $118,284.80. 

OPINION. 

Trammell:  The  petition  as  amended  alleges  that  the  respondent 
erred  as  follows:  (1)  In  failing  to  allow  petitioner  a  paid-in  surplus 
of  $29,551.42;  (2)  in  failing  to  allow  petitioner  an  addition  to  its 
invested  capital  of  $30,000  for  250  shares  of  its  stock  donated  to  the 
petitioner  and  later  sold  by  it  for  $10,000  cash  plus  $20,000  worth  of 
lumber;  (3)  in  failing  to  add  to  petitioner’s  1918  invested  capital  the 
sum  of  $5,126.94  because  of  increase  of  its  closing  1917  inventory,  and 
in  failing  to  deduct  this  sum  from  its  1918  income  as  computed  by 
him ;  (4)  in  refusing  to  allow  petitioner  to  deduct  in  computing  its 
net  income  for  1918  the  sum  of  $17,541.22  for  lumber  which  was 
unsalable  in  the  normal  course  of  business  because  of  its  damaged 
condition;  (5)  in  deducting  from  petitioner’s  invested  capital  the 
sum  of  $3,398.96  for  1917  income  taxes,  some  of  which  were  not  paid 
and  did  not  become  a  liability  until  after  the  close  of  the  calendar 
year  1918;  (6)  in  failing  to  charge  the  petitioner  the  average  tax  paid 
by  representative  corporations  in  accordance  with  the  provisions  of  sec¬ 
tion  328.  Of  the  foregoing,  the  respondent  in  his  answer  admitted 
error  with  respect  to  numbers  (1)  and  (2).  The  invested  capital 
should,  therefore,  be  increased  by  giving  effect  to  those  two  items. 

At  the  hearing  the  petitioner  withdrew  errors  assigned  numbered  (3) 
and  (5),  and  it  was  agreed  between  the  parties  that  number  (6)  would 
be  left  for  consideration  in  further  proceedings.  This  action  of  the 
parties  leaves  for  our  consideration  at  this  time  onty  number  (4). 

It  is  the  petitioner’s  contention  that  its  inventory  at  the  end  of  the 
year  1918  was  only  $100,743.58,  as  reported  in  its  1918  return,  and 
not  $118,284.80  as  determined  by  the  respondent;  that  the  difference 
between  these  amounts  or  $17,541.22,  which  is  the  amount  of  the  de¬ 
duction  claimed  in  the  assignment  of  error,  represented  the  cost  price 
of  certain  lumber  which  in  1918  was  found  to  be  rotten  and  unsalable. 

The  first  question  to  be  determined  is  whether  the  inventory  of 
$118,284.80  actually  included  the  rotten  and  unsalable  lumber  or  in¬ 
cluded  only  merchantable  lumber.  If  it  did  in  fact  include  the  rotten 
lumber,  the  inventory  should  be  reduced  accordingly.  To  determine 
this  fact  requires  an  analysis  of  the  testimony.  There  is  definite  and 
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positive  testimony  that  the  good  lumber  on  hand  at  the  close  of  the 
year  was  3,898,049  feet.  The  inventory  was  taken  at  cost  which  was 
from  $30  to  $40  per  thousand.  If  we  take  the  average  cost  of  only 
$31  per  thousand,  the  cost  of  the  good  lumber  on  hand  would  be 
in  excess  of  the  inventory  determined  by  the  respondent.  The  re¬ 
spondent  accepted  the  inventory  as  it  appeared  on  the  petitioner’s 
books  at  the  end  of  the  year  and  used  that  as  the  closing  inventory 
for  1918  and  the  opening  inventory  for  1919.  While  the  case  in¬ 
volving  1919  was  before  the  Board  the  petitioner  raised  no  question 
as  to  the  correctness  of  the  opening  inventory. 

The  petitioner  contends  that  during  the  year  when  it  was  discov¬ 
ered  that  lumber  was  rotten  it  was  removed  from  the  good  lumber. 
It  was  put  out  in  the  yard  and  employees  were  permitted  to  take  it 
away.  Some  of  it  was  used  in  connection  with  the  shipment  of  good 
lumber  in  cars,  and  some  of  it  was  used  to  fill  in  holes  and  low  places  on 
the  premises  and  covered  with  cinders.  It  was  not  preserved  and  no  ef¬ 
forts  were  made  to  keep  it  on  hand  until  the  end  of  the  year  when  the  in¬ 
ventories  were  taken,  nor  were  any  records  kept  of  this  rotten  lumber. 

All  the  facts  and  circumstances  in  the  case  lead  us  to  the  conclusion 
that  the  petitioner  did  not  include  in  its  closing  inventory  for  1918 
the  amount  of  the  rotten  lumber  now  sought  to  be  eliminated  from 
that  inventory.  The  determination  of  the  respondent  is  therefore 

appio\ed.  Fv/rther  action  may  be  had  under  the  'pro¬ 

visions  of  Rule  62. 


Savannah  Ship  Chandlery  &  Supply  Co.,  Petitioner,  v.  Com¬ 
missioner  of  Internal  Revenue,  Respondent. 

Docket  No.  14805.  Promulgated  October  12,  1928. 

The  Commissioner  taxes  as  income  to  petitioner  certain  profits 
made  on  the  purchase  and  sale  of  ships.  The  evidence  was  found 
to  establish  that  such  gains  were  not  income  to  this  petitioner, 
which  had  no  part  in  the  transaction. 

T.  J .  O'Biden,  Jr .,  Esq.,  for  the  petitioner. 

T .  M.  Mather,  Esq.,  for  the  respondent. 

This  proceeding  is  >for  a  redetermination  of  income  and  excess- 
profits  taxes  for  1920  amounting  to  $17,241.05. 

findings  of  fact. 

Petitioner  is  a  Georgia  corporation  with  principal  offices  at  201 
West  River  Street,  Savannah,  and  is  engaged  in  the  business  of 
trading  in  ships’  supplies.  The  500  shares  of  petitioner’s  stock  were 
held  by  the  following  persons  in  1920: 
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Shares 

J.  F.  O’Brien _ 206 

J.  F.  Paulsen _ _ _ 112 

G.  H.  Meinert _  82 

V.  B.  Avery _ ’ _  80 

J.  H.  Paulsen _  20 


O’Brien  was  petitioner’s  president  and  treasurer  in  1920.  He  was 
also  president  of  two  other  companies,  from  which  he  received 
salaries  in  excess  of  the  salary  paid  him  by  petitioner.  He  was  also 
a  stockholder  and  director  of  the  Propeller  Tow  Boat  Co.,  which 
company  paid  him  no  salary. 

The  total  outstanding  capital  stock  of  the  Propeller  Tow  Boat 
Co.  in  1920  was  $200,000,  divided  into  2,000  shares  of  the  par  value 
of  $100  a  share.  The  following  holders  of  petitioner’s  stock  owned 
the  following  number  of  shares  of  the  stock  of  the  Propeller  Tow 
Boat  Co.  in  1920: 

Shares 


J.  F.  O’Brien. 

V.  B.  Avery _ 

J.  F.  Paulsen. 
J.  H.  Paulsen 
G.  H.  Meinert. 


155 

128 

37 

29 

None 


On  or  about  June  24,  1920,  two  tow  boats  were  bought  by  O'Brien 
from  the  Propeller  Tow  Boat  Co.  for  $105,000,  and  were  sold  on  the 
same  day  by  O’Brien  to  one  Armstrong  for  $110,000.  Armstrong 
made  payment  directly  to  the  Tow  Boat  Co.  O’Brien  received  a 
check  for  $5,000  on  the  same  day  from  the  Propeller  Tow  Boat  Co. 
to  account  for  the  profit  made  on  the  transaction.  He  deposited  the 
check  in  a  bank  to  his  personal  account.  On  the  same  day  he  gave 
his  personal  checks  to  the  following  persons  in  the  following  amounts : 


J.  F.  Paulsen _ $1, 120 

J.  H.  Meinert _  820 

V.  B.  Avery _  800 

J.  H.  Paulsen _  200 


On  or  about  July  13,  1920,  O'Brien  purchased  three  tugs  from  the 
Propeller  Tow  Boat  Co.  tfor  $50,000.  He  made  one  cash  payment  of 
$1,000  on  July  13,  1920,  and  a  further  payment  of  $49,000  in  cash 
on  July  21,  1920.  The  tugs  were  delivered  on  July  14,  1920.  He 
borrowed  $33,500  on  July  21,  1920,  from  Globe  Dredging  Co.  and 
also  borrowed  some  money  from  his  sister  for  the  purpose  of  paying 
for  the  tugs.  He  sold  one  of  the  tugs  on  or  about  August  10,  1920,  for 
$40,000,  and  the  other  tugs  on  or  about  September  15,  1920,  >for 
$45,000.  He  endorsed  the  two  checks  for  $40,000  and  $45,000  which 
he  received  from  the  sale  of  the  tugs,  deposited  them  to  petitioner’s 
credit  in  its  bank,  and  was  credited  with  $85,000  on  petitioner’s  books. 

On  December  22,  1920,  entries  were  made  on  petitioner’s  books 
charging  O’Brien’s  personal  account  and  crediting  the  accounts  of 
the  following  persons  in  the  following  amounts : 
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J.  F.  Paulsen - $7,  571.  20 

G.  H.  Meinert _  5,  543.  20 

V.  P.  Avery -  5,  408.  00 

J.  H.  Paulsen _  2,  552.  00 


Petitioner  gave  notes  to  those  persons  in  those  amounts. 

Commissioner  has  added  to  petitioner’s  income  for  1920  profits  on 
the  purchases  and  sales  of  the  five  boats  amounting  to  $40,000. 

OPINION. 

Phillips  :  The  respondent  takes  the  position  that  the  profit  made 
by  one  O’Brien,  the  president  of  the  taxpayer,  on  the  purchase  and 
sale  of  certain  boats  was  taxable  income  to  the  petitioner.  The  peti¬ 
tioner  contends  that  these  transactions  were  not  made  by  it  or  for  it 
and  that  it  had  no  part  in  them.  The  position  taken  by  the  re¬ 
spondent  appears  to  be  based  on  the  action  of  O’Brien  in  sharing  these 
profits  with  those  who  were  his  associates  in  this  corporation.  This 
petitioner  appears  to  have  been  only  one  of  a  number  of  corporations 
in  which  O'Brien  and  its  other  stockholders  were  interested.  It 
was  not  engaged  in  the  business  of  buying  and  selling  ships,  but  in 
the  business  of  trading  in  ships’  supplies.  It  took  no  part  in  the 
transactions  which  gave  rise  to  the  profit  which  the  Commissioner 

seeks  to  tax  as  its  income.  The  distribution  made  bv  O’Brien  was 

«/ 

sufficient  to  justify  inquiry  into  the  relationship  which  existed  be¬ 
tween  O’Brien,  the  individuals  who  shared  in  the  profits,  and  the 
various  enterprises  in  which  they  were  interested,  for  the  purpose 
of  1  earning  whether  O  Brien  was  acting  for  himself,  as  agent  for 
these  individuals,  or  as  agent  for  one  of  the  corporations.  The  record 
before  us  discloses,  however,  that  whatever  may  have  been  the  rela¬ 
tionship  between  O’Brien  and  these  individuals,  this  petitioner  was 
not  involved  and  the  gain  is  not  taxable  to  it. 

Decision  will  be  entered  for  the  petitioner 
under  Rule  50. 


Joseph  E. 


Hubinger,  Petitioner,  v.  Commissioner  of  Internal 
Revenue,  Respondent. 


Docket  No.  12437.  Promulgated  October  12,  1928. 

1.  Claimed  fire  loss  disallowed  for  lack  of  evidence  of  cost  of 
property. 

2.  Amount  expended,  in  excess  of  insurance  received,  in  restoring 
a  building  partially  destroyed  by  fire,  held  not  deductible  as  tin* 
cost  of  repairs. 


Newton  K.  Fox ,  Esq.,  for  the  petitioner. 

Frank  S.  E ashy  -Smith,  Esq .,  for  the  respondent. 

1'he  respondent,  disallowing  an  alleged  fire  loss,  determined  a  de¬ 
ficiency  in  income  tax  for  the  year  1920  in  the  amount  of  $23,508:38. 
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Petitioner  alleges  that  therein  the  respondent  erred  and  further 
claims  that  the  difference  between  the  insurance  recovered  and  the 
cost  of  restoring  the  building  to  a  useful  condition  is  deductible  as 
the  cost  of  repairs. 

FINDINGS  OF  FACT. 

Petitioner,  an  individual,  during  the  years  1894  and  1895  erected 
a  six-story  brick  building  at  834-840  Chapel  Street,  New  Haven, 
Conn.,  which  he  owned  thereafter  until  subsequent  to  the  year  1920. 

The  building  was  constructed  with  lateral  and  vertical  iron  beams, 
brick  walls,  wooden  joists,  and  had  a  cast  iron  front.  A  new  gravel 
roof  was  put  on  the  building  in  1918.  As  originally  constructed,  a 
copper  covered  tower  containing  a  storage  room  surmounted  the 
building. 

The  first  floor,  during  the  period  1913  to  February  14,  1920,  was 
occupied  by  a  store  of  the  F.  W.  Woolworth  Co.  at  a  rental  of  $875 
per  month  in  1913,  and  $1,500  per  month  in  1920.  The  floors  above 
the  first  were  arranged  for  offices,  all  of  which  were  occupied  by 
tenants  practically  all  of  the  time.  The  gross  rentals  in  1913  were 
about  $18,000  and  in  1920  at  the  rate  of  $28,500  per  year.  The  build¬ 
ing  wTas  kept  in  very  good  condition  by  reason  of  repairs  and  paint¬ 
ing  whenever  needed.  It  had  a  value,  exclusive  of  the  ground,  in 
1913  of  $125,000  and  in  1920  a  value  of  $225,000. 

The  building  was  insured  against  fire  in  the  sum  of  $30,000.  As 
the  result  of  a  small  fire  in  1919  the  insurance  companies  paid  peti¬ 
tioner  the  sum  of  $2 1 0.  That  item  is  not  involved  in  this  proceeding. 

On  February  14,  1920,  a  fire  occurred  in  the  building  which  de¬ 
stroyed  the  tower,  the  roof,  the  sixth  and  part  of  the  fifth  floor.  The 
lower  floors  and  walls  were  damaged  by  water  and  smoke.  The  floor 
boards  warped  and  buckled;  the  plumbing  was  destroyed;  the  electric 
wiring  was  burned  out;  the  elevator  shaft  and  cables  were  destroyed; 
the  cast  iron  front  was  cracked  in  many  places. 

As  a  result  of  the  fire  the  insurance  companies,  on  or  about  March 
19,  1920,  paid  the  petitioner  the  sum  of  $29,730.  The  damage  to  the 
building  by  the  fire  greatly  exceeded  the  insurance  carried. 

Shortly  after  the  fire  petitioner  proceeded  to  restore  the  building 
to  a  tenantable  condition.  He  directed  the  contractors  to  expedite 
the  work  as  some  of  the  tenants  desired  to  get  into  the  building,  and 
he  also  directed  that  the  work  be  done  as  cheaply  as  possible.  In 
reconditioning  the  building  the  tower  was  not  replaced.  To  replace 
it  would  have  cost  $8,000.  Some  of  the  warped  floor  boards  were 
replaced,  but  for  the  most  part  they  were  jacked  down  and  screwed 
or  nailed  in  place.  All  the  floors  were  covered  with  linoleum  to  hide 
the  defects  at  a  cost  of  $5,727.11.  To  have  replaced  all  the  flooring 
would  have  cost  $7,000.  The  plumbing  work  was  done  by  the  janitor 
of  the  building.  It  was  not  a  first-class  job  and  the  plumbing  as 
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so  replaced  was  not  as  good  as  before  the  fire.  The  inside  walls  were 
patched  and  redecorated  throughout.  The  cracks  in  the  metal  front 
were  puttied  and  the  front  painted. 

Where  replacements  were  made  the  same  kinds  and  grades  of  mate¬ 
rials  were  used  as  in  the  original  construction.  The  life  of  the  build¬ 
ing  was  not  extended  by  reason  of  the  repairs  and  replacements,  and 
it  was  not  in  as  good  condition  after  the  reconditioning  was  completed 
as  it  was  before  the  fire. 

During  the  year  1920  the  petitioner  expended  $70,872.14  in  recon¬ 


ditioning  the  building,  as  follows: 

C.  W.  Murdock — reconstruction _ $37,  445.  64 

C.  W.  Murdock — reconstruction _  912.  22 

C.  W.  Murdock— reconstruction _  120.  61 

C.  W.  Murdock — reconstruction _  1.  059.  28 

Riley  &  Adams — electrical  wiring _  5,  601.  49 

Merrels  &  Whitfield — painting _  8,  074.  56 

Otis  Elevator  Co. — elevator  work _  3,  408.  35 

Plumbing,  etc.,  labor  and  material _  6,  968.  03 

Glass _  675.  31 

Freight _  351.  54 

J.  E.  Kelley  Co.— roofing _ _ _  380.00 

Malley  Company — linoleum _  5,  727. 11 

Miscellaneous  small  items _  148.  00 


Total _  70,  872. 14 

Within  the  time  prescribed  by  law,  petitioner  filed  his  income-tax 
return  for  1920  and  claimed  therein  a  deduction  of  $42,893.13  on 
account  of  the  fire.  The  return  was  filed  on  a  cash  receipt  and  dis- 
burement  basis  and  showed  a  net  income  of  $129,791.80  upon  which 
a  tax  of  $36,401.73  was  computed  and  duly  paid  to  the  collector  of 
internal  revenue. 

A  revenue  agent  made  an  examination  of  the  books  and  records  of 
the  petitioner  for  the  year  1920  and  on  or  about  May  27,  1924,  sub¬ 
mitted  a  report  in  which  he  allowed  as  a  loss  deduction  the  sum  of 
$18,000  and  recommended  the  assessment  of  additional  income  tax 
for  the  year  1920  in  the  sum  of  $13,267.83. 

On  or  about  August  5,  1924,  the  revenue  agent  submitted  a  supple¬ 
mental  report  in  which  he  allowed  as  a  loss  deduction  the  sum  of 
$16,219.82  and  recommended  t lie  assessment  of  additional  income  tax 
for  the  year  1920  in  the  total  sum  of  $14,264.73. 

By  Treasury  Department  letter  (IT :  PA :  5-AUS-506)  dated 
November  17,  1924,  the  petitioner  was  advised  that  an  audit  of  his 
return  for  the  year  1920  disclosed  a  deficiency  of  $14,264.73  and  he 
was  granted  30  days  within  which  to  present  a  protest. 

Thereafter  the  petitioner  duly  protested  the  findings  set  out  in  the 
Treasury  Department  letter  dated  November  17,  1924. 

Thereafter  a  hearing  was  held  and  as  a  result  thereof  the  petitioner 
was  advised  by  Treasury  Department  letter  dated  January  20,  1926, 
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that  there  was  a  deficiency  in  tax  for  the  year  1920  in  the  sum  of 
$23,508.38,  on  the  ground  that  neither  a  gain  nor  a  loss  was  sustained 
by  the  petitioner  as  a  result  of  the  fire  and  damage  to  petitioner’s 
building  in  1920.  The  petitioner  thereupon  duly  filed  its  appeal  with 
the  Board  of  Tax  Appeals. 

OPINION. 

Arundell:  The  amount  of  $41,142.14  which  petitioner  claims  as  a 
deduction  from  gross  income  is  the  difference  between  the  amount  of 
$70,872.14  expended  in  reconditioning  his  building  and  the  insurance 
received  in  the  amount  of  $29,730.  It  appears  that  the  amount 
claimed  was  taken  as  a  loss  deduction  in  petitioner’s  return  and  that 
the  deduction  was  disallowed  by  the  respondent  because  of  failure  to 
establish  March  1,  1913,  value,  and  on  the  further  ground  of  failure 
to  establish  that  that  value,  depreciated  to  the  date  of  the  fire,  was  in 
excess  of  the  insurance  received. 

In  the  petition  filed,  as  amended,  error  is  alleged  in  three  counts : 
(1)  in  disallowing  a  deduction  of  the  sum  of  $41,142.14;  (2)  in  dis¬ 
allowing  that  amount  as  a  necessary  expense;  and  (3)  in  disallowing 
the  amount  involved  as  representing  a  loss  sustained. 

The  purpose  of  the  loss  provisions  of  the  Revenue  Act  of  1918  is  to 
allow  a  deduction  for  the  actual  loss  sustained,  and  the  amount  of  the 
loss  in  the  case  of  property  acquired  prior  to  March  1,  1913,  and  de¬ 
stroyed  as  a  result  of  casualty  “  is  in  no  event  greater  than  the  capital 
investment  in  the  property.”  Lock ,  Moore  &  Co .,  Ltd.,  7  B.  T.  A. 
1008,  1010.  Cost  is  therefore  a  necessary  element  in  determining  the 
amount  of  the  loss  and  as  this  element  is  lacking  in  the  present  case,  the 
respondent’s  disallowance  of  a  loss  in  any  amount  must  be  sustained. 

Petitioner  says  that  regardless  of  cost  he  has  sustained  a  loss  in  the 
amount  of  the  excess  of  the  cost  of  restoration  over  the  insurance 
received.  This  in  effect  is  saying  that  the  cost  of  restoration  is  the 
measure  of  the  amount  of  the  loss.  That  this  is  not  a  proper  measure 
has  been  specifically  held  in  Samuel  Greenbaum ,  8  B.  T.  A.  75,  which 
arose  under  the  Revenue  Act  of  1921,  but  is  equally  applicable  to  cases 
under  the  1918  Act.  See  also  Fred  Frazier,  10  B.  T.  A.  409. 

The  next  question,  as  framed  by  the  pleadings,  is  whether  the 
amount  expended  in  excess  of  the  insurance  in  the  restoration  of  the 
building  is  deductible  as  the  cost  of  repairs.  We  had  before  us  a 
parallel  situation  in  the  case  of  Ben  Baer ,  12  B.  T.  A.  1060,  in  which 
we  held  that  the  amount  so  claimed  was  a  capital  expenditure  and  not 
a  deductible  expense.  Similarly,  in  Samuel  Zimmerman,  9  B.  T.  A. 
1382,  where  a  barge  sank  in  a  storm  and  was  raised  and  reconditioned, 
we  held  that  the  cost  of  reconditioning  which  was  necessary  to  put 
the  barge  in  the  condition  it  was  in  at  the  time  it  sank,  was  an  item 
to  be  capitalized  rather  than  deducted  as  the  cost  of  repairs. 
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Counsel  for  petitioner  cites  many  cases  in  which  the  word  “  repair” 
is  defined  and  distinguished  from  such  terms  as  replacements,  better¬ 
ments,  improvements,  and  so  on.  The  difficulties  that  lie  in  the  way  of 
adopting  any  general  rule  and  attempting  to  fit  all  cases  to  it  are  obvi¬ 
ous.  An  item,  in  relation  to  income,  may  in  one  case  be  so  insignifi¬ 
cant  that  it  would  be  absurd  to  require  its  capitalization  even  though 
under  a  technical  definition  it  might  be  an  improvement,  while  in  an¬ 
other  case  the  cost  of  a  similar  item  might  be  sufficient  to  absorb  all 
the  income  for  the  year.  AVe  can  not  believe  that  Congress  intended 
to  allow  as  charges  against  the  revenues  of  a  day  or  year  the  cost  of 
restoring  major  parts  of  income-producing  property  where  the  resto¬ 
ration  is  of  such  character  as  to  be  useful  over  a  long  period  of  years. 

The  distinction  between  maintaining  property  through  repairs  ne¬ 
cessitated  as  the  result  of  a  casualty,  such  as  in  Illinois  Merchants 
Trust  Co.,  4  B.  T.  A.  103,  and  the  restoration  of  a  major  part  of  the 
property  itself,  is  readily  apparent.  The  Baer  and  Zimmernum 
cases,  supra ,  are  controlling  here  and  petitioner  is  not  entitled  to  the 
deduction  claimed  for  repairs. 

In  the  brief  filed  by  counsel  for  petitioner  it  is  argued  that  the  en¬ 
tire  amount  spent  for  restoration  of  the  building  is  deductible,  and  not 
merely  the  excess  of  the  cost  over  the  insurance.  There  is  no  issue 
as  to  this  claim  raised  by  the  pleadings  and  we  can  not  pass  upon  it. 
However,  if  this  matter  were  in  issue,  what  we  have  said  above  would 

1  •  ^  e  *i 

(  impose  o  i  .  Judgment  will  be  entered  for  the  respondent. 


Nathan  Frank,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  Nos.  6875,  28570.  Promulgated  October  12,  1928. 

In  1914  the  petitioner  received  four  promissory  notes  of  .$50,000 
each,  payable  in  1916,  1917,  1918,  and  1919  in  payment  of  a  debt. 
None  of  the  notes  was  paid  at  maturity.  The  maker  of  the  notes 
made  small  payments  thereon  in  March,  1921,  and  in  December, 
1922.  The  financial  responsibility  of  the  maker  was  apparently  as 
good  in  1921  and  1922  as  in  1914  or  in  any  preceding  year.  Held, 
that  the  note  maturing  in  1918  was  not  ascertained  to  be  worthless 
in  1921  and  that  that  maturing  in  1919  was  not  ascertained  to  be 
worthless  in  1922. 


Nathan  Frank  pro  se. 

A .  S.  Lisenby ,  Esq.,  for  the  respondent. 


These  proceedings,  consolidated  for  the  purpose  of  decision,  are 
for  the  redetermination  of  deficiencies  in  income  tax  for  the  years 
1921  and  1922  in  the  'amounts  of  $11,123.42  and  $13,567.09,  respec¬ 
tively.  The  question  in  issue  is  the  right  of  the  petitioner  to  deduct 
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from  gross  income  in  each  of  the  income-tax  returns  for  1921  and  1922 
$50,000  representing  a  debt  ascertained  to  be  worthless  and  charged 
off  within  each  year. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  St.  Louis,  Mo.  In  1908,  he  was 
the  owner  of  all  of  the  capital  stock  of  the  Star  Chronicle  Publishing 
Co.,  which  published  the  St.  Louis  Star.  At  the  same  time,  E.  G. 
Lewis  was  the  publisher  of  various  magazines  in  University  City, 
a  suburb  of  St.  Louis,  one  of  which  was  the  “Woman’s  Magazine.” 
He  was  under  indictment  for  alleged  misuse  of  the  mails.  He  came 
to  the  petitioner  and  asked  him  to  sell  him  the  St.  Louis  Star  because 
lie  felt  that  he  was  not  being  given  fair  treatment  by  the  other  papers 
if  St.  Louis.  The  petitioner  sold  him  the  stock  of  the  Star  Chroni 
4e  Publishing  Co.  for  $450,000.  A  part  of  the  purchase  price  was 
paid  in  cash  and  a  part  in  notes  made  payable  to  the  petitioner  by 
Lewis.  Six  of  these  notes  for  $25,000  each  were  dated  August  28, 
1908,  and  were  due,  respectively,  January  1  and  July  1  of  each  of 
he  years  1910,  1911,  and  1912.  None  of  these  notes  was  paid  at 
naturity.  The  notes  were  secured,  however,  by  all  or  a  portion  of 
he  shares  of  the  capital  stock  of  the  Star  Chronicle  Publishing  Co., 
vhich  were  held  by  the  petitioner.  In  1912,  Lewis  was  indicted  for 
ising  the  mails  in  a  scheme  to  defraud  and  all  of  his  properties  in 
University  City  were  placed  in  the  hands  of  a  receiver.  Lewis  then 
•ame  to  the  petitioner  and  told  him  of  his  inability  to  continue  the 
lublication  of  the  St.  Louis  Star,  whereupon  the  petitioner  reac- 
juired  the  capital  stock  of  the  Star  Chronicle  Publishing  Co.  and 
hereafter  published  the  St.  Louis  Star.  The  receiver  of  the 
Aoman’s  National  Publishing  Co.,  one  of  Lewis’  promotions,  claimed 
hat  the  Star  Chronicle  Publishing  Co.  was  indebted  to  the  bank- 
upt  and  the  indebtedness  was  satisfied  by  the  petitioner  by  the 
)ayment  to  the  receiver  of  $40,000  or  $50,000  in  order  that  the  Star 
Chronicle  Publishing  Co.  might  be  freed  of  debt.  After  this  pay- 
nent  the  petitioneT  again  became  the  sole  owner  of  the  capital  stock 
)f  the  Star  Chronicle  Publishing  Co. 

After  trial  in  the  Federal  court  at  St.  Louis  Lewis  was  acquitted, 
md  then  left  for  California  to  reestablish  his  fortune.  He  continued 
tis  promotion  schemes  in  California.  In  1924  he  came  to  St.  Louis  to 
traighten  out  his  financial  matters  with  the  petitioner.  At  this  time 
he  petitioner  still  held  Lewis’  notes  to  the  amount  of  $150,000  face 
alue  and  interest  since  1908.  and,  after  figuring  up  the  entire  account 
ncluding  interest,  it  was  estimated  that  the  amount  at  that  time  was 
5300,000.  Petitioner,  however,  agreed  with  Lewis  that  the  latter 
vould  pay  him  $200,000  and  that  he  would  consider  this  a  full  and 
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complete  settlement.  Under  date  of  January  21,  1914,  the  petitioner 
and  Lewis  made  a  settlement  which  provided  in  part  as  follows : 

The  parties  have  stated  the  account  between  them  and  have  agreed  upon 
the  balance  due  upon  all  accounts  from  E:  G.  Lewis  to  Nathan  Frank  to  be 
two  hundred  thousand  dollars  ($200,000). 

Said  E.  G.  Lewis  has  agreed  to  pay  same  according  to  the  tenor  and  effect 
of  four  promissory  notes  dated  this  day,  each  for  the  sum  of  Fifty  Thousand 
Dollars  ($50,000.),  payable  two,  three,  four,  and  five  years  after  date,  respec¬ 
tively,  with  interest  from  date  at  the  rate  of  three  per-cent  per  annum. 

It  is  mutually  agreed  and  understood,  however,  that  in  the  event  said  notes 
are  met  according  to  their  tenor  and  effect,  the  interest  at  three  per-cent  per 
annum  thereon  shall  be  abated. 


The  four  notes  for  $50,000  each  given  to  the  petitioner  by  Lewis 
became  payable  January  21,  1916,  January  21,  1917,  January  21, 
1918,  and  January  21,  1919.  Lewis  then  returned  to  California, 
where  he  continued  his  promotion  schemes.  When  the  first  note 
became  due  in  1916,  petitioner  was  unable  to  collect  it.  He  did  not, 
however,  deduct  it  from  his  gross  income  of  1916  as  a  worthless  debt. 
When  the  second  note  became  due  in  1917,  the  petitioner  was  unable  to 
collect  it.  At  the  close  of  1917,  the  United  States  was  at  war  with  Ger¬ 
many  and  Lewis’  enterprises  in  California  were  in  a  bad  shape  finan¬ 
cially.  The  petitioner  considered  the  note  worthless  and  deducted  it 
from  gross  income  in  his  income-tax  return  for  1917,  which  deduction 
was  allowed  by  the  Commissioner  in  the  audit  of  the  return. 

The  note  which  became  due  in  1918  was  unpaid  at  maturity. 
Lewis  assured  the  petitioner,  however,  that  he  would  pay  all  of  the 
notes  and  when  one  note  came  due  in  1918,  and  the  final  note  in  1919, 
they  were  not  charged  off  the  petitioner’s  books  as  worthless,  the 
petitioner  believing  that  they  would  be  paid. 

During  all  of  the  years  1916  to  1922,  inclusive,  the  petitioner  kept 
up  his  correspondence  with  Lewis  and  demanded  payment  of  his 
notes.  Lewis  continued  to  make  promises  of  payment  and  wrote 
glowing  accounts  to  the  petitioner  of  his  prospects  with  respect  to 
his  many  enterprises. 

In  February,  1921,  the  petitioner  went  to  California  to  see  Lewis 
and  to  demand  payment  of  the  notes.  He  found  that  a  colonization 
project  which  had  been  promoted  by  Lewis  about  midway  between 
San  Francisco  and  Los  Angeles,  called  Atascadero,  had  grown  to  be 
a  community  of  approximately  10.000  people  and  that  it  had  more 
than  100,000  miles  of  paved  streets.  Lewis  represented  to  him  that 
his  assets  were  greatly  in  excess  of  his  liabilities;  that  he  owned  a 
copper  mine,  a  dormant  gold  mine,  a  chemical  manufacturing  com¬ 
pany,  and  numerous  other  enterprises.  He  promised  the  petitioner 
that  he  would  get  his  money  in  1921  or  1922.  Lewis  paid  the  peti¬ 
tioner  $100  on  each  of  the  four  notes  owned  by  him  and,  at  the 
request  of  the  petitioner,  Lewis  endorsed  on  each  note  the  amount 
paid  thereon.  The  petitioner  made  a  second  trip  to  California  in 
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December,  1922,  and  received  a  further  payment  from  Lewis  of  $125 
on  each  of  the  four  notes,  which  Lewis  endorsed  on  the  notes. 

On  December  18,  1924,  a  petition  in  bankruptcy  was  filed  against 
the  estate  of  E.  G.  Lewis.  Indictments  were  found  against  him  and 
after  trial  he  was  convicted  thereon  and  sentenced  to  a  term  in  the 
penitentiary.  At  the  time  the  petition  in  bankruptcy  was  filed  Lewis 
listed  his  assets  at  $23,640,145.46.  Claims  filed  against  the  estate  and 
allowed  by  the  referee  in  bankruptcy  amounted  to  $9,252,347.53. 
The  receipts  realized  b}^  the  referee  from  the  sale  of  the  assets  of 
the  gstate  amounted  to  less  than  $250,000. 

In  each  of  his  income-tax  returns  for  1921  and  1922,  petitioner 
claimed  as  a  deduction  from  gross  income  $50,000  for  bad  debts 
ascertained  to  be  worthless  and  charged  off  within  the  taxable 
year.  The  amount  claimed  for  1921  was  Lewis’  note  for  $50,000, 
which  became  payable  on  January  21,  1918,  and  the  amount  claimed 
for  1922  was  Lewis’  note  of  a  like  amount,  which  became  due  on 
January  21,  1922.  The  deductions  claimed  were  disallowed  by  the 
Commissioner  upon  the  ground  that  they  were  not  bona  fide  ascer- 
:ained  to  be  worthless  in  the  taxable  years. 


OPINION. 

Smith:  Section  214(a)  (7)  of  the  Revenue  Act  of  1921  permits  an 
ndividual  to  deduct  from  gross  income  in  its  income-tax  return : 

Debts  ascertained  to  be  worthless  and  charged  off  within  the  taxable  year 
'or,  in  the  discretion  of  the  Commissioner,  a  reasonable  addition  to  a  reserve 
or  bad  debts)  ;  and  when  satisfied  that  a  debt  is  recoverable  only  in  part,  the 
Commissioner  may  allow  such  debt  to  be  charged  off  in  part. 

It  is  the  petitioner’s  contention  that  a  debt  of  $50,000  owed  him 
)y  E.  G.  Lewis  was  determined  to  be  worthless  in  1921  and  that  a 
lebt  of  a  like  amount  owed  to  him  by  the  same  debtor  was  ascertained 
o  be  worthless  in  1922.  The  evidence  indicates  that  Lewis  was  a 
>romoter  and  engaged  in  vatst  enterprises.  The  debts  owed  to  the 
)etitioner  by  Lewis  and  represented  by  promissory  notes  maturing  in 
.918  and  1919  were  not  paid  when  due.  The  petitioner,  however, 
lad  faith  in  Lewis ;  believed  that  his  assets  were  far  in  excess  of  his 
labilities ;  and  that  given  time  he  would  meet  his  promises  orally 
nade  to  petitioner  to  pay  the  notes.  The  notes  had  not  been  out- 
awed  and  were  kept  alive  by  payments  thereon  made  in  1921  and 
922  by  Lewis.  In  order  that  there  could  be  no  question  that  the 
>ayments  made  by  Lewis  in  1921  and  1922  were  meant  to  apply  upon 
ach  of  the  four  notes  held  by  the  petitioner,  the  petitioner  had 
jewis  endorse  on  each  of  the  notes  the  installment  payments  made. 
nhe  enterprises  being  promoted  by  Lewis  were  in  quite  as  flourishing 
condition  in  1922  as  they  were  in  1921. 

The  only  claim  that  the  petitioner  makes  that  there  was  a  bona 
de  ascertainment  of  worthlessness  of  the  notes  on  his  part  in  the 
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years  1921  and  1922  is  that  the  maker  of  the  notes  failed  to  meet 
his  oral  promises  to  the  petitioner  with  respect  to  the  payment  of  the 
notes  in  those  years. 

The  evidence  indicates  that  the  petitioner  made  no  ascertainment 
of  worthlessness  of  the  Lewis  notes  in  either  1921  or  1922.  At  the) 
hearing  of  this  proceeding  the  petitioner  was  asked  the  question : 

Now,  I  understand  you  to  say  that  you  charged  these  amounts  off  in  1921  and 
in  1922  because  he  [Lewis]  failed  to  keep  the  promises  he  had  made  in  1921? 

A.  That  is  correct. 

Q.  You  had  made  no  ascertainment,  Mr.  Frank,  that  Mr.  Lewis  was  not 
just  as  able  to  pay  them  in  1921  and  1922  as  he  was  in  prior  years? 

A.  Absolutely. 

QTTle  had  a  great  deal  of  property  as  far  as  you  knew? 

A.  I  thought  so,  yes,  sir. 

Q.  You  did  not  know  anything  about  his  liabilities  as  compared  with  these| 
assets,  did  you? 

A.  Except  what  he  told  me. 

Q.  Except  what  he  told  you? 

A.  Yes,  sir. 

Q.  You  did  know  that  Mr.  Lewis  was  a  man  inclined  to  exaggerate  things 
considerably? 

A.  Oh,  tremendously. 

Q.  You  did  not,  however,  in  any  event  believe  him  to  the  extent  of  believing! 
what  he  said  as  to  his  worth  was  true,  did  you? 

A.  But  I  thought  he  could  always  win  out,  as  he  had  connections  with  a  lot  of 
influential  people,  such  as  Mr.  Redfield  who  was  Secretary  of  Commerce  and 
Frank  Yanderlip,  and  many  others,  and  I  thought  he  could  not  deceive  me. 


Although  the  evidence  would  indicate  that  the  petitioner  did  not 
give  up  hope  of  collecting  the  notes  due  from  Lewis  prior  to  1921  and 
1922,  nothing  happened  in  those  years  which,  in  our  opinion, 
amounts  to  an  ascertainment  of  worthlessness  of  the  notes  on  the 
part  of  the  petitioner.  In  both  1921  and  1922  Lewis  was  directing 
vast  enterprises.  He  apparently  owned  many  millions  of  dollars 
worth  of  property.  To  all  appearances  the  chances  of  ultimate  suc¬ 
cess  in  1921  and  1922  were  greater  than  in  any  preceding  year. 
Lewis  had  failed  to  pay  the  notes  at  maturity.  The  petitioner  took 
no  steps  to  enforce  collection  either  in  1921  or  1922  or  in  prior  years, 
when  apparently  the  maker  was  financially  responsible  for  the  notes. 
The  maker  made  payments  upon  the  notes  in  1921  and  1922.  En¬ 
dorsements  of  the  payments  upon  the  notes  were  made  by  Lewis  upon 
the  request  of  the  petitioner  for  the  express  purpose  of  barring  the 
operation  of  any  statute  of  limitations.  The  fact  of  these  payment 
and  of  the  endorsements  on  the  notes  in  1921  and  1922,  indicates  that 
the  petitioner  had  not  abandoned  hope  of  eventual  collection  in 
either  of  those  years. 

It  is  not  within  the  province  of  a  taxpayer  to  elect  the  year  in 
which  he  shall  deduct  from  his  gross  income  a  worthless  debt.  I  lie 
debt  must  be  deducted,  if  at  all,  from  the  gross  income  of  the  year 
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n  which  the  ascertainment  of  the  worthlessness  is  made.  The  evi- 
lence  of  record  does  not  in  our  opinion  overcome  the  presump  - 
ion  of  the  correctness  of  the  action  of  the  Commissioner  in  his  de- 
ermination  that  the  notes  in  question  were  not  ascertained  to  be 
vorthless  in  the  years  1921  and  1922.  Avery  v.  Commissioner ,  22 
?ed.  (2d)  6;  Am.  Fed.  Tax  Rep.  7019. 

Judgment  will  be  entered,  for  the  respondent . 


"armers’  Union  Co-operative  Association,  Petitioner,  v.  Com¬ 
missioner  of  Internal  Revenue,  Respondent. 

Docket  No.  11055.  Promulgated  October  12,  192S. 

Patronage  dividends  due  members  of  a  cooperative  business 
association  held  to  be  part  of  cost  of  goods  sold. 

Clark  Jeary ,  Esq.,  and  Lester  M.  Buckley ,  C.  P.  A.,  for  the  peti- 

ioner. 

L.  A.  Luce ,  Esq.,  for  the  respondent. 

The  respondent  asserts  a  deficiency  in  income  and  profits  tax  for 
he  fiscal  year  ended  May  31,  1920,  in  the  amount  of  $1,821.11.  The 
inly  issue  is  whether  a  certain  sum  received  by  the  petitioner  in 
landling  the  products  and  purchases  of  members  of  a  cooperative 
ssociation  was  taxable  to  it,  or  under  its  by-laws  was  a  liability  to 
ts  patrons. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  cooperative  business  association  organized  under 
he  laws  of  Nebraska.  Its  principal  office  is  at  Walton,  where  it  is 
ngaged  in  handling  farm  products  marketed  by  its  members  and  in 
he  sale  of  supplies  and  materials  to  such  members. 

The  by-laws  of  the  petitioner,  so  far  as  they  are  pertinent  to  the 
ssue  here  are  as  follows : 

Article  VII. — Dividends  and  Profits. 

Section  1.  Out  of  the  proceeds  of  the  business  the  operating  expenses  and 
ae  interest  on  indebtedness  shall  first  be  paid. 

Section  2.  Of  tbe  then  remaining  balance,  interest  not  to  exceed  (8)  per 
ant  on  the  subscribed  capital  stock  may  be  paid. 

Section  3.  The  remaining  balance  shall  be  divided  pro  rata  among  those 
nstomers  who  are  Union  Members  on  the  basis  of  the  value  of  business  trans- 
cted  with  the  corporation. 

Section  4.  The  dividends  of  non-stockholders  eligible  for  membership  and 
ae  dividends  of  stockholders  who  have  not  fully  paid  for  at  least  one  share  of 
ock  may,  in  the  discretion  of  the  board  of  directors  be  held  by  this  corpora- 
ion  as  payment  on  a  share  of  the  stock  until  one  share  is  fully  paid  for. 

Section  5.  The  dividends  and  distribution  of  earnings  shall  be  declared  and 
rnde  annually. 

17173—28 - 3 
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At  May  31,  1920,  the  books  of  the  petitioner  disclosed  a  net  oper¬ 
ating  income  in  the  amount  of  $6,263.85  after  the  payment  of  all 
expenses  and  of  an  8  per  cent  dividend  on  capital  stock  outstanding 
at  that  date.  On  June  19,  1920,  the  annual  meeting  of  the  stock¬ 
holders  ordered  that  such  amount  should  be  credited  to  the  accounts 
of  its  members  and  certain  others  in  proportion  to  their  sales  and 
purchases  through  the  association,  and  that  in  certain  conditions 
stock  should  be  issued  in  liquidation  of  such  credits.  On  December 
17,  1921,  a  meeting  of  the  stockholders  of  the  petitioner  voted  that 
the  distributions  authorized  at  June,  1920,  should  be  returned  to  the 
association  and  that  any  stock  issued  therefor  should  be  canceled. 

The  petitioner  did  not  include  the  amount  of  $6,263.85  in  its  tax¬ 
able  income  in  its  income  and  profits-tax  return  for  the  taxable  year. 
Upon  audit  of  such  return  the  Commissioner  added  such  amount  to 
the  taxable  income  of  the  petitioner  and  determined  the  deficiency 
in  controversy. 

OPINION. 


Lansdon  :  The  single  contention  of  the  petitioner  herein  is  that 
under  its  by-laws  the  provisions  of  which  were  authorized  by  the  law 
of  Nebraska,  the  amount  of  $6,263.85  was  a  liability  to  its  patrons  at 
May  31,  1920.  The  respondent  denies  that  any  liability  was  accrued 
or  accruable  at  May  31,  1920,  and  asserts  that  if  such  liability  for  the 
payment  of  the  amount  in  controversy  ever  existed  it  was  incurred 
by  the  action  of  the  annual  stockholders’  meeting  on  June  19.  He 
further  contends  that  if  any  dividend,  patronage  or  otherwise,  was 
declared,  it  wTas  a  stock  dividend  and  had  no  effect  on  income  of  the 
petitioner  for  the  taxable  year.  He  also  points  out  that  the  amount 
in  controversy  was  never  paid  to  the  patrons. 

AVe  are  not  convinced  by  the  reasoning  of  the  respondent.  Under 
its  by-laws,  which  were  a  contract  with  its  members,  the  petitioner 
was  liable  to  its  members  at  the  end  of  any  fiscal  }rear  for  the  full 
amount  of  its  operating  income  for  such  year,  after  the  payment  of 
expenses  and  the  fixed  dividend  of  8  per  cent  on  outstanding  capital 
stock.  An  entry  on  its  l>ooks  was  no  more  than  the  record  of  a  lia¬ 
bility  created  by  its  by-laws  and  in  this  situation  we  are  of  the  opinion 
that  whether  the  books  were  kept  on  an  accrual  or  cash  basis  is  not 
material.  The  books  did  show  the  amounts  distributable  as  patron¬ 
age  dividends  and  this  was  a  liability  at  the  close  of  the  petitioner’s 
fiscal  year.  The  amount  of  $6,263.85  was  additional  purchase  money 
due  its  members  on  products  delivered  during  the  year  and  was  a 
liability  at  the  end  of  such  year.  The  Commissioner  erroneously  in- 
eluded  such  amount  in  petitioner’s  taxable  income  for  the  taxable 
year.  Trego  County  C ooperative  Association ,  6  B.  T.  A.  1275;  Home 
Builders  Shipping  Association ,  8  B.  T.  A.  903;  Anamosa  Farmers 
Creamery  Co.,  13  B.  T.  A.  907. 
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In  view  of  our  conclusion  that  the  amount  involved  was  a  liability 
of  the  petitioner  at  the  end  of  its  fiscal  year  the  respondent’s  conten¬ 
tion  that  the  dividend,  if  any,  was  a  stock  dividend  requires  little 
consideration.  It  is  enough  to  say  that  the  distribution  authorized 
was  to  both  stockholders  and  nonstockholders  and  that  any  stock  that 
may  have  been  issued  was  not  a  distribution  of  corporate  assets  but 
was  in  discharge  of  a  recognized  liability  of  the  petitioner.  These 
facts  are  clearly  inconsistent  with  the  theory  that  a  stock  dividend 
was  authorized. 

Decision  will  be  entered  for  the  petitioner. 


Barton  &  Willson,  Inc.,  Petitioner,  v.  Commissioner  of 
Internal  Revenue,  Respondent. 

Docket  No.  11913.  Promulgated  October  12,  1928. 

Petitioner,  an  interior  decorating  firm,  held  entitled  to  personal 
service  classification. 

Albert  E.  James ,  Esq.,  and  Thomas  W.  Byrnes ,  Esq.,  for  the  peti¬ 
tioner. 

W.  E.  Gibbs ,  Esq.,  for  the  respondent. 

The  respondent  determined  a  deficiency  in  income  and  profits  taxes 
for  the  year  1919  in  the  amount  of  $7,246.62,  which  petitioner  con¬ 
tests,  claiming  the  right  to  personal  service  classification. 

findings  of  fact. 

Petitioner  is  a  New  York  corporation  organized  January  22,  1919. 
Its  capital  stock,  of  a  par  value  of  $100  per  share,  was  issued  as 
follows : 


Cer¬ 

tifi¬ 

cate 

No. 

Issued  to — 

Date 

Shares 

1 

William  0.  Barton _ 

Jan  22  1919 

54 

2 

Charles  M.  Willson _ 

54 

3 

Evangeline  Barton _ 

1 

4 

Edith  M.  Willson _ 

1 

5 

Charles  M.  Willson _ 

Apr  1  1919 

10 

6 

William  0.  Barton _  _ 

10 

Total  shares _  _  _ 

130 

Edith  M.  Willson  was  the  sister  of  Charles  M.  Willson  and  Evange- 
me  Barton  was  the  wife  of  William  O.  Barton.  The  two  shares 
leld  by  them  were  issued  solely  as  qualifying  shares  and  were  paid  for 
)y  Willson  and  Barton.  Cash  in  the  amount  of  $10,000  and  a  lease- 
iold  on  the  premises  occupied  by  petitioner  at  the  value  of  $3,000 
vere  paid  in  by  Willson  and  Barton,  the  casli  being  paid  in  equal 
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amounts  by  the  two.  The  cash  capital  was  used  in  decorating  anc 
furnishing  petitioner’s  premises,  which  consisted  of  two  consulting 
rooms  and  combination  library  and  office. 

The  business  of  the  petitioner  is  that  of  decorating  the  interiors  o' 
residences.  Prior  to  its  organization,  Barton  and  Willson  had  beei 
employed  for  a  number  of  years  as  consulting  decorators  by  W.  &  J 
Sloane,  who  dealt  in  house  furnishings.  During  the  taxable  veai 
Barton  and  Willson  devoted  all  their  time  to  the  business  of  peti 
tioner.  During  the  early  part  of  the  year  petitioner’s  only  employee 
was  a  man  serving  in  the  double  capacity  of  bookkeeper  am 
stenographer  at  a  salary  of  $15  per  week,  which  was  later  increased  t-c| 
$25.  About  the  middle  of  the  year  a  draftsman  at  a  salary  of  $25  pei 
week,  and  in  the  latter  part  of  the  year  a  stenographer  at  a  salary  ol 
$15  per  week,  Avere  employed.  These  were  the  only  employees  peti] 
tioner  had  in  that  year  and  the  total  payroll  amounted  to  $1,913.  N( 
agents  or  solicitors  were  employed  and  no  commissions  were  paid. 

All  of  petitioner’s  business  resulted  from  the  efforts  of  Barton  anc 
Willson  and  came  to  it  largely  through  recommendations  and  intro¬ 
ductions  by  clients  whom  they  had  served.  We  give  here  two  cases 
which  are  representative  of  petitioner’s  method  of  operation. 

Prior  to  1919,  while  Willson  was  engaged  in  decorating  a  home 
the  owner  introduced  him  to  a  man  who  shortty  afterward  askec 
Willson  to  decorate  an  apartment  for  him.  Later  this  man  became 
the  owner  of  a  large  country  home  of  some  30  or  more  rooms,  and  ii 
1919,  after  the  organization  of  the  petitioner,  he  invited  Willson  out 
to  the  place  and  directed  him  to  find  suitable  artistic,  but  practicable 
furnishings  for  the  large  hall.  At  that  time  the  hall  contained  onh 
one  or  two  pieces  of  dilapidated  furniture.  Willson,  drawing  upor 
his  knowledge  of  what  was  required  to  properly  furnish  the  hall,  sei 
about  searching  the  market  for  suitable  pieces.  His  search  lee 
him  to  Boston  and  other  cities.  Here  and  there  he  picked  up  a 
piece  of  furniture  or  tapestn^  to  harmonize  with  the  decorative 
scheme  planned.  Some  of  the  chairs  were  specially  designed  anc. 
made  up  and  covered  with  rare  velvets  and  tapestry,  some  of  which 
dated  back  to  the  sixteen th  century.  Some  of  the  pieces  of  furniture 
were  antiques  of  the  sixteenth  and  seventeenth  centuries.  Harmoniz¬ 
ing  antique  tapestries  were  found  and  hung  on  wall  panels  beside  the 
doorways  and  a  rare  piece  of  tapestry  of  unusual  proportions  was 
selected  to  cover  the  wall  space  beside  a  wide  ornamental  staircase 
leading  from  the  hall.  Willson  designed  and  had  made  hangings  foi 
the  doorways  opening  into  the  dining  and  living  rooms.  Rugs  of  liar 
monizing  colors  and  proper  sizes  were  secured  from  an  importer. 

In  another  case  Barton  was  called  in  to  inspect  an  apartment  by  n 
prospective  tenant  for  advice  as  to  whether  it  could  be  made  u  home 
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ike  ”  and  a  proper  setting  for  furniture  imported  from  France. 
Barton  studied  the  situation  for  3  or  4  days,  then  sketched  a  rough 
Iraft  of  his  ideas  which  he  turned  over  to  the  draftsman  who  worked 
mt  the  plan  in  minute  detail.  The  completed  plan  was  submitted 
o  the  client  and  Barton  then  proceeded  to  have  the  place  remodeled 
n  accordance  with  his  plan.  He  had  the  old  plaster  torn  out  in  the 
■eception  room,  some  of  the  openings  closed  up,  a  false  fireplace  built  in 
vhat  had  been  an  alcove,  had  mirrors  installed,  new  door  and  window 
rim  put  in,  supplied  a  crystal  chandelier,  and  had  the  room  painted 
o  as  to  harmonize  with  the  client’s  furniture.  A  similar  procedure 
vas  followed  with  respect  to  the  other  rooms  in  the  apartment. 

Neither  the  petitioner  nor  Willson  or  Barton  had  written  contracts 
vith  their  clients.  The  manual  labor  connected  with  their  work, 
uch  as  plastering  and  painting,  and  the  making  of  furniture,  was  not 
performed  by  Willson  and  Barton,  but  by  artisans  whom  they  em- 
iloyed.  In  some  cases,  but  not  all,  advances  were  obtained  from 
lients  before  the  work  of  decorating  was  begun.  As  a  rule  dealers 
mew  for  whom  goods  were  being  ordered  and  in  some  cases  the 
lealers  made  delivery  directly  to  petitioner’s  clients. 

Petitioner’s  income  consisted  of  a  so-called  differential  between  the 
)rices  billed  to  it  and  the  amounts  it  charged  clients.  That  is,  when 
or  example,  a  piece  of  furniture  was  secured  for  a  client,  it  was 
•illed  by  the  dealer  to  the  petitioner  and  the  petitioner  in  turn  billed 
t  to  the  client  at  a  higher  figure  than  the  dealer’s.  Similiarly  with 
abor  charges  petitioner  charged  the  client  more  than  the  amount 
harged  by  the  laborer.  Willson  and  Barton  made  no  specific 
harges  to  clients  for  their  services  as  such,  their  charge  being  in- 
luded  in  the  so-called  differential. 

A  typical  account  showing  charges  made  to  a  client  for  furnishing 
suite  of  offices  includes  the  following  items : 

1  rug  cleaned  and  repaired _  $6 


Conference  room  table _ 140 

Bookcase _ . _ 226 

Table _  74 

Costumer _  GO 

Desk - 400 

Settee _ 265 

Recovering  19  chairs _ 615 


In  practically  all  cases  petitioner  billed  and  received  payment  from 
dents  before  making  payment  to  dealers  who  supplied  materials  and 
orkmen  who  furnished  the  labor,  and  where  a  dealer  allowed  a  dis- 
sunt  for  prompt  payment  it  was  the  practice  of  petitioner  to  take 
dvantage  of  such  discount  for  its  own  benefit.  Almost  invariably 
etitioner  received  prompt  payment  from  clients.  Only  very  small 
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sums  were  paid  to  dealers  and  workmen  before  payment  was  receivec 
from  the  client. 

Petitioner’s  letterheads  carried  in  the  center  its  name,  address,  am 
telephone  number,  in  the  upper  right-hand  corner  the  names  of  th< 
officers,  and  in  the  upper  left-hand  corner  the  following  words 
“  F urniture,  Wood  Paneling,  Carpets-Rugs,  Wall  Coverings,  Draper 
ies,  Painting.”  Petitioner,  however,  did  not  carry  any  stock  o 
merchandise  for  sale.  It  did  during  the  year  occasionally  sell  piece: 
of  its  studio  or  office  furnishings  to  which  clients  took  a  fancy.  Slid 
sales  amounted  to  approximately  $5,000. 

The  gross  amount  billed  to  clients,  including  excise  tax,  amouritec 
in  the  year  to  $221,716.90.  The  excise  tax  amounted  to  $28.20  ant 
returns  and  allowances  were  $11,479.50,  leaving  gross  income  in  tin 
amount  of  $210,209.20. 

Three  dividends  of  50  per  cent  each,  in  the  amounts  of  $6,500 
were  paid  by  petitioner  during  the  year. 

OPINION. 


Arundell:  The  respondent  in  his  brief  concedes  that  the  principa 
stockholders  were  regularly  engaged  in  the  active  conduct  of  th 
affairs  of  petitioner  and  states  that  he  does  not  contest  that  the  inconi 
of  petitioner  was  due  primarily  to  the  activities  of  Messrs.  Bartoi 
and  Willson. 

The  record  leaves  no  doubt  in  our  minds  that  capital  was  not  ; 
material  income-producing  factor.  All  of  petitioner’s  capital  wa 
invested  in  its  studio  and  office.  It  had  no  capital  available  for  us< 
in  carrying  on  its  business  and  had  no  need  for  it  as  its  account 
receivable  were  liquidated  before  the  accounts  payable  were  due 
In  fact  its  receivables  were  collected  in  sufficient  time  to  enable  it  t< 
take  advantage  of  discounts  on  its  payables. 

The  only  point  presenting  any  controversial  aspect  is  the  exten 
to  which  petitioner’s  income  was  derived  from  trading  as  a  prin 
cipal.  It  is  conceded  by  the  petitioner  that  as  to  those  few  article 
comprising  its  studio  furnishings  which  it  sold,  it  did  trade  as  ; 
principal.  But  the  gross  income  of  not  over  $5,000  from  thoN 
transactions  is  too  small  in  comparison  with  the  gross  income  o 
over  $200,000  to  play  any  serious  part  in  the  final  outcome  of  th 
case.  The  bulk  of  petitioner’s  income  consisted  of  the  different 
between  the  amounts  charged  clients  and  the  amounts  petitione 
paid  to  dealers  and  laborers  for  furnishings  and  labor  supplied  t< 
the  clients.  It  is  quite  clear  that  petitioner  carried  no  stock  ii 
trade,  nor  was  it  representing  anyone  who  did.  Before  an  orde 
was  placed  for  any  article  of  furniture  petitioner  had  a  place  for  it 
Xo  capital  of  petitioner’s  was  involved  in  handling  these  goods.  Th 
increase  in  the  amounts  charged  over  dealers’  prices  and  laborer? 
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harges  was  not  a  profit  on  its  capital  invested;  nor  was  it  a  profit 
or  handling  the  furniture  or  procuring  the  labor  which  the  client 
opld  have  saved  by  dealing  direct ;  it  represented  solely  petitioner’s 
ee  for  the  time,  services,  and  skill  of  its  stockholders  in  procuring 
rticles  and  labor  that  the  client  knew  not  how  or  where  to  obtain, 
nd  producing  a  finished  product  that  was  beyond  the  skill  of  the 
lient.  In  carrying  out  a  client’s  wishes  Barton  and  Willson  were 
cting  only  as  agents.  They  did  not  buy  material  and  labor  for 
hemselves  but  for  their  principal  Had  they  turned  over  to  their 
lients  furnishings  and  labor  at  cost  and  then  charged  a  specific 
ee  for  their  time  and  services,  there  would  be  no  question  but  that 
uch  fee  was  for  services.  It  should  not  affect  the  decision  that  the 
ee  was  covered  up  by  being  given  another  name.  It  is  our  opinion 
liat  petitioner  can  not  be  said  to  have  been  trading  as  a  principal, 
ncl  it  therefore  meets  all  the  elements  necessary  to  entitle  it  to 
lassification  as  a  personal  service  corporation. 

Judgment  of  no  deficiency  will  be  entered. 


{.  A.  Rowan  &  Go.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  14815.  Promulgated  October  12,  1928. 


Gain. — Where  petitioner  loaned  money  on  a  trust  deed  and  fore¬ 
closed  and  subsequently  sold  at  a  profit,  the  profit  should  be  included 
in  income  for  the  year  in  which  received  and  should  not  be  held 
in  suspense  account  to  await  termination  of  a  lawsuit  between  the 
same  parties. 

Ralph  W.  Smith ,  Esq .,  for  the  petitioner. 

Shelby  S.  Faulkner ,  Esq.,  for  the  respondent. 

Petitioner  seeks  a  redetermination  of  a  deficiencv  in  income  and 
rofits  tax  for  the  year  1920  in  the  sum  of  $4,152.72,  and  as  cause 
terefor  alleges  that  the  respondent  erred  in  including  in  its  income 
ir  1920  the  sum  of  $14,572.50,  alleged  profit  on  the  purchase  and 
de  of  real  estate  in  the  taxable  year. 

c/ 


FINDINGS  of  fact. 


Petitioner  is  a  California  corporation,  with  principal  office  in  the 
itle  Insurance  Building,  Los  Angeles,  Calif.  In  the  summer  of 
TO,  R.  A.  Rowan,  in  behalf  of  the  corporation,  induced  Jeanette  G. 
>onovan,  a  widow,  to  purchase  property  located  at  535-537  South 
lain  Street,  Los  Angeles,  Calif.,  on  the  promise  that  the  corporation 
ould  sell  the  property  within  three  years  and  that  she  would 
erive  a  nice  profit  from  the  sale.  She  was  also  told  that  if  the 
roperty  was  not  sold  within  the  specified  three  years,  all  of  the 
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money  she  had  put  into  the  property  would  be  returned  to  her  and 
she  would  be  released  from  the  obligation.  Mrs.  Donovan  also  erected 
a  new  building  on  the  property  at  a  large  expense,  on  the  advice 
given  by  R.  A.  Rowan  in  behalf  of  the  corporation.  The  sale  b}^  the 
corporation  did  not  take  place  within  the  specified  time  and  she  was 
encouraged  to  “  hang  on  ”  a  little  longer.  On  November  1, 1917,  a  trust 
deed  in  the  amount  of  $34,114.15,  due  August  26, 1920,  with  interest  at 
6  per  cent  per  annum,  was  given  to  R.  A.  Rowan  &  Co.  by  Jeanette  G. 
Donovan,  a  widow,  in  part  payment  of  amounts  expended  by  the  cor¬ 
poration  in  her  behalf  on  property  owned  bv  her  located  at  535-537' 
South  Main  Street,  Los  Angeles,  Calif.  In  June,  1919,  Mrs.  Donovan 
entered  suit  against  the  corporation,  its  officers,  and  the  estate  of 
R.  A.  Rowan,  jointly.  This  was  done  apparently  to  be  sure  that  her 
interests  were  fully  protected.  On  July  1,  1919,  petitioner  foreclosed 
and  bid  the  property  in  for  $20,000.  On  August  28,  1920.  petitioner 
sold  the  identical  property  for  $61,511.  The  commissioner  computed 
a  profit  on  the  sale  of  the  property  by  the  corporation  on  August  28. 


1920,  as  follows : 

Trust  deed  received _ $34, 114. 15 

Taxes  and  foreclosure  costs _  6.  897.  69 

Note  of  C.  T.  Crowell  held  against  the  property _  5,  000.  00 

Interest  on  above  note _  926.  66 

Total  cost _  46,  938.  50 

Sold  for  cash _  61,  511.  00 


Profit  from  the  sale _  14,  572.  50 


Petitioner  withheld  the  profit  on  this  sale  in  4920,  pending  the^ 
outcome  of  the  suit  filed  against  it  by  Mrs.  Donovan.  The  suit  was 
settled  in  1921,  on  a  compromise  basis,  for  $13,250,  or  about  this  sum. 
plus  cost.  The  $13,250  was  in  settlement  of  a  total  of  $153,769 
claimed  as  damages,  etc.,  in  the  complaint  which  included  other 
charges  against  the  executors  of  the  estate  of  R.  A.  Rowan. 

n 

OPINION. 

Milliken  :  This  cause  was  submitted  on  the  protest  which  peti¬ 
tioner  filed  with  the  respondent  at  a  time  prior  to  the  issuance  of  the 
60-day  letter  setting  forth  the  deficiency  here  in  question.  From 
that  protest  the  parties  stipulated  we  might  find  the  facts.  This  we 
have  done. 

AVe  have  not  been  supplied  with  copies  of  any  of  the  deeds  or 
pleadings  in  the  suit  instituted  by  Airs.  Donovan  and  are  accord¬ 
ingly  unable  to  determine  the  nature  of  the  cause  of  action  instituted 
by  her  particularly  against  the  petitioner.  From  the  facts  as  we 
have  found,  we  see  no  necessary  connection  between  the  profit  de¬ 
rived  from  the  sale  of  the  real  estate  and  the  compromise  settlement, 
so  that  one  could  be  offset  against  the  other,  and  the  profit  derived 
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b}7  the  corporation  on  the  sale  of  the  building  in  question  excluded 
from  income  for  the  year  1920.  We  do  not  know  the  basis  of  the 
•;ettlement  made  in  1921  with  Mrs.  Donovan  or  whether  any  sum 
was  paid  her  specifically  by  reason  of  the  investment  which  peti¬ 
tioner  induced  her  to  make.  We  do  not  know  whether  the  petitioner 
idmitted  any  liability  in  the  year  1919  or  1920  to  Mrs.  Donovan  by 
•eason  of  the  suit  which  she  had  instituted.  The  petitioner  might 
iave  litigated  with  Mrs.  Donovan  and  defeated  her  or  settled  with 
ler  on  a  basis  having  no  relation  to  the  particular  property  sold  and 
vhich  forms  the  basis  for  the  deficiency  asserted  by  the  respondent. 

Upon  the  meager  facts  before  us  we  are  of  the  opinion  that  peti- 
ioner  derived  income  from  the  sale  in  the  year  1920,  in  the  amount 
letermined  by  the  respondent. 

Judgment  will  be  entered  for  respondent. 


Iewlings  Mumper,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  No.  14053.  Promulgated  October  12.  1928. 

I x comet— Wife's  Separate.— Petitioner  and  bis  wife,  residents 
of  California,  entered  into  contract  by  which  the  wife  furnished 
$5,000  from  her  separate  estate  to  enable  petitioner  to  engage  in 
moving  picture  production,  the  profits  therefrom  to  be  divided 
equally  and  constitute  separate  property  of  each.  Held ,  that  one- 
half  of  the  proceeds  resulting  therefrom  was  the  wife’s  separate 

property  and  income  and  should  not  be  included  in  husband’s 
income. 


Bald  rein  Robertson ,  Esq .,  and  Hewlings  IMumper ,  Esg .,  for  the 

etitioner. 

Clark  T.  Brown ,  Esq.,  for  the  respondent. 


This  proceeding  is  for  a  redetermination  of  a  deficiency  in  income 
x  in  the  amount  of  $1,291.95  for  the  year  1921.  The  error  cont¬ 
ained  of  is  that  the  respondent  included  in  petitioner’s  income,  on 
ie  ground  that  it  was  community  property,  certain  income  or  profits 
his  wife  s  separate  estate  which,  by  reason  of  a  contract  between 
em,  was  her  separate  income  and  not  community  property. 


FINDINGS  OF  FACT. 

Prior  to  1920  the  petitioner  was  a  practicing  lawyer  in  Los  Angeles, 
dif.,  with  an  income  from  his  profession  of  about  $300  per  month. 
1  1918  he  married  and  at  all  the  times  herein  mentioned  he  and 
s  wife  resided  in  the  State  of  California.  At  the  time  of  the 
arriage  the  wife  of  petitioner  had  $5,000  in  cash  or  on  deposit  in 
nk,  part  of  which  she  had  inherited  and  the  balance  of  which 
e  had  earned  before  her  marriage.  After  the  marriage  she  retained 
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control  of  this  fund  as  her  separate  property  until  the  making  f 
the  contracts  and  investments  involved  herein. 

During  1919,  the  petitioner  had  a  number  of  conferences  wi] 
Benjamin  H.  Hampton  for  the  purpose  of  considering  the  ad  visi¬ 
bility  of  making  investments  and  engaging  in  the  production  of  mo- 
ing  pictures.  Hampton  controlled  two  corporations,  which  control!] 
certain  rights  to  produce  pictures  founded  on  stories  by  Zane  Gr’ 
and  other  authors,  and  also  had  contracts  with  distributing  compania 
or  agencies  for  the  distribution  of  the  pictures  to  the  exhibitors  ] 
this  country,  Canada,  and  foreign  countries.  Hampton  and  his  coi- 
panies  needed  financial  assistance  and  it  was  finally  proposed  thi 
if  the  petitioner  would  raise  and  contribute  $5,000  to  the  enterpriJ 
he  would  be  given  a  position  and  a  salary,  the  latter  of  which  woul 
about  equal  one-fourth  of  the  profits,  and  Hampton  would  contribiu 
$15,000  and  receive  three-fourths.  Petitioner  was  entirely  withol 
experience  in  the  motion  picture  business  and  he  had  no  fund,s. 

The  method  of  financing  the  production  of  a  picture  was  su 
stantially  as  follows: 

Taking,  for  example,  a  picture  that  was  estimated  in  advance  \ 
cost  $80,000,  the  American  distributor  would  advance  $40,000,  tj 
foreign  distributor  would  advance  $10,000  and  the  Canadian  di 
tributor  $10,000.  This  would  leave  $20,000  to  be  provided  by  Ham- 
ton  and  petitioner  in  the  respective  amounts  of  $15,000  and  $5,01. 
The  completed  picture  was  turned  over  to  the  distributors,  who  i 
tuiai  sold  or  rented  them  to  the  exhibitors.  Contracts  with  the  di 
tributors  were  that  the  producer  was  to  have  GO  per  cent  of  receipt 
and  the  distributor  40  per  cent.  Against  the  GO  per  cent  going  ) 
the  producer,  the  distributor  charged  the  $40,000  or  whatever  oth 
sum  it  had  advanced,  and  other  necessary  expenditures.  On  aecou 
of  the  loose  method  of  accounting  and  the  difficulty  of  checking  i 
on  receipts  of  distributors,  it  frequently  happened  that  the  producf 
never  received  anything  from  the  distributors  except  the  mom 
advanced  for  and  during  the  production  of  the  picture.  On  accou 
of  these  conditions,  it  was  the  custom  for  the  producer  in  makii 
his  estimate  of  cost  of  a  picture  to  include  therein  the  customaj 
profit  expected  to  be  derived  and  this  was  paid  to  those  furnishing  t! 
money,  other  than  distributors,  in  the  form  of  salary  during  tl 
progress  of  the  work,  although  the  recipient  might  perform  no  ser 
ices  whatever  other  than  furnishing  money.  The  salary  was  col 
sidered  as  being  a  return  of  and  profit  on  the  money  advance 


The  business  was  very  hazardous,  but  if  successful  profits  were  lard 
As  the  petitioner  had  no  funds  and  was  desirous  of  acceptiij 
Hampton’s  proposition,  he  laid  the  situation  before  his  wife  arj 
thoroughly  explained  the  possibility  of  gain  or  loss  and  proposed 
her  that,  if  she  would  advance  the  $5,000  necessary  for  the  ventui 
one-half  of  all  they  got  out  of  the  venture  should  be  her  separate  ai 
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individual  property,  and  the  other  half  should  be  his  separate  and 
individual  property. 

The  wife  accepted  and  the  agreement  was  reduced  to  writing  and 
signed  by  both  parties. 

Petitioner  entered  into  the  proposed  agreement  with  Hampton,  and 
his  wife  furnished  the  required  sum  of  $5,000  from  her  separate 
property,  which  was  invested  and  reinvested  in  the  production  of 
pictures  over  a  period  of  about  three  years.  During  this  period 
petitioner  gave  up  his  law  practice  and  devoted  his  time  to  the  pro¬ 
duction  of  pictures,  though  it  is  not  shown  just  what  services  he 
performed.  The  venture  proved  profitable  and  for  the  year  1921  the 
amount  received  from  it  by  petitioner  and  wife  was  $20,800  and 
$846.90  interest  on  bank  deposits  derived  therefrom.  This  they 
treated  as  profits  under  their  contract  and  each  returned  one-half 
thereof  for  taxation  for  the  year  1921.  The  respondent  added  the 
entire  sum  returned  by  the  wife  from  this  venture  to  the  income  of 
petitioner,  apparently  on  the  theory  that  the  salary  or  receipts  from 
the  picture  business  was  community  property  and  that  the  whole  of 
it  was  taxable  to  petitioner.  The  salary  or  share  of  the  profits 
derived  from  the  venture  was  in  consideration  of  the  services  of  peti¬ 
tioner  and  advancement  of  funds  by  his  wife,  and  no  apportionment 
has  been  or  can  be  made  as  to  how  much  each  is  entitled  to  other 
than  their  own  agreement.  It  was  a  common  practice  at  that  time 
for  one  person  to  furnish  money  to  another  performing  services  and 
to  divide  the  profits  or  so-called  salary  equally. 

The  arrangement  between  petitioner,  and  his  wife  was  reported  to 
and  discussed  with  Hampton. 

The  returns  of  the  venture  or  so-called  salary,  were  paid  by  the 
Federal  Photoplays  of  California  to  petitioner,  who  deposited  same 
in  a  joint  bank  account  to  the  credit  of  himself  and  wife. 

opinion. 


Milliken:  By  Sections  162,  163,  and  164  of  the  California  Civil 
Code,  it  is  provided  that  all  property  owned  by  either  spouse  before 
marriage,  or  thereafter  acquired  by  gift,  bequest,  devise,  or  descent, 
with  the  rents,  issues,  and  profits  thereof,  is  separate  property,  and 
all  other  property  acquired  after  marriage  by  either  constitutes  com¬ 
munity  property.  Blair  v.  Roth ,  22  Fed.  (2d)  932.  All  community 
income  in  California  is  returnable  by  and  taxable  to  the  husband. 
United  States  v.  Robbins ,  269  U.  S.  315;  70  L.  Ed.  285. 

The  question  for  decision  in  this  case  is  whether  the  share  of  peti¬ 
tioner’s  wife  in  the  profits  of  the  moving  picture  transaction  is  her 
separate  property  or  is  community  property. 

Section  158  of  the  Civil  Code  of  California  provides :  “  Either 
husband  or  wife  may  enter  into  any  engagement  or  transaction  with 
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the  other,  or  with  any  other  person,  respecting  property,  which  either 
might  if  unmarried;  subject,  in  transactions  between  themselves,  to 
the  general  rules  which  control  the  actions  of  persons  occupying  con¬ 
fidential  relations  with  each  other,  as  defined  by  the  title  on  trusts.” 

This  section  of  the  Code  has  been  frequently  before  the  courts  of 
California  and  this  Board  and  it  is  clear  that  husband  and  wife  may 
freely  and  legally  contract  with  each  other  with  respect  to  their 
separate  and  community  property.  Wren  v.  Wren ,  100  Cal.  276: 
Kaltschmidt  v.  Weber ,  145  Cal.  596;  79  Pac.  272;  Smith  v.  Smith , 
47  Cal.  App.  650;  191  Pac.  60;  Francis  Krull ,  10  B.  T.  A.  1096. 

Various  forms  of  agreement  between  husband  and  wife  residing 

in  California  have  been  before  this  Board  and  many  of  them  have 

been  sustained.  In  Elihu  Clement  Wilson ,  11  B.  T.  A.  963,  three 

brothers  took  their  wives  in  as  equal  partners  in  a  partnership.  The 

wives  contributed  neither  services  nor  capital,  but  it  Avas  agreed  that 

* 

they  should  share  equally  in  the  profits  and  losses.  The  wives  were 
held  partners  and  their  share  of  the  profits  was  taxable  to  them  respec¬ 
tively.  See  also  Francis  Krull ,  supra;  C.  R.  Davis ,  10  B.  T.  A.  1233; 
Alien  Harris,  10  B.  T.  A.  1374;  and  F.  C .  Busche ,  10  B.  T.  A.  1345. 

In  the  instant  case  the  contract  between  petitioner  and  wife  did  not 
relate  to  community  property,  nor  did  it  attempt  to  change  the  char¬ 
acter  of  the  community  property.  The  contract  was  for  the  use  of  the 
separate  property  of  the  wife  and  fixed  the  profit  or  compensation 
therefor.  She  was  entitled  to  this  under  the  laws  of  California,  irre¬ 
spective  of  the  contract,  and  its  only  effect  was  to  fix  the  amount  or 
rate  of  profit  to  which  she  was  entitled.  She  could  have  made  such  a 
contract  with  a  third  person  for  a  division  of  the  profits  and  under 
California  law  could  do  the  same  with  her  husband. 

In  our  view  of  this  matter  it  is  immaterial  whether  we  consider  the 
arrangement  one  of  partnership,  subpartnership,  or  joint  venture. 
The  wife  was  entitled  to  one-half  of  the  profits  as  her  separate  prop¬ 
erty,  and  the  fact  that  the  husband  collected  it  first  is  not  controlling 
for  in  such  case  he  merely  acted  as  an  intermediary  and  held  it  as 
trustee  for  her.  C.  R.  Thomas ,  8  B.  T.  A.  118.  i 

The  cases  of  Mitchell  v.  Bowers ,  15  Fed.  (2d)  287;  Blair  v.  Roth . 
22  Fed.  (2d)  932;  and  United  States  v.  Robbins ,  269  U.  S.  315,  arc 
not  controlling,  for  in  none  of  them  did  the  question  of  the  use  of  the 
separate  property  of  the  wife  and  her  right  to  profits  therefrom  arise. 

In  recent  cases  of  II.  A.  Belcher ,  11  B.  T.  A.  1294,  and  GinJ  C. 
Earl ,  10  B.  T.  A.  723,  are  not  in  point,  for  in  neither  did  the  contract 
provide  that  the  earnings  of  the  parties  should  be  their  separate  estate, 
and  in  neither  was  there  a  question  of  the  use  and  investment  of 
the  wife’s  separate  property. 

The  income  received  by  the  wife  in  1921,  resulting  from  the  salary 
or  profits  of  the  moving  picture  venture  and  the  interest  on  the 
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funds  derived  therefrom,  was  her  own  separate  income  and  property, 
and  was  improperly  added  to  petitioner’s  income. 

Judgment  will  be  entered  under  Rule  50. 


Charles  Brown,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Joseph  Israel,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  13932,  27779,  277S0,  31427,  31428.  Promulgated  October  12,  1928. 

Husband  and  Wife — Partnership — California. — Where  the 
two  petitioners  and  their  respective  wives  entered  into  a  contract  to 
carry  on  a  mercantile  business  as  a  partnership  and  each  contributed 
capital  and  services  to  the  business  and  the  profits  and  losses  were 
divided  equally,  the  income  derived  therefrom  by  the  wives  was 
their  separate  property  and  was  properly  returned  and  tax  paid  by 
them,  and  it  was  error  to  include  same  in  the  income  of  petitioners 
on  the  theory  that  it  was  community  property. 

Clark  J.  Milliron ,  Esq.,  and  E.  8.  Bras  hears,  Esq.,  for  the  peti¬ 
tioners. 

Clark  T .  Brown,  Esq.,  for  the  respondent. 

The  above  styled  proceedings  were  consolidated  and  heard  together. 
Deficiencies  were  determined  against  Charles  Brown,  as  follows :  In 
Docket  No.  13932,  for  the  year  1921,  $1,503.20;  in  Docket  No.  27779, 
for  the  year  1922,  $3,540.77 ;  and  in  Docket  No.  31427,  for  the  year 
L923,  $0,187.14.  Against  Joseph  Israel,  deficiencies  were  determined 
n  Docket  No.  27780,  for  the  year  1922,  $3,389.92;  and  in  Docket  No. 
U428,  for  the  year  1923,  $5,856. 

The  deficiencies  resulted  from  the  respondent’s  action  in  taxing  to 
he  petitioners,  on  the  theory  that  it  was  community  property,  the 
'ntire  income  and  salaries  received  by  them  and  their  respective  wives 
Tom  the  Brown-Israel  Outfitting  Co.,  an  alleged  partnership,  one- 
mlf  of  which  had  been  returned  by  and  tax  paid  thereon  by  peti- 
ioner’s  wives.  Redetermination  of  these  deficiencies  is  requested  on 
he  ground  that  the  one-half  of  the  profits  and  salaries  of  the  Brown- 
srael  Outfitting  Co.  added  to  petitioner’s  income  belonged  to  their 
espective  wives.  In  his  audit  and  readjustment  of  the  returns  of 
he  Brown-Israel  Outfitting  Co.  certain  deductions  claimed  by  it  on 
iccount  of  bad  debts,  alterations,  stationery  and  printing  for  1922  and 
923,  were  disallowed  and  these  amounts  added  to  income,  and  one- 
mlf  thereof  charged  to  each  of  the  petitioners  for  each  year.  The 
mount  of  this  addition  to  income  of  the  partnership  is  admitted  as 
orrect  by  petitioners  but  they  claim  only  one-fourth  thereof  should 
>e  charged  to  each  of  them,  and  that  the  remaining  one-half  is 
>roperly  chargeable  to  their  respective  wives,  one-fourth  each. 
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FINDINGS  OF  FACT. 

Petitioners  and  their  respective  wives,  Bessie  Brown  and  Frances 
Israel,  are  now  and  were  at  all  the  times  herein  mentioned,  residents  of 
Los  Angeles,  Calif.  For  several  months  prior  to  August,  1919,  they 
contemplated  and  discussed  the  advisability  of  going  into  business  i 
together,  and  in  July,  1919,  the  four  of  them  entered  into  an  oral 
agreement  by  which  they  agreed  to  go  into  business  together,  and 
after  the  payment  of  a  so-called  salary  to  each  which  was  to  be 
considered  as  expense,  the  profits  and  losses  were  to  be  divided 
equally  between  them. 

The  business  was  not  incorporated,  was  conducted  under  the  name 
of  Brown-Israel  Outfitting  Co.  and  was  that  of  men’s  and  women’s 
clothing  sold  on  the  installment  plan.  The  business  started  in 
August,  1919,  and  continued  through  the  taxable  years,  and  each  of 
the  parties  to  the  agreement  devoted  his  or  her  entire  time  to  it. 

Originally  each  of  the  parties  contributed  $2,500  to  the  capital  of 
the  business,  that  of  the  petitioners  being  from  the  sale  of  corporate 
stock  owned  by  them,  that  of  Frances  Israel  was  obtained  from  her 
mother,  and  that  of  Bessie  Brown  resulted  from  outside  employment 
prior  to  the  organization  of  the  Brown-Israel  Outfitting  Co. 

On  March  13,  1920,  in  order  to  comply  with  section  2460,  Civil 
Code  of  California,  a  certificate  of  ownership  of  firm  doing  business 
under  a  fictitious  name  was  filed  in  the  County  Clerk’s  office  of  Los 
Angeles  County,  Calif.,  as  follows: 

CERTIFICATE  OF  BUSINESS  FICTITIOUS  FIRM  NAME. 

The  Undersigned  do  hereby  certify  that  they  are  conduct in.tr  a  men’s  and 
women's  furnishing  business  at  824  South  Broadway  in  the  City  of  Los  Angeles,  j 
County  of  Los  Angeles,  State  of  California,  under  the  fictitious  firm  name  of 
Brown-Israel  Outfitting  Company  and  that  said  firm  is  composed  of  the  j 
following  persons,  whose  names  and  addresses  are  as  follows,  to-wit : 


Names  Residence  Address 

Joseph  Israel - SOS1/^  South  Berendo  Street,  Los  Angeles,  Calif. 

Frances  Israel _ 8O514  South  Berendo  Street,  Los  Angeles,  Calif. 

Charles  Brown _  3288  West  Eighth  Street,  Los  Angeles,  Calif. 

Bessie  Brown _  3288  West  Eighth  Street,  Los  Angeles,  Calif. 


Witness  our  hands  this  13tli  day  of  March,  1920. 

Joseph  Israel. 
Frances  Israel. 
Charles  Brown. 
Bessie  Brown. 

Filed  March  13,  1920. 

L.  E.  Lampton,  Count u  Clerk. 
By  W.  C.  Walton,  Deputy. 

STATE  OF  CALIFORNIA, 

County  of  Los  Angeles,  ss: 

On  this  13th  day  of  March  in  the  year  nineteen  hundred  and  twenty,  before 
me  Marvin  Lewis,  a  Notary  Public  in  and  for  said  County,  residing  therein, 
duly  commissioned  and  sworn,  personally  appeared  Joseph  Israel,  Frances 
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Israel,  Charles  Brown  and  Bessie  Brown  known  to  me  to  be  the  persons  whose 
names  are  subscribed  to  the  within  instrument  and  acknowledged  to  me  that 
they  executed  the  same. 

Witness  my  hand  and  official  seal. 

(seal)  Marvin  Lewis, 

Notary  Public  in  and  for 

said  County  and  State. 

229/26  11175. 

Accompanying  this  was  an  affidavit  showing  publication  of  the 
aforesaid  certificate  in  a  weekly  newspaper  for  five  weeks  as  required 
by  law. 

For  the  purpose  of  securing  credit  there  was  filed  with  the  Union 
Bank  &  Trust  Co.,  of  Los  Angeles,  Calif.,  from  time  to  time  during 
the  taxable  years  statements  of  the  financial  condition  of  the  Brown- 
Israel  Outfitting  Co.,  in  each  of  which  the  names  of  petitioners  and 
their  wives,  Bessie  Brown  and  Frances  Israel,  were  given  as  general 
partners.  In  addition  they  filed  with  the  bank  two  certificates  of 
partnership  signed  by  both  petitioners  and  their  wives. 

One  of  them  is  as  follows : 

Union  Bank  &  Trust  Co.  of  Los  Angeles 
•  certificate  of  partnership. 

******* 

- ,  a  Partnership. 

We  hereby  certify  that  the  assets  and  liabilities  enumerated  in  the  financial 
statement  of  Brown-Israel  Outfitting  Company,  a  partnership,  dated  Dec.  31, 
1922,  is<  a  true  statement  of  all  the  assets  and  liabilities  of  the  individual  mem¬ 
bers  of  said  partnership  and  all  persons  interested  therein.  We  further  certify 
that  the  signatures  of  all  of  the  members  of  said  partnership  and  all  persons 
interested  therein  are  affixed  to  this  instrument  and  that  said  partnership  is  a 
general,  trading  partnership,  and  not  a  limited  one. 

We  further  certify  that  we,  the  undersigned,  constituting  all  of  the  members 
and  persons  interested  in  said  partnership,  are  jointly  and  severally  liable 
tor  all  indebtedness  incurred  in  the  name  of  Brown-Israel  Outfitting  Company, 
a  partnership. 

Frances  Israel. 

Joseph  Israel. 

Bessie  Brown. 

Charles  Brown. 

The  other  is  practically  the  same.  Statements  were  made  from 
time  to  time  to  It.  G.  Dun  &  Co.,  as  a  basis  for  commercial  credit 
showing  that  the  Brown-Israel  Outfitting  Co.  was  a  partnership 
composed  of  Charles  Brown  and  Joseph  Israel  and  their  wives, 
Bessie  Brown  and  Frances  Israel. 

In  the  beginning  the  business  was  small,  but  it  has  grown  rapidly, 
and  the  profits  have  become  large.  As  the  books  were  opened  orig¬ 
inally  they  did  not  reflect  the  interests  of  petitioners’  wives  therein. 
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When  this  was  discovered  by  Israel  in  March,  1920,  the  ledger  was 
corrected  to  show  the  interests  of  Bessie  Brown  and  Frances  Israel 
at  $5,000  each.  The  cash  journal  for  January,  1921,  contains  the 
following  statement : 

To  record  the  Assets,  Liabilities  and  Capital  Investment  of  Charles  Brown, 
Joseph  Israel,  Bessie  Brown  and  Frances  Israel,  doing  business  as  a  partner¬ 
ship  under  the  name  of  Brown-Israel  Outfitting  Company.  Capital  Investments 
of  respective  partners  to  be  maintained  in  equal  amounts  and  ail  withdrawals 
or  additions  to  Capital  Investment  to  be  made  in  equal  amounts  and  all  losses 
or  profits  to  be  shared  equally  by  respective  partners.  Salaries  paid  to  partners 
to  be  considered  as  expense  and  not  as  withdrawal  of  capital  or  profits.  Re¬ 
spective  Asset,  Liability  and  Capital  accounts  being  set  up  as  they  existed  at 
the  close  of  business  December  31,  1920. 

This  was  preceded  by  the  following  entry  : 

Capital  Investment  Accounts : 

Charles  Brown _ $15,  021.  22 

Joseph  Israel _  15,  021.  22 

Bessie  Brown _  lo,  021.  21 

Frances  Brown _  15,  021.  21 

Capital  accounts  for  each  of  the  above  named  were  set  up  in  ac¬ 
cordance  with  the  above  statement  and  show  that  during  the  taxable 
years  the  profits  were  divided  equally,  one-fourth  to  each,  after  the 
deduction  of  the  so-called  salaries.  The  salaries  paid  to  the  peti¬ 
tioners  were  to  each  $3, GOO  for  1921,  $4,200  for  1922,  and  $6,000  for 
1923.  Their  wives  received  $1,200  each  in  1921  and  1922  and  $1,800 
in  1923. 

The  salary  and  income  or  profits  derived  from  the  Brown-Israel 
Outfitting  Co.  by  the  wives  was  reported  by  them  separately  and 
the  tax  thereon  paid.  The  deficiencies  asserted  are  arrived  at  by 
adding  the  wives’  incomes  derived  from  the  Brown-Israel  Outfitting 
Co.  to  that  of  petitioners,  on  the  theor}7  that  they  were  community 
property. 

OPINION. 

Milliken  :  The  questions  presented  in  these  five  proceedings  are, 
(1)  Were  the  petitioners’  wives,  Bessie  Brown  and  Frances  Israel, 
partners  in  the  firm  of  Brown-Israel  Outfitting  Co.?  and  (2)  If  so, 
should  their  income  therefrom  be  reported  as  their  own  separate  in¬ 
come,  or  should  it  be  included  in  that  of  their  husbands  as  com¬ 
munity  property. 

Under  the  decisions  of  the  courts  of  California  and  of  this  Board, 
it  has  been  held  that  husband  and  wife  may  freely  contract  with 
each  other. 

We  think  that  the  evidence  in  this  case,  which  is  uncontradicted, 
.-shows  that  the  petitioners  and  their  wives  entered  into  an  oral  con- 
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tract  of  partnership  in  July,  1919,  and  they  conducted  business  in 
accordance  therewith  through  the  taxable  years.  Their  actions  in 
tiling  and  publishing  the  certificate  of  ownership  and  in  making  the 
various  statements  to  the  bank  and  ft.  G.  Dun  &  Co.  are  corroborative 
thereof.  These  statements  were  made  in  the  usual  course  of  business 
long  before  these  questions  arose  and  can  not  be  considered  as  mere 
self-serving  declarations.  They  were  acts  of  the  parties  and  there¬ 
fore  competent,  as  were  also  the  accounts  and  books  of  the  firm. 

In  the  recent  cases  of  L.  S.  Cobb ,  9  B.  T.  A.  547 ;  F.  C.  Busche , 
10  B.  T.  A.  1345;  and  Elihu  Clement  Wilson ,  11  B.  T.  A.  9G3,  the 
Board  reviewed  the  statutes  and  decisions  of  California  and  held 
that  in  that  State  husband  and  wife  could  enter  into  a  contract  of 
partnership  and  carry  on  business  as  such  and  that  the  interests  of 
each  was  that  one’s  separate  property  and  the  income  therefrom 
was  returnable  by  and  taxable  to  each  individual  according  to  his 
or  her  interest.  It  followed  that  the  income  of  the  wives  could  not 
be  added  to  that  of  the  husbands  on  the  theory  of  community  prop¬ 
erty.  In  none  of  the  above  cases  did  it  appear  that  the  wife  had 
contributed  any  capital  from  her  separate  estate,  and  in  the  Busche 
case  alone  did  she  appear  to  have  rendered  any  services. 

In  the  instant  cases  the  facts  are  much  stronger,  for  the  wives  con¬ 
tributed  both  capital  and  services.  .  * 

We  do  not  deem  the  cases  of  United  States  v.  Robbins ,  269  U.  S. 
315;  Blair  v.  Roth,  22  Fed.  (2d)  932;  and  H.  A.  Belcher ,  11  B.  T.  A. 
1294,  applicable  to  the  facts  of  the  cases  under  consideration.  In  the 
Robbins  case  there  was  no  contract  of  partnership  between  husband 
and  wife  and  there  was  no  investment  of  her  separate  property  nor 
services  rendered  by  her.  The  income  sought  to  be  divided  between 
husband  and  wife  resulted  from  earnings  of  the  husband  and  com¬ 
munity  property,  and  it  was  held  that  the  income  wras  clearly  com¬ 
munity  property  and  taxable  to  the  husband. 

The  Roth  and  Belcher  cases  are  likewise  not  in  point  for  in  neither 
was  there  a  partnership  agreement  for  the  conduct  of  business  and 
the  earning  of  income,  there  was  no  investment  of  separate  property 
by  the  wife,  and  there  was  no  agreement  that  her  earnings  should  be 
her  separate  property.  The  agreements  were  that  the  earnings  of 
both  husband  and  wife  were  to  be  pooled  and  that  they  were  to  be 
joint  owners  of  the  common  fund.  In  those  cases  there  was  no  part¬ 
nership  and  the  parties  were  working  for  others.  The  decisions  were 
merely  to  the  effect  that  the  earnings  of  both  husband  and  wife  were 
community  property  and  were  taxed  as  such.  The  earnings  were 
not  the  result  of  the  contract,  but  merely  became  subject  to  it  after 
receipt. 

17173—28 - 4 
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In  the  instant  cases  the  earnings,  salaries  and  profits  were  all  the 
result  of  the  contract  and  the  investment  by  each  of  his  or  her  sep¬ 
arate  property. 

W  e  are  of  opinion  that  the  contract  of  partnership  was  entered 
into,  that  it  was#valid,  and  that  the  salaries  and  all  other  income 
derived  therefrom  by  Bessie  Brown  and  Frances  Israel  was  their 
separate  property  and  that  it  was  error  for  respondent  to  have 
included  them  in  the  incomes  of  petitioners. 

In  the  recomputation  of  the  deficiencies,  if  any,  under  Ride  50. 
adjustments  of  disallowed  deductions  to  the  partnership  should  eon- 
1  oi-m  to  the  decision  here  made  concerning  the  income  of  petitioners. 

Judgment  will  be  entered  under  Rule  50. 


John  B.  Hadaway,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  12717.  Promulgated  October  12,  1928. 

Loss. — Where  ground  is  prepared  and  planted  for  the  raising 
of  cranberries  and  where  its  value  is  completely  destroyed  by  over¬ 
flow  or  seepage  of  water  from  natural  causes,  the  cost  of  prepara¬ 
tion  and  planting  is  a  deductible  loss. 

5 .  O.  Graves,  Esq.,  and  II.  W.  Kenway,  Esq.,  for  the  petitioner. 

Brice  Toole,  Esq.,  and  Philip  A.  Carroll,  Esq.,  for  the  respondent. 

Petitioner  asks  a  redetermination  of  a  deficiency  in  income  tax  for 
the  year  1921  in  the  amount  of  $293.89.  It  is  contended  that  the 
respondent  erred  in  disallowing  as  a  deduction  the  sum  of  $2,000 
alleged  loss  resulting  from  the  abandonment  of  a  cranberry  bug 
which  became  worthless  and  unprofitable  due  to  the  rising  and  over¬ 
flow  of  water. 


FINDINGS  OF  FACT. 

Petitioner  is  an  individual  and  resides  at  120  Elmwood  Road, 
Swampscott,  Mass.  He  is  a  grower  of  cranberries  and  has  been  so 
engaged  for  over  40  years.  At  the  time  of  giving  his  deposition 
herein  he  had  50  acres  of  cranberry  bog  under  cultivation. 

In  1909  the  petitioner  and  his  manager,  H.  B.  Loring,  purchased 
for  $450  a  tract  of  10  acres  on  the  west  side  of  Island  Creek  Pond  in 
the  town  of  Duxbury,  Mass.,  for  the  purpose  of  converting  it  into  a 
bog  for  the  raising  of  cranberries.  Part  of  the  tract  was  upland 
and  part  lowland.  Four  acres  of  the  lowland  lying  nearest  the  pond 
were  first  prepared  for  cultivation,  and  subsequently  about  5 *4  acres 
were  prepared,  but  we  are  only  concerned  with  the  4-acre  tract. 
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At  the  time  the  property  was  acquired,  the  4-acre  tract  above  men¬ 
tioned  was  practically  all  fresh  meadow  land.  During  1909  and  1910, 
the  bog  was  prepared  first  by  clearing  olf  the  bushes,  turfing  the 
meadow,  and  plowing  the  hard  bottom.  The  land  was  then  graded 
and  ditched  and  covered  with  a  layer  of  sand  from  4  to  8  inches 
deep,  preparatory  to  setting  out  the  cranberry  vines  or  bushes.  In 
order  to  properly  drain  or  hold  water  as  occasion  might  require,  a 
dam  approximately  500  feet  long  was  constructed  next  to  the  Island 
Creek  Pond.  The  entire  4  acres  were  planted  in  cranberries  in  1910. 
It  takes  from  4  to  7  years  for  cranberries  to  bear  profitably. 

The  cost  of  preparing  and  planting  this  tract  was  $2,231.12.  The 
project  was  never  profitable  so  far  as  these  4  acres  were  concerned 
and  receipts  were  always  less  than  expenses.  In  1916  and  following 
years,  due  to  some  unknown  cause,  the  water  level  in  Island  Creek 
Pond  and  other  ponds  in  the  vicinity  rose  about  10  inches,  resulting 
in  too  much  moisture  from  overflow  or  seepage  in  the  cranberry  bog 
for  successful  production.  Water  rising  in  the  bog  caused  grass  to 
grow,  which  gradually  crowded  out  the  cranberry  vines  or  bushes  so 
that  by  the  year  1921  they  were  practically  extinct  and  the  land  had 
reverted  to  meadow  land,  was  worthless,  and  was  abandoned  as  a 
cranberry  bog.  To  prevent  the  spread  of  the  grass  and  water  to 
adjoining  bogs,  another  dam  was  built,  but  no  deduction  was  asked 
therefor. 

When  the  original  16  acres  were  purchased  there  was  an  agreement 
between  petitioner  and  his  manager,  H.  B.  Loring,  that  the  latter  was 
to  have  an  interest  in  the  bogs  made  thereon,  and  that  petitioner 
would  advance  Boring’s  share  of  the  expense.  This  petitioner  did, 
but  was  never  repaid  by  Loring.  Loring  died  in  1919,  and  at  that 
time  owed  petitioner  $1,300  and  in  1920  whatever  equity  Loring  had 
was  conveyed  to  petitioner  in  satisfaction  thereof. 

Petitioner  has  offered  to  sell  the  abandoned  4  acres  for  $100,  but 
has  found  no  purchasers.  Current  operating  expenses  are  not  in¬ 
cluded  in  the  $2,000  deduction  requested,  which  represents  capital 
investment  in  the  preparation  of  the  ground  and  planting  of  the 
vines  or  bushes  and  was  all  contributed  by  the  petitioner. 

OPINION. 

Milliken  The  Board  has  held  in  the  cases  of  Hmry  B.  Hooper ,  8 
397,  and  F.  H.  Wilson ,  12  B.  T.  A.  403,  that,  where  orchards 
and  vineyards  are  attacked  by  disease  and  are  destroyed  to  prevent 
further  spread  thereof,  the  cost  of  bringing  them  to  productivity 
was  a  capital  expenditure  and  the  loss  occasioned  by  the  disease  and 
destruction  was  deductible  for  income-tax  purposes.  It  was  further 
held  in  the  former  case  that  the  deduction  allowable  should  be 
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reduced  by  depreciation  of  original  cost  during  the  period  of  actual 
production  calculated  according  to  the  expected  useful  life. 

W  e  see' no  difference  in  legal  effect  between  destruction  by  disease 
and  destruction  to  prevent  spread  of  disease,  and  destruction  by  nat¬ 
ural  causes  such  as  overflows  as  in  the  instant  case.  In  either  event,! 
if  the  result  is  to  destroy  the  property  and  prevent  its  use  for  the 
purpose  intended,  it  is  a  loss.  In  the  instant  case  there  was  never 
any  productivity  of  any  consequence,  although  some  cranberries  of 
little  value  were  gathered  from  time  to  time.  Shortly  after  the  bog 
reached  the  producing  stage  in  1916,  the  water  trouble  began  and  the 
bog  gradually  declined  until  in  1921  the  vines  completely  disappeared 
and  it  was  a  complete  loss  and  was  abandoned.  Petitioner  made 
frequent  efforts  to  rectify  the  condition  and  did  not  discontinue  same 
or  abandon  the  bog  as  worthless  until  1921. 

The  sum  of  $2,000  claimed  should  be  allowed  as  a  deduction  from 
petitioner’s  income  for  1921.  We  have  found  as  a  fact  that  the  cost 
of  preparing  and  planting  the  4-acre  tract  was  $2,231.12.  However.  I 
petitioner  only  claims  a  loss  of  $2,000  and  counsel  in  brief  filed  only 
claims  a  loss  of  $2,000.  We  therefore  limit  the  deduction  to  the  loss 
as  claimed. 

We  have  not  been  furnished  with  the  terms  of  the  agreement  be¬ 
tween  petitioner  and  his  manager,  Loring,  relative  to  the  interest  or 
equity  Loring  was  to  have,  but  whatever  it  was,  it  was  dependent 
on  his  payment  of  his  share  of  the  expense.  As  Loring  paid  nothing 
and  petitioner  advanced  and  paid  the  entire  sum  of  $2,231.12,  he  is 
entitled  to  the  deduction  as  claimed. 

Judgment  will  be  entered  under  Rule  60. 


Chicago,  Rock  Island  &  Pacific  Railway  Co.,  Petitioner,  b. 
Commissioner  of  Internal  Revenue,  Respondent. 

Docket  Nos.  13562.  13563,  13747.  Promulgated  October  15,  1928. 

1.  Penalties  paid  by  a  railroad  corporation  to  the  .United  States 
for  violation  of  certain  regulatory  statutes  are  not  deductible  as 
ordinary  and  necessary  expenses.  Great  Northern  Railivay  Co.,  S 
B.  T.  A.  225. 

2.  Amounts  deducted  by  a  railroad  corporation  from  its  gross  in¬ 
come  for  the  operation  of  its  regular  service  trains  carrying  men 
and  equipment  should,  on  the  facts  presented,  be  restored  to  gross 
income.  Great  Northern  Railway  Co.,  8  B.  T.  A.  225.  . 

3.  Amounts  received  by  a  railroad  corporation  from  passengers  in 
excess  of  its  tariff  rates,  the  said  excess  being  the  result  of  an  error 
in  making  change,  and  which  can  notrbe  refunded  because  the  name 
and  address  of  the  person  overcharged  is  unknown,  constitute  tax¬ 
able  income. 
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4.  Petitioner  issued  pay  checks,  vouchers  and  other  checks  in 
payment  of  valid  claims,  which  were  allowed  as  deductions  by  re¬ 
spondent  for  the  year  in  which  issued.  If  checks  remained  un¬ 
cashed  after  two  years  from  date  of  issuance  they  were  charged  to 
profit  and  loss.  Held,  that  such  obligations  when  charged  back  to 
profit  and  loss  constituted  taxable  income. 

5.  Where  petitioner  in  the  year  1915  charged  off  a  debt,  then 
worthless,  of  a  corporation  which  was  then  insolvent,  and  where  the 
worthless  debt  was  taken  as  a  deduction  in  1915  and  where,  during 
said  year,  certain  stockholders  brought  action  against  part  of  the 
directors  charging  fraud  with  respect  to  the  debt,  and  where  in 
1917  and  before  trial  the  directors  compromised  the  suit  for  less 
than  one-eleventh  of  the  principal  of  the  debt,  held  that  the  debt 
was  properly  charged  off  and  deducted  in  1915. 

6.  Under  the  evidence,  held  that  certain  interest  received  by  a 
reorganization  committee  was  taxable  income  of  petitioner. 

7.  Interest  rentals  and  compensation  earned  by  a  railroad  corpo¬ 
ration  which  was  on  an  accrual  basis,  during  Federal  control,  held 
to  be  taxable  income  in  the  years  earned. 

8.  When  petitioner  purchased  the  bonds  of  another  corporation 
at  less  than  par  and  thereafter  became  affiliated  with  such  corpora¬ 
tion  and  where,  during  the  period  of  affiliation  the  bonds  were 
retired,  held  that  the  affiliated  group  made  no  taxable  income. 

9.  Where  a  corporation  keeping  its  books  on  an  accrual  basis 
sells  its  own  bonds  at  a  discount,  held  that  the  discount  is  in  the 
nature  of  deferred  interest  which  may  be  amortized  over  the  life 
of  the  bonds  and  the  portion  allocable  to  each  year  may  be  deducted 
from  gross  income  for  such  year. 

10.  Proper  method  of  amortizing  discount  on  bonds  which  ma¬ 
tured  serially  set  forth.  ^ 

11.  Expenses  incurred  prior  to  March  1,  1913,  in  the  sale  of  bonds 
should  not  be  amortized  over  the  life  of  the  bonds.  Expenses  in¬ 
curred  subsequent  to  February  28,  1913,  should  be  treated  in  the 
same  manner  as  discount. 

12.  Where  bonds  which  were  sold  at  a  discount  were  afterwards 
exchanged  for  stock,  held  that  the  amount  paid  in  for  the  stock  was 
precisely  the  amount  paid  in  for  the  bonds  but  that  there  should 
be  restored  to  surplus  the  amount,  if  any,  by  which  surplus  had 
been  reduced  by  the  amortization  of  discount. 

Chester  A.  Guinn ,  Esq.,  M.  L.  Bell ,  Esq.,  Q.  F .  Dickinson,  Esq., 
T .  P.  Littlepage ,  Esq.,  and  W.  F.  Peter,  Esq.,  for  the  petitioner. 

M.  N.  Fisher,  Esq.,  for  the  respondent. 

The  above  proceedings  were  by  agreement  consolidated  for  the 
purpose  of  hearing  and  decision  and  involve  deficiencies  in  income 
tax  for  the  calendar  year  1916  of  $10,281.15;  and  in  income  and 
profits  taxes  for  the  calendar  year  1917  of  $382,530.34;  for  the  calen¬ 
dar  year  1918  of  $53,717.76;  and  for  the  calendar  year  1919  of 
$36,275.28.  Petitioner  alleges  the  following  errors: 

(1)  Respondent  has  failed  to  allow'  as  a  deduction  from  gross 
income  in  each  of  the  years  1916  to  1919,  inclusive,  sums  paid  by 
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petitioner  to  the  United  States  as  penalties  for  the  violation  of 
Federal  statutes  relating  to  railroad  operation. 

(2)  Respondent  has  erroneously  credited  petitioner’s  operating 
expenses  for  the  years  1916  and  1917  in  amounts  representing  peti¬ 
tioner’s  expenses  for  Transportation  for  Investment. 

(3)  Respondent’s  failure  to  allow  as  a  deduction  from  petitioner’s 
gross  income  for  each  of  the  years  1916,  1917,  1918,  and  1919,  any 
portion  of  the  discount  and  expenses  in  connection  with  the  sale  of 
petitioner’s  Fir,st  and  Refunding  Bonds  sold  by  it  during  the  years 
1904  to  1908,  inclusive. 

(4)  Respondent  has  erroneously  computed  for  the  years  1916, 
1917,  1918,  and  1919  amortization  of  discount  on  petitioner’s  Equip¬ 
ment  Bonds,  series  u  C,”  “  D,”  “  F.”  “  G,’'  and  “  H,”  maturing  serially. 

(5)  Respondent  has  erroneously  computed  for  the  years  1916, 
1917,  and  1918  amortization  of  discount  on  petitioner’s  Collateral 
Trust  Bond,s  issued  May  1,  1902,  which  matured  serially. 

(6)  Respondent  lias  erroneously  considered  as  part  of  petitioner’s 
gross  income  for  each  of  the  years  1916  and  1917  amounts  represent¬ 
ing  overcharges  collected  during  said  years  for  transportation  of 
passengers  and  not  refundable  by  petitioner. 

(7)  Respondent  has  erroneously  considered  as  part  of  petitioner’s 
income  for  the  years  1916,  1917,  1918,  and  1919  sums  representing 
the  amounts  of  checks  or  vouchers  outstanding  during  the  two  years 
previous  to  the  year  for  which  the  return  is  made,  representing 
amounts  for  wages,  overcharges,  ioss  and  damage  claims,  which 
checks  or  vouchers  were  either  not  called  for  or  not  cashed  by  the 
respective  payees. 

(8)  Respondent  erroneously  failed  to  allow  as  a  deduction  from 
the  petitioner’s  income  for  the  years  and  in  the  amounts  below  stated 
sums  representing  loss  on  property  retired  and  not  replaced. 


1916 _  $325.  92 

1918  _  988.  27 

1919  _  20,658.89 


(9)  Respondent  erred  in  failing  to  allow  petitioner  to  deduct  from 
its  gross  income  for  1917  the  sum  of  $871,921.26,  representing  un¬ 
amortized  discount  on  Debenture  Bonds  issued  by  petitioner  in  1912 
and  retired  on  July  2,  1917. 

(10)  Respondent  has  failed  to  allow  as  a  deduction  from  peti¬ 
tioner’s  gross  income  for  1917  the  sum  of  $5,960,960.08,  being  the  net 
loss  sustained  by  petitioner  on  funds  advanced  to  the  Chicago,  Rock 
Island  &  Pacific  Railroad  Co.  (an  Iowa  corporation)  in  December. 
1909,  the  transactions  relating  to  which  were  not  finally  closed  and 
the  net  loss  ascertained  until  1917. 
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(11)  Respondent  lias  erred  in  considering  as  part  of  petitioner’s 
gross  income  for  the  year  1917  the  sum  of  $68,583.27,  representing 
interest  allowed  by  the  depositary  bank  on  certain  funds  of  the 
Reorganization  Committee,  raised  by  assessment  upon  petitioner’s 
stockholders. 

(12)  Respondent  has  erred  in  connection  with  the  adjustment  of 
land  grant  sales  (timber  sales)  in  arriving  at  the  total  allowable 
deduction  by  taking  the  “Loss  as  Corrected”  for  the  year  1917  in 
the  sum  of  $33,680.83,  whereas  such  loss  should  be  $37,432.76,  making 
the  total  allowable  deduction  $174,931.64. 

(13)  Respondent  has  erred  in  including  as  part  of  taxpayer’s  in¬ 
come  for  the  }^ear  1918,  the  sum  of  $66,368.07  on  account  of  profit 
on  land  grant  sales  during  1918,  whereas  the  correct  amount  to  be 
added  to  petitioner’s  income  by  way  of  adjustment  for  that  year  is 
$13,219.07. 

(14)  Respondent  has  failed  to  include  as  part  of  taxpayer’s  in¬ 
come  for  the  years  1918  and  1919,  respectively,  sums  representing 
interest  rental  allowed  by  the  Director  General  of  Railroads  on  addi¬ 
tions  and  betterments  completed  and  put  in  service  during  said  years, 
respectively;  but  has  erroneously  included  said  amounts  as  part  of 
petitioner’s  income  for  the  year  1922. 

(15)  Respondent  has  failed  to  include  as  part  of  petitioner’s  in¬ 
come  for  the  years  1918  and  1919,  respectively,  sums  representing 
compensation  (interest)  paid  by  the  Director  General  of  Railroads 
on  30  locomotives  purchased  and  paid  for  in  1918  out  of  petitioner’s 
funds;  but  has  erroneously  included  said  amounts  as  part  of  peti¬ 
tioner’s  income  for  the  year  1922. 

(16)  Respondent  had  erred  in  failing  to  include  as  part  of  the 
taxable  income  of  the  Chicago,  Rock  Island  &  Gulf  Railway  Co.  for 
the  years  1918  and  1919,  respectively,  sums  representing  interest 
rental  allowed  by  and  received  from  the  Director  General  on  addi¬ 
tions  and  betterments  completed  during  said  years;  but  has  errone¬ 
ously  included  said  amounts  as  income  for  the  year  1922. 

(17)  Respondent  has  erred  in  considering  as  income  of  the  Con¬ 
solidated  Indiana  Coal  Co.  for  the  year  1918  the  sum  of  $313,988.15, 
being  the  difference  between  $2,336,000  par  value  of  the  Coal  Com¬ 
pany’s  First  Mortgage  bonds,  dated  May  29,  1905,  maturing  May  29, 
1935,  and  the  sum  of  $2,022,011.85,  the  price  at  which  said  bonds  were 
purchased  prior  to  December  31,  1917,  and  thereafter  retired. 

(18)  Respondent  has  failed  to  allow  as  a  deduction  from  peti¬ 
tioner’s  gross  income  for  the  year  1919,  the  sum  of  $4,038.30,  repre¬ 
senting  state,  county,  city  and  school  taxes  levied  and  assessed  against 
certain  property  belonging  to  petitioner  at  Galveston,  Tex.,  and  paid 
during  1919. 
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(19)  Respondent  lias  erred  in  including  as  income  of  the  Chicago. 
Rock  Island  &  Gulf  Railway  Co.  for  the  year  1918  the  sum  of 
$3,209.85,  representing  an  over-accrual  of  said  company's  standard 
return  during  Federal  control. 

(20)  Respondent  has  failed  to  allow  as  a  deduction  from  income 
of  Choctaw,  Oklahoma  &  Gulf  Railroad  Co.  for  the  year  1919  the 
sum  of  $6,097.21  on  account  of  depletion  for  coal  mined  during  the 
year  1919. 

(21)  Respondent  has  erroneously  computed  petitioner’s  invested 
capital  for  1917  in  respect  to  the  issuance  by  petitioner  of  $54,422,160 
par  value  of  its  capital  stock  on  July  2,  1917 ;  petitioner  claimed  that 
said  capital  stock  was  outstanding  for  of  the  year  1917,  whereas 
respondent  has  computed  invested  capital  by  assuming  that  said 
capital  stock  was  outstanding  for  Ffr  °f  the  year. 

(22)  Respondent  has  failed  to  allow  as  invested  capital  for  1917 

the  unamortized  portion  of  discount,  commission  and  expense, 
amounting  to  $5,995,438.40,  sustained  or  incurred  in  connection  with 
the  sale  of  petitioner's  First  and  Refunding  mortgage  bonds  during 
the  years  1904  to  1908,  both  inclusive.  / 

(23)  Respondent  has  failed  to  allow  as  invested  capital  for  the 
year  1917  discount,  commission  and  expense  in  connection  with  the 
sale  of  Equipment  Bonds,  series  “  G,”  amounting  to  $181,235.98,  and 
in  connection  with  Equipment  Bonds,  series  “H,”  amounting  to 
$240,345.  Series  “  G  "  bonds  were  sold  in  1912  and  series  “  H  ”  bonds 
in  1913. 


(24)  Respondent  erred  in  using  a  wrong  method  of  amortizing 
discount  on  various  issues  of  securities,  with  the  result  that  he  has 
failed  to  allow,  on  account  of  unamortized  discount  as  of  January  1, 
1917,  the  sum  of  $153,963.22. 

(25)  Respondent  has  erred  in  reducing  taxpayer’s  invested  capital 
in  the  sum  of  $871,921.26,  being  the  unallocated  portion  of  the 
unamortized  discount  on  taxpayer’s  $20,000,000  of  the  Debenture 
Bonds  sold  in  1912  at  a  discount  of  $1,200,000,  whereas  the  said 
entire  $1,200,000  of  discount  was  charged  by  taxpayer  to  profit  and 
loss  in  the  year  1912. 

(26)  Respondent  erred  in  reducing  petitioner’s  invested  capital  in 
the  sum  of  $871,921.26,  as  representing  an  alleged  discount  on 
$54,422,160  par  value  of  stock  issued  by  petitioner  on  July  2,  1917, 
whereas  said  stock  was  issued  at  par. 

(27)  Respondent  has  erred  in  disallowing  as  part  of  invested  capi¬ 
tal,  $1,597,800.49  expended  for  additions  and  betterments  to  equip¬ 
ment  during  the  period  1871  to  March  31,  1902;  said  amount  was 
originally  charged  to  operating  expenses  and  thereafter  charged  to 
investment  in  Road  and  Equipment  in  December,  1917,  and  credited 
at  the  same  time  to  Profit  and  Loss. 
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(28)  Respondent  erred  in  deducting  from  invested  capital  the  sum 
of  $172,242.80,  being  an  alleged  overpayment  in  division  of  profits 
of  the  Joint  Land  Department  from  its  inception  to  December  31, 
1916,  said  profits  being  equally  divided  between  the  Duluth  &  Iron 
Range  Company  and  the  petitioner. 

(29)  Respondent  has  failed  to  allow  as  part  of  petitioner's  invested 
capital  for  1917  the  sum  of  $421,924.38,  representing  the  balance 
(after  giving  effect  to  $30,544.49  allowed  by  respondent)  of 

of  the  total  unamortized  discount  on  petitioner’s  Debenture  Bonds 
of  1912  as  of  December  31, 1916,  amounting  to  $902,465.75;  said  bonds 
having  been  issued  on  July  15,  1912,  and  retired  on  July  2,  1917. 

(30)  Respondent  erred  in  holding  that  income  accruing  to  the 
Choctaw,  Oklahoma  &  Gulf  Railway  Co.  from  sales  of  coal  pro¬ 
duced  from  lands  leased  from  Indians  for  the  year  1918  is  subject 
to  tax. 

(31)  Respondent  has  failed  to  allow  as  part  of  petitioner’s  in¬ 
vested  capital  for  1917  the  sum  of  $700,000  carried  by  petitioner  as 
an  insurance  and  casualty  reserve  under  I.  C.  C.  General  Balance 
Sheet  Account  No.  773;  the  amount  of  said  reserve  on  December  31, 
1916,  was  $716,204.43,  of  which  amount  $700,000  remained  in  said 
reserve  at  all  times  during  the  year  1917. 

(32)  Respondent  has  failed  to  allow  as  part  of  petitioner’s  in¬ 
vested  capital  for  1917  the  sum  of  $111,345.75,  representing  an 
amount  carried  in  a  reserve  account  on  December  31,  1916,  and  at 
all  times  during  the  year  1917,  covering  freight  claims  (which  had 
aeen  paid  but  not  yet  adjusted  with  participating  carriers)  on 
account  of  transactions  prior  to  July  1,  1914. 

By  affirmative  plea  respondent  alleged  that  in  November,  1919, 
petitioner  paid  to  the  Association  of  Railway  Executives  the  sum  of 
i>15,883.89,  of  which  $9,927.43  was  for  advertising  and  publicity  in 
connection  with  pending  legislation  and  at  the  hearing  he  amended 
ais  answer  and  alleged  (a)  that  he  erred  in  so  far  as  he  allowed 
[eductions  in  each  or  any  of  the  years  1916  to  1919,  inclusive,  on 
account  of  allocating  to  said  years  or  any  of  them,  a  part  of  the 
expenses,  as  distinguished  from  bond  discount,  incurred  by  the 
ssuance  of  bonds  by  the  petitioner  at  the  dates  when  the  bonds  were 
ssued,  and  asserts  that  all  such  expenses  allowed  by  him  should  now 
)e  disallowed  and  that  any  portion  of  said  expenses  which  have  been 
allowed  as  invested  capital  should  now  be  disallowed;  and  (b)  he 
aow  asserts  with  respect  to  discount  sustained  by  petitioner  when  it 
iold  bonds  in  prior  years  that  no  part  of  such  discount  should  be 
dlocated  to  the  years  1916  to  1919,  inclusive;  that  any  deductions 
aeretofore  allowed  on  account  of  such  allocation  of  bond  discount 
bould  now  be  disallowed ;  that  no  portion  of  such  discount  remain- 
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ing  unamortized  or  otherwise  determined  should  be  allowed  to  remain 
in  or  be  restored  to  invested  capital  for  any  of  the  years  aforesaid 
and  that  all  such  allowances  in  or  restoration  to  invested  capital  that] 
have  been  allowed  should  now  be  disallowed  and  that  any  premiums 
received  by  petitioner  on  the  sale  of  its  bonds  should  receive  similar 
treatment. 

By  stipulation  between  the  parties  petitioner  withdrew  errors  12. 
25  and  30,  and  respondent  confessed  errors  8,  13.  18,  19,  20,  31  and  32. 
In  the  brief  filed  in  its  behalf,  petitioner  waived  errors  21  and  27  and 
respondent  in  the  brief  filed  in  his  behalf  conceded  error  28.  Re¬ 
spondent  introduced  no  evidence  on  its  contention  as  to  the  pay¬ 
ments  made  to  the  Association  of  Railway  Executives  and  has 
apparently  abandoned  this  contention. 

FINDINGS  OF  FACT. 

I 


Petitioner  is  a  consolidated  corporation  organized  and  existing 
under  the  laws  of  the  States  of  Illinois  and  Iowa,  with  its  principal 
office  at  La  Salle  Street  Station,  139  West  Van  Buren  Street,  Chicago, 
Ill  . ;  is  a  common  carrier  engaged  in  the  transportation  of  freight 
and  passengers  by  steam  railroad,  and  as  such  is  subject  to  the  provi¬ 
sions  of  the  Interstate  Commerce  Act;  and  its  accounts  for  the  years 
1916  to  1919,  inclusive,  were  kept  in  accordance  with  the  uniform 
system  of  accounts  prescribed  by  the  Interstate  Commerce  Commis¬ 
sion,  which  system  is  upon  the  accrual  basis. 

Petitioner’s  capital  stock  prior  to  the  receivership,  hereinafter 
referred  to,  consisted  of  one  class  of  stock  and  the  par  value  of  the  I 
amount  thereof  outstanding  prior  to  said  receivership  was  $74,359,- 1 
722.50.  Petitioner  became  financially  embarrassed  in  1914  and  on 
April  20,  1915,  receivers  for  the  railroads  and  properties  of  peti¬ 
tioner  were  appointed  in  a  proceeding  pending  in  the  District  Court 
of  the  United  States  for  the  Northern  District  of  Illinois.  On  No¬ 
vember  14,  1916,  an  “  Agreement  c*f  Reorganization  *’  was  entered  , 
into  between  certain  committees  representing  the  stockholders  and 
creditors  of  petitioner.  The  pertinent  parts  of  said  agreement  read: 


An  Agreement  entered  into  as  of  the  14th  day  of  November,  1910,  hy  and 
between  Seward  Prosser,  Nathan  L.  Amster,  Emlie  K.  Boisot,  Charles  Hay¬ 
den,  James  Speyer  and  S.  Davies  Warfield  (hereinafter  collectively  termed 
the  “Committee”),  parties  of  the  first  part;  and  such  of  the  holders  of  Stock 
of  The  Chicago.  Rock  Island  and  Pacific  Railway  Company  (hereinafter  called 
the  “Railway  Company"),  as  shall  become  jmrties  hereto  in  tin*  manner  herein 
provided  (who  are  hereinafter  collectively  termed  “  Depositing  Stockholders”), 
and  such  of  the  holders  of  Twenty-Year  Five  Per  Cent.  Gold  Debentures  of 
the  Railway  Company  (hereinafter  termed  the  “Debentures”)  and  such  of 
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the  Holders  of  Certificates  of  Deposit  issued  by  Bankers  Trust  Company  for 
Debentures  deposited  under  the  Deposit  Agreement  dated  July  19,  1915,  as 
shall  become  parties  hereto  in  the  manner  herein  provided  (who  are  hereinafter 
collectively  termed  “Depositing  Debenture  holders”),  parties  of  the  second  part 
fall  the  parties  of  the  second  part  being  hereinafter  sometimes  called  “De¬ 
positors  ” ) , 

The  Railway  Company  has  outstanding  $20,000,000  face  amount  of  the 
Debentures,  whereon  the  interest  matured  January  15  and  July  15,  1916,  has  not 
been  paid,  and  the  Railway  Company  has  defaulted  upon  the  Debentures  and 
under  the  Indenture  dated  January  17,  1912,  whereunder  the  same  were  issued. 

Certain  of  the  Debentures  are  represented  by  the  Committee  named  in  the 
Deposit  Agreement  dated  July  19,  1915,  above  referred  to,  and  such  committee  is 
hereinafter  referred  to  as  the  “  Debenture  Committee.”  Certain  of  the  holders 
of  Stock  of  the  Railway  Company  are  represented  by  a  committee  consisting  of 
Messrs.  Charles  Hayden  and  others,  which  committee  is  hereinafter  referred  to 
as  the  “  Hayden  Committee.”  Certain  other  of  said  stockholders  are  repre¬ 
sented  by  a  committee  of  which  Messrs.  Nathan  L.  Amster  and  others  are  mem¬ 
bers,  which  committee  is  hereinafter  termed  the  “Amster  Committee.” 

The  Depositors  desire  that  a  Plan  of  Reorganization  substantially  as  herein¬ 
before  set  forth  be  carried  into  effect,  and  have  authorized  the  Committee  in  its 
discretion  to  consummate  such  Plan.  # 

In  consideration  of  the  premises  and  of  the  advantages  which  will  result  to 
the  Depositors,  and  of  the  conditions  and  promises  hereinafter  contained  and  of 
other  good  and  valuable  consideration,  and  for  the  purpose  of  carrying  out  said 
Plan  in  whole  or  in  part,  and  whether  modified  or  amended,  the  parties  hereto 
have  agreed  and  do  hereby  severally,  agree,  and  each  Depositing  Stockholder  and 
each  Depositing  Debenture-holder  has  agreed  and  does  hereby  agree  with  each 
of  the  other  Depositing  Stockholders  and  Depositing  Debenture-holders  and  with 
the  Committee,  as  follows : 

First.  The  Depositing  Stockholders  and  the  Depositing  Debenture-holders 
jointly  and  severally  hereby  asset  to  and  accept  all  the  provisions  of  said  Plan 
and  of  this  Agreement.  Said  Plan  is  hereby  adopted  and  approved  and  shall  be 
deemed  a  part  of  this  Agreement  with  the  same  force  and  effect  as  though 
embodied  herein.  Said  Plan  and  this  Agreement  shall  be  read  as  parts  of  one 
and  the  same  instrument,  and  every  Depositor  shall  be  bound  by  both. 

Second.  Holders  of  Stock  of  the  Railway  Company  may  participate  in  said 
Plan  and  in  this  Agreement,  and  will  become  parties  thereto,  by  depositing  the 
certificates  representing  the  shares  of  Stock  held  by  them,  accompanied  by  in¬ 
struments  of  transfer  duly  executed  in  blank  and  by  all  requisite  tax  stamps, 
with  either  of  the  Depositaries  under  this  Agreement,  or  with  any  agent  or 
agents  appointed  by  either  of  said  Depositaries  with  the  consent  and  approval 
of  the  Committee  to  receive  such  deposits  of  Stock  for  such  Depositary,  and  by 
making  to  either  of  said  Depositaries  the  payments  required  by  said  Plan 
from  time  to  time  and  as  called  for.  Upon  making  each  such  payment,  each 
Depositing  Stockholder  shall  present  his  Certificate  of  Deposit  (issued  as  herein¬ 
after  provided)  to  the  Depositary  for  the  notation  thereon  by  the  Depositary  of 
the  making  of  such  payment. 

Third.  Holders  of  Debentures  not  heretofore  deposited  with  the  Debenture 
Committee  may  participate  in  said  Plan  and  in  this  Agreement,  and  will  become 
parties  thereto,  by  depositing  their  Debentures,  accompanied  by  all  coupons 
maturing  January  15,  1916  and  thereafter,  with  either  of  the  Depositaries  here¬ 
under  or  with  any  agent  or  agents  appointed  by  either  of  said  Depositaries  with 
the  consent  and  approval  of  the  Committee  to  receive  such  deposits  of  Deben- 
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tures  for  such  Depositary.  *  *  *  Upon  such  deposit  under  the  Plan,  by  the 

Debenture  Committee,  of  Debentures,  the  Committee  shall  become  responsible 
for  and  shall  assume  each  and  every  the  responsibilities  and  indebtedness  of  the 
Debenture  Committee,  and  the  Debenture  Committee,  except  as  provided  ii 
Article  Seventh  hereof,  shall  be  under  no  further  duty  or  obligation  in  respect! 
of  Debentures  so  deposited. 

Fourth.  Bankers  Trust  Company,  of  New  York,  N.  Y.,  and  First  Trustj 
and  Savings  Bank  of  Chicago,  Illinois,  are  hereby  severally  appointed  Deposi 
taries  under  said  Plan  and  this  Agreement.  The  Depositaries  will  issue  tq 
Depositing  Stockholders  (and,  if  the  Committee  shall  so  direct,  to  Depositing 
Debenture-holders  and  to  the  holders  of  Certificates  of  Deposit  of  Bankers 
Trust  Company  in  respect  of  Debentures)  Certificates  of  Deposit,  issued  sub-1 
jeet  to  the  terms  of  this  Agreement.  The  holders  of  such  Certificates  of  Deposit; 
and  all  persons  claiming  by,  through  or  under  the  persons  named  in  such 
Certificates  of  Deposit,  shall  be  held  to  have  assented  to  this  Agreement  as  if 
they  had  severally  subscribed  to,  acknowledged  and  delivered  the  same.  Said 
Certificates  of  Deposit  shall  be  transferable  in  such  manner  as  the  Committee 
shall  approve,  and  upon  such  transfer  all  rights  and  obligations  of  the  Deposi¬ 
tors  in  respect  of  the  securities  represented  by  such  Certificates  of  Depositj 
shall  pass  to  the  transferee,  who  shall  be  substituted  in  place  of  the  prior 
holders  and  be  subject  to  this  Agreement.  All  such  transferees,  as  well  as  the 
original  holders  of  Certificates  of  Deposit  hereunder,  and  all  persons  claiming 
by,  through  or  under  said  holders  or  transferees  (and  all  holders  of  Certifi¬ 
cates  of  Deposit  of  Bankers  Trust  Company,  subject  to  the  said  Plan  and  this 
Agreement),  shall  be  included  within  the  terms  “Depositing  Stockholders,” 
“Depositing  Debenture-holders”  and  “Depositors”  when  used  herein.  Each 
such  Certificate  of  Deposit  not  at  the  time  registered  in  a  name  may  be  treated 
by  the  Connhittee  and  the  Depositaries  as  a  negotiable  instrument,  and  the 
holder  thereof  for  the  time  being  and  the  registered  holders  of  registered  Cer¬ 
tificates  may  be  considered  and  treated  as  the  absolute  owner  thereof  and  of 
all  the  rights  of  the  original  Depositor  of  every  character,  and  neither 
the  Committee  nor  either  of  the  Depositaries  shall  be  affected  by  any  notice 
to  the  contrary.  The  Committee  may  take  such  action  as  it  may  deem  proper 
for  the  listing  upon  the  New  York  Stock  Exchange  or  any  other  Exchange  of 
Certificates  of  Deposit. 

Fifth.  The  Committee  is  hereby  vested  under  the  terms  of  this  Agreement 
with  the  legal  title  to  all  the  Stock,  Debentures  and  Coupons  which  may  at 
any  time  be  deposited  hereunder,  and  the  Depositors  agree  that  the  deposit 
of  the  said  S  ock,  Debentures  and  Coupons,  transfers  and  assigns  to  and  vests 
in  the  Committee  complete  and  absolute  title  to  the  said  Stock,  Debentures  and 
Coupons,  with  the  same  force  and  effect  as  if  the  Committee  were  the  absolute 
owner  thereof.  They  further  agree,  at  any  time  upon  request  of  the  Committee, 
to  execute  any  and  all  instruments  of  transfer,  assignments  or  writings  requi¬ 
site  or  required  by  the  Committee  further  to  evidence  the  vesting  in  the  Com¬ 
mittee  or  its  nominees  of  the  legal  title  to  the  said  Stock.  Debentures  and 
Coupons  deposited  hereunder. 

Sixth.  In  addition  to  vesting  in  the  Committee  the  complete  and  absolute 
title  to  the  Stock.  Debentures  and  Coupons  deposited  hereunder,  the  Depositors 
hereby  further  constitute  and  appoint  the  Committee  their  only  and  exclusive 
attorneys  in  fact,  and  hereby  authorize  and  empower  the  Committee,  in  the 
name  of  the  Depositing  Stockholders  or  in  the  name  of  the  Depositing 
Debenture-holders,  or  both,  or  in  the  name  of  the  Committee  or  in  the  name  of 
any  other  person  or  person,  firm  or  firms,  or  corporation  or  corporations,  as 
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he  Committee  may  deem  proper,  to  institute,  maintain  or  take,  or  cause  to 
ie  instituted,  maintained  or  taken,  or  to  intervene  in  or  become  party  to  such 
ictions  or  proceedings  at  law  or  in  equity  or  otherwise,  and  in  all  matters 
•r  proceedings  to  give  such  directions,  make  such  requests  and  demands,  file 
uch  protests  and  execute  such  papers,  authorizations,  consents,  powers  of 
ittorney,  or  other  instruments,  all  as  will,  in  the  judgment  of  the  Committee, 
end  to  protect  the  interests  of  the  Depositors  and  to  enforce  the  rights  and  the 
ecurity  belonging  to  or  provided  by  said  Stock,  Debentures  and  Coupons 
nd  the  said  indenture  under  which  the  Debentures  were  issued.  The  Com- 
aittee  is  hereby  given  full  power  to  substitute  or  to  revoke  any  or  all  such 
uwers  of  attorney  or  other  instruments  which  it  may  execute,  and  to  adjust, 
om promise,  settle  and  discontinue  any  or  all  such  actions  or  proceedings,  or 
o  institute  others,  and  to  adjust,  compromise,  settle  and  discontinue  the  same ; 
nd  the  Depositing  Stockholders  and  the  Depositing  Debenture-holders  further 
ive  and  grant  unto  the  Committee  full  power  and  authority  to  do  and  per- 
orm  every  act  and  thing  requisite  and  necessary  to  be  done  in  its  judgment 
i  and  about  the  premises,  as  fully  to  all  intents  and  purposes  as  the  Depos¬ 
ing  Stockholders  or  the  Depositing  Debenture-holders  might  or  could  do  in- 
ividually,  jointly  or  otherwise,  and  to  exercise  each  and  every  right,  power 
nd  privilege  belonging  to,  conferred  upon  or  vested  in  the  Depositing  Stock- 
olders  or  the  Depositing  Debenture-holders  by  the  Stock,  Debentures  and 
Coupons  deposited  hereunder  or  by  the  indenture  under  which  the  Debentures 
'ere  issued,  or  otherwise  as  the  case  may  be,  and  to  represent  the  Depositors 

I  respect  thereof  as  fully  as  though  the  Depositing  Stockholders  and  the  De- 
ositing  Debenture-holders,  respectively,  were  acting  in  person ;  the  Depositors 

II  hereby  ratifying  and  confirming  all  that  the  Committee  or  its  appointees  or 
abstitutes  may  lawfully  do  or  cause  to  be  done  by  virtue  hereof. 

*****  *  * 
Seventh.  The  Committee  shall  be  the  sole  and  final  judge  as  to  whether  and 
lien  suflicient  assents  and  deposits  shall  have  been  received,  and  whether 
ther  conditions  warrant  it  in  declaring  said  Plan  operative,  and,  in  attempt- 
lg  to  carry  the  same  or  any  part  thereof  into  effect,  the  Committee  may  supply 
ny  defect  or  omission  or  reconcile  any  inconsistency  in  said  Plan  and  in  this 
greement,  in  such  manner  and  to  such  extent  as  shall  be  deemed  by  it  neces- 
iry  or  expedient  to  carry  out  the  same  properly  and  effectively,  and  it  shall 
i  the  sole  judge  of  such  necessity  or  expediency. 

Before  declaring  the  Plan  operative,  the  Committee  may  exercise  the  powers 
id  authority  upon  it  conferred  by  this  Agreement,  in  whole  or  in  part,  if  it 
lall  deem  it  advisable  to  do  so;  it  shall  have  power,  whenever  it  shall  deem  it 
•oper,  to  alter,  amend,  modify,  depart  from,  or  abandon  said  Plan  and  this 
greement  or  any  part,  thereof  in  any  respect,  or  it  may  substitute  a  new  plan 
'  a  new  agreement  or  both  ;  it  may  at  any  time  or  times  after  any  such  partial 
landonment  or,  after  any  modification,  restore  to  said  Plan  and  this  Agree- 
ent  any  abandoned  part  or  parts  theretofore  by  it  discarded  and  reject  any 
ich  modification  or  substitution  or  any  part  thereof,  and  it  may  seek  to  carry 
ie  said  Plan  and  this  Agreement  into  effect  as  fully  as  if  such  part  or  parts 
id  not  been  abandoned  or  such  modifications-  made;  it  may  also  attempt  to 
irry  said  Plan  and  this  Agreement  into  effect  rather  than  to  abandon  or  modify 
;e  same,  even  though  it  be  manifest  or  probable  that,  if  consummated,  said 
lan  and  this  Agreement  must  depart  from  the  original  Plan  or  this  Agreement 

•  from  some  part  thereof ;  any  change  or  modification  when  made  by  the  Com- 
ittee  shall  thereupon  become  and  be  a  part  of  said  Plan  and  this  Agreement. 
i  case,  however,  of  intentional  change  or  modification  of,  or  departure  from, 

•  substitution  of  another  plan  for,  said  Plan  and  this  Agreement,  which  other 
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plan,  in  the  judgment  of  the  Committee,  shall  materially  and  adversely  affec 
the  Depositors  or  any  thereof,  such  proposed  material  change,  modification 
departure  or  substitution  shall  he  forthwith  submitted  to  the  Debenture  Com 
mittee,  the  Amster  Committee  and  the  Hayden  Committee.  *  *  * 

Eighth.  Any  action  contemplated  in  said  Plan  or  authorized  by  this  Agree, 
ment  may  he  taken  or  performed  whenever  and  as  often  as  the  Committee,  ii 
its  uncontrolled  discretion,  shall  deem  advisable.  Any  such  action  may  b 
taken  by  the  Committee  or  by  any  one  approved  by  it  at  any  time  when  it  shal 
deem  the  reorganization  advanced  sufficiently  to  justify  such  course,  and  as  i 
may  be  necessary  or  expedient  the  Committee  may  defer  or  permit  to  be  de 
f erred  the  performance  of  any  provisions  of  said  Plan  or  of  this  Agreement,  o 
it  may  devolve  such  performance  on  the  New  Company  and  may  cause  the  Nev 
Company  to  pay  any  indebtedness  authorized  or  incurred  by  the  Committee  o 
otherwise  in  furtherance  of  the  Plan  or  to  make  or  assume  any  obligations  o: 
liabilities  which,  in  the  judgment  of  the  Committee,  may  be  necessary  or  expe 
dient  to  carry  out  said  Plan  or  this  Agreement. 

The  Committee  may,  in  its  discretion,  set  apart  and  hold  in  trust,  or  permi 
to  be  set  apart  and  to  be  held  in  trust,  or  may  place  in  trust  or  permit  to  b< 
placed  in  trust,  any  part  of  the  new  securities  to  be  issued  and  any  cash  wind 
may  be  received  from  sales  of  new  securities  or  otherwise,  as  it  may  deem  suit 
able  for  the  purpose  of  securing  the  application  thereof  for  any  of  the  purpose.' 
of  said  Plan  or  of  this  Agreement. 

The  Committee  may  employ  depositaries,  sub-depositaries,  counsel,  agents  am 
all  necessary  assistants,  and  may  incur  and  discharge  any  and  all  expenses  b.v 
it  deemed  reasonable  for  the  purposes  of  said  Plan  or  for  carrying  out  oj 
attempting  to  carry  out  the  same,  including  the  compensation  and  expensed 
of  counsel  and  engineering,  accounting  and  other  experts,  whether  employe 
by  it  or  not,  and  all  compensation  and  expenses  in  any  way  connected  witl 
the  receivership ;  also  all  compensations  and  expenses  of  the  Depositaries,  sub 
depositaries  and  agents,  and  all  expenses  in  connection  with  the  preparation  o 
said  Plan  and  this  Agreement,  the  issue  and  governmental  approval  of  seeuri 
ties,  the  incorporation  of  any  companies,  and  all  legal  and  other  expenses  ii 
any  manner  connected  with  said  Plan  or  this  Agreement  or  which  it  may  deen 
expedient  to  incur  in  undertaking  to  promote  any  of  the  purposes  thereof.  Tin 
Committee  shall  be  the  sole  judge  of  the  propriety  and  expediency  of  any  and  all 
compensation  and  excuses  and  of  the  amount  thereof. 

******* 

Tenth.  The  Committee  undertakes  to  endeavor  to  carry  out  said  Plan  either 
in  its  original  form  or  as  modified,  altered  or  departed  from,  but  neither  tin 
Committee  nor  the  members  thereof  nor  the  Depositaries  assume  any  personal 
responsibility  for  carrying  out  said  Plan  and  this  Agreement  or  any  part  of 
either,  nor  for  the  results  of  any  steps  taken  or  acts  done  for  tk<t  purpose,  nor 
shall  the  Committee  or  the  members  thereof  or  the  Depositaries  hereunder  bo 
personally  liable  for  any  act  or  omission  of  said  Committee,  or  of  said  Deposi¬ 
taries  oi  of  any  agent  or  employee  selected  by  them  or  either  of  them,  nor  for 
any  error  of  judgment  or  mistake  of  fact  or  law,  nor  for  any  acts  except  for  its 
or  their  own  individual  wilful  malfeasance,  nor  shall  any  member  of  the  Com¬ 
mittee  be  personally  liable  for  acts  or  defaults  of  any  other  meml>er  thereof 
or  of  any  depositary. 

Eleventh.  The  members  of  the  Committee  shall  not  be  considered  or  taken, 
as  between  themselves,  as  partners,  nor  shall  the  Committee  or  any  of  its 
memliers  lie  taken  or  considered  as  partners  with  the  Depositors  or  any  of 
them,  nor  shall  the  Depositing  Stockholders  or  Depositing  Debenture-holders 
be  taken  or  considered  as  imrtners  with  each  other  or  with  the  Committee  or 
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with  any  of  the  members  thereof,  either  as  between  themselves  or  as  to  third 
parties.  All  acts  performed,  and  obligations  and  liabilities  incurred  by  the 
Committee,  both  as  to  the  Depositors  and  as  to  any  person  or  persons,  firm  or 
firms,  corporation  or  corporations,  dealing  or  contracting  with  the  Committee, 
shall  be  deemed  and  considered  to  be  acts  of  said  Committee  as  a  committee, 
and  all  or  any  person  or  persons,  firm  or  firms,  corporation  or  corporations, 
dealing  or  contracting  with  said  Committee  shall  look  alone,  to  the  securities 
deposited  hereunder  for  the  satisfaction  and  discharge  of  all  obligations  and 
liabilities  so  contracted  or  incurred  by  the  Committee,  and  shall  not  hold  or 
attempt  to  hold  the  Committee  or  any  member  thereof,  personally  or  individually, 
liable  or  responsible  therefor. 

Twelfth.  The  Committee  shall  be  entitled  to  compensation  for  its  services, 
the  same  to  be  fixed  by  it  *  *  * 

The  compensation,  expenses,  disbursements  and  liabilities  of  the  Committee 
shall  be  paid  as  a  part  of  the  expenses  of  reorganization,  and  the  compensation 
of  such  Committee  shall  be  conclusively  deemed  to  be  a  part  of  the  expenses 
of  tlle  reorganization  for  all  the  purposes  of  said  Plan  and  this  Agreement. 
The  accounts  of  the  Committee  shall  be  filed  within  six  months  after  the  reor¬ 
ganization  shall  be  determined  by  the  Committee  to  have  been  completed,  with 
he  board  of  directors  of  the  New  Company,  or  the  company  which,  in  accord¬ 
ance  with  the  provisions  of  said  Plan,  shall  issue  the  securities  in  said-  Plan 
provided  for,  unless  a  longer  time  be  granted  by  said  board  of  directors.  Such 
iccounts,  when  approved  by  such  board  of  directors,  shall  be  final,  binding 
md  conclusive  upon  the  Depositors  and  upon  all  other  parties  having  any  inter¬ 
est  therein,  and  upon  such  approval,  whenever  and  however  given,  the  Com- 
nit.tee  shall  be  discharged,  and  all  liability  and  accountability  shall  cease.  The 
Committee,  or  any  subcommittee,  may  advise  with  counsel,  and  the  opinion  of 
•ounsel,  acted  upon  in  good  faith,  shall  be  full  protection  to  the  Committee, 
>r  to  such  sub-committee,  for  anything  done  or  suffered  to  be  done  in  accordance 
vith  such  opinion. 

******* 

Fourteenth.  All  moneys  paid  under  or  in  respect  to  said  Plan  and  this 
Vgreement  shall  be  paid  to  the  Depositaries  hereunder,  or,  if  the  Committee 
hall  so  determine,  the  same  may  be  paid  to  such  sub-depositary  or  sub-deposi- 
aries,  agent  or  agents,  as  the  Committee  shall  designate.  Said  Depositaries, 
aid  any  such  sub-depositary  or  agent,  severally  and  respectively,  shall  hold 
.11  such  moneys,  subject  to  the  check  or  order  of  the  Committee,  and  the  Com- 
aittee  is  hereby  expressly  authorized  to  use  the  same  or  any  part  thereof,  or 
o  cause  or  permit  the  same  or  any  part  thereof  to  be  uSed  for  any  of  the 
•urposes  of  said  Plan  or  of  this  Agreement,  at  such  time  as  in  its  discretion 
lay  be  most  convenient  and  as  from  time  to  time  may  be  determined  by  the 
Committee,  its  determination  as  to  the  propriety  and  purpose  of  any  such 
pplication  to  be  final  and  binding  upon  all  of  the  Depositors ;  and  nothing  in 
aid  Plan  or  in  this  Agreement  shall  be  understood  as  limiting  or  requiring  the 
pplication  of  any  specific  moneys  for  any  specific  purpose. 

Fifteenth.  All  calls  for  the  deposit  of  securities  and  payments  to  be  made 
s  provided  by  said  Plan  or  by  this  Agreement,  or  for  the  presentation  or 
mi  render  of  Certificates  of  Deposit  and  all  notices  fixing  or  limiting  any  period 
'>!'  the  deposit  of  securities  or  for  such  payments,  or  declaring  said  Plan 
perative,  and  all  other  calls  or  notices  hereunder,  except  when  herein  otherwise 
xpiessly  provided,  shall  be  published  by  the  Committee  at  least  twice  in  each 
eek  for  two  successive  weeks  in  one  newspaper  of  general  circulation  pub- 
shed  in  the  Borough  of  Manhattan,  in  the  City  of  New  York,  and  in  one  news- 
aper  of  general  circulation  published  in  the  City  of  Chicago,  Illinois.  Any 
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call  or  notice  whatsoever,  when  so  published  by  the  Committee,  shall  be  take 
and  shall  be  considered  as  though  personally  served  on  all  parties  hereto  an 
upon  all  parties  to  be  bound  thereby  as  of  the  date  of  the  first  insertion  thereo 
and  such  publication  shall  he  the  only  notice  required  to  be  given  under  an 
provision  of  said  Plan  or  of  this  Agreement  and  shall  be  sufficient  for  a 
purposes  whether  or  not  actually  brought  to  the  notice  of  the  Depositors. 
******* 

The  “  Plan  of  Reorganization  55  above  referred  to  provides  in  part 

On  April  20,  1915,  receivers  of  the  railroads  and  properties  of  The  Cliicag( 
Rock  Island  and  Pacific  Railway  Company  (hereinafter  referred  to  as  tli 
Railway  Company)  were  appointed  and  the  receivership  still  continues.  Th 
interest  on  the  Twenty-Year  Five  Per  Cent.  Gold  Debentures  (hereinafter  n 
ferred  to  as  the  Debentures),  which  matured  January  15,  191G  and  July  15,  191( 
lias  not  been  paid,  and  such  interest  has  continued  in  default  beyond  the  sixtj 
day  period  of  grace  provided  in  the  indenture  under  which  the  Debentures  wen 
issued.  No  defaults  have  occurred  in  the  payment  of  interest  upon  any  of  th 
obligations  of  the  Railway  Company  secured  by  lien  upon  its  property  or  th 
property  of  its  subsidiary  railroad  corporations.  A  committee  represents 
certain  holders  of  the  Railway  Company’s  First  and  Refunding  Bonds  lia- 
however,  commenced  suit  by  leave  of  Court  for  the  foreclosure  of  the  First  an 
Refunding  Mortgage,  alleging  various  defaults  other  than  nonpayment  of  ir 
terest.  This  litigation  is  being  contested  by  the  Railway  Company  and  by  tip 
Joint  Reorganization  Committee.  Representatives  of  the  Joint  Reorganization 
Committee  have  been  holding  informal  conferences  with  members  of  the  sai 
committee  representing  First  and  Refunding  bondholders  of  the  Railway 
Company. 

Under  the  provisions  of  the  accompanying  Agreement  the  Joint  Reorganiza 
tion  Committee  is  empowered  to  make  any  settlement,  compromise  or  arrange 
ment  that  may,  in  its  discretion,  be  deemed  advisable  with  respect  to  the  Firs 
and  Refunding  Bonds  or  with  respect  to  any  other  secured  or  unsecure< 
obligations  of  or  claims  against  the  Railway  Company. 

The  Railway  Company  has  outstanding  in  the  hands  of  the  public  $20,000,00' 
face  amount  of  Debentures  and  $74,359,722.50  par  value  of  capital  stock  all  o 
one  class. 

Negotiations  between  members  of  the  Debenture  Committee,  the  Amste 
Committee  and  the  Hayden  Committee  have  resulted  in  concerted  action  lookiu: 
to  early  reorganization  of  the  Railway  Company.  As  a  result  of  these  negotia 
tions,  and  upon  the  understanding  that  approximately  $30,000,000  new  casl 
capital  would  be  provided  in  reorganization,  the  Debenture  Committee  ha 
consented  that  the  Plan  shall  provide  for  the  delivery  to  Debenture  holders  o 
G%  preferred  stock  of  the  New  Company  (cumulative  up  to  5%  per  annum)  ii 
lieu  of  the  fixed  charge  obligations  now  held  by  them.  Investigations  liav< 
been  made  of  the  physical  condition,  operations,  earning  power  and  account: 
of  the  Railway  Company  by  experts,  based  upon  which  the  Joint  Reorganiza 
tion  Committee  has  prepared  the  following: 

Plan. 

The  railroads  and  properties  of  the  Railway  Company  are  either  to  be  retainec 
in  the  present  company,  subject  to  a  readjustment  of  securities  as  hereinaftei 
provided,  or  are  to  be  vested  in  a  new  company  or  the  Railway  Company  other 
wise  reorganized,  as  may  be  determined  by  t  lie  Joint  Reorganization  Committee 
subject  to  all  liens  of  record  by  way  of  mortgage  or  deed  of  trust  and  to  sucl 
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liens  as  may  be  substituted  for  any  thereof.  The  company  in  which  the  rail¬ 
roads  and  properties  of  the  Railway  Company  shall  be  so  vested  or  retained  is 
hereinafter  called  the  New  Company. 

New  Securities. 

The  New  Company  will  have  capital  stock  presently  issuable  of  $125,000,000 
par  value,  consisting  of  shares  of  the  par  value  of  $100  each,  whereof 

$30,000,000  par  value  will  be  7%  preferred  stock ; 

$20,000,000  par  value  will  be  6%  preferred  stock ;  and 

$75,000,000  par  value  will  be  common  stock. 

The  Joint  Reorganization  Committee  may  in  its  discretion  determine  that  the 
authorized  amounts  of  the  6%  preferred  stock  or  of  the  7%  preferred  stock,  or 
both,  shall  exceed  the  amounts  above  specified  by  not  more  than  $15,000,000  in 
par  amount  for  both ;  and  any  part  of  such  preferred  stock  not  required  for 
the  purposes  of  the  Plan  may  be  placed  in  the  treasury  of  the  New  Company 
for  its  general  corporate  purposes.  The  authorized  amounts  of  the  preferred 
stocks  may  not  be  increased  after  reorganization  except  by  vote  of  a  majority 
of  each  class  of  stock  of  the  New  Company  outstanding,  each  class  voting 
separately. 

The  preferred  stocks  of  both  classes  shall  share  pari  passu  in  the  distribution 
of  assets  upon  insolvency  or  dissolution  of  the  New  Company,  and  shall,  in 
such  event,  be  preferred  over  the  common  stock  in  the  payment  of  the  entire 
liar  value  of  the  preferred  stocks,  plus  any  unpaid  dividends  then  accumulated 
thereon,  before  any  payment  or  distribution  shall  be  made  upon  the  common 
stock. 

The  7%  preferred  stock  shall  have  preference  and  priority  over  the  6%  pre¬ 
ferred  stock  as  to  dividends  to  the  extent  of  one  per  cent  in  any  fiscal  year, 
which  shall  be  first  declared  and  paid  or  set  aside  for  payment  before  any 
dividends  shall  be  declared  upon  the  6%  preferred  stock ;  but,  after  the  declara¬ 
tion  and  payment  or  setting  aside  of  such  one  per  cent  in  any  fiscal  year  on 
rhe  7%  preferred  stock,  the  shares  of  both  classes  of  preferred  stock  shall  rank 
oari  passu  as  to  further  dividends  declared  and  paid  thereon.  Dividends  upon 
die  7%  preferred  stock  presently  to  be  issued  hereunder  shall  be  cumulative 
ip  to  but  not  exceeding  5%  per  annum  from  and  after  such  date  as  may  be 
ixed  by  the  Joint  Reorganization  Committee  having  regard  to  the  amounts 
)f  the  several  instalments  and  the  respective  dates  fixed  for  the  payment 
hereof  by  Depositing  Stockholders.  Dividends  upon  the  6%  preferred  stock 
o  be  issued  in  exchange  for  Debentures  as  hereinafter  provided  shall  be 
•umul  ative  up  to  but  not  exceeding  5%  per  annum  from  and  after  July 
5,  1916.  The  Joint  Reorganization  Committee  may,  in  its  discretion,  by 
inanimousi  vote  of  the  members  of  said  Committee,  upon  or  after  the  con- 
uinmation  of  the  Plan,  pay  in  cash,  either  out  of  the  funds  provided  for  under 
he  Plan  or  otherwise,  all  or  any  part  of  the  amount  that  would  otherwise 
hen  have  accumulated  by  way  of  dividend  on  said  6%  preferred  stock  issuable 
u  respect  of  Debentures,  or  on  said  7%  preferred  stock,  or  on  both,  without  any 
nodification  whatsoever  of  the  Plan  or  of  the  accompanying  Agreement ;  and 
hereupon  the  dates  from  which  dividends  shall  accumulate  on  such  6%  pre¬ 
erred  stock  or  on  such  7%  preferred  stock,  or  both,  as  the  case  may  be,  shall  be 
hanged  accordingly. 

The  charter  of  the  New  Company  shall  provide  that  the  whole,  but  not  a 
art,  of  the  7%  preferred  stock  outstanding  may  at  any  time  be  purchased  or 
edeemed  on  any  dividend  payment  date  by  the  New  Company  at  $105  per  share 
tus  the  amount  of  all  cumulative  dividends  accrued  thereon ;  and  that,  either 
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independently  or  contemporaneously,  the  whole,  but  not  a  part,  of  the  6%  pre 
ferred  stock  outstanding  may  be  likewise  purchased  or  redeemed  by  the  New 
Company  at  any  time  on  any  dividend  payment  date  at  $102  per  share  plus 
the  amount  of  all  cumulative  dividends  accrued  thereon.  The  charter  shall  also 
provide,  in  such  form  as  the  Joint  Reorganization  Committee  shall  approve,  for 
the  notice  to  be  given  of  any  such  redemption  and  all  the  other  conditions  and 
provisions  for  such  redemption. 

The  right  of  cumulative  voting  upon  shares  of  stock  at  all  elections  for  Direct 
tors  of  the  New  Company  shall  be  provided  for  by  the  charter  of  the  New! 
Company,  and  all  Directors  shall  be  elected  annually. 

In  lieu  of  the  7%  preferred  stock  and  6%  preferred  stock,  if  in  the  judgment 
of  the  Joint  Reorganization  Committee  it  shall  be  more  expedient  so  to  do,  there 
may  be  issued  income  debentures  of  the  New  Company  which  shall  have  sub¬ 
stantially  the  same  priorities,  substantially  the  same  rights  as  to  distribution  of 
earnings  and  assets  and,  if  practicable,  substantially  the  same  voting  privileges, 
including  cumulative  voting  for  directors  as  above  stipulated  in  respect  of  the 
proposed  7%  and  6%  preferred  stocks. 

Distribution  of  New  Securities 

For  the  purposes  of  the  cash  requirements  of  the  Plan,  estimated  at  $29,743,- 
889,  a  Purchase  Agreement  has  been  entered  into  by  the  Joint  Reorganization 
Committee  wTith  Messrs.  Speyer  &  Co.  and  Messrs.  Hayden,  Stone  &  Co.,  therein 
and  herein  referred  to  as  the  Bankers,  whereby  the  latter  have  agreed  to  pur¬ 
chase,  for  the  sum  of  $29,743,889,  less  a  commission  of  3%,  the  $29,743,889  par 
value  of  7%  preferred  stock  and  the  $74,359,722.50  par  value  of  common  stock 
of  the  New  Company  to  be  presently  issued. 

The  Bankers  have  authorized  the  Joint  Reorganization  Committee  to  offer 
for  account  of  the  Bankers,  the  7%  preferred  stock  and  the  common  stock  of 
the  New  Company  so  to  be  acquired  by  them  to  holders  of  Certificates  of  De¬ 
posit  for  stock  of  the  Railway  Company  to  the  extent  below  stated.  Such 
holders  of  Certificates  of  Deposit  for  stock  of  the  Railwmy  Company  as  shall 
avail  themselves  of  such  offer  and  as  shall  participate  in  the  Plan  will  receive, 
upon  the  consummation  of  the  Plan  and  the  surrender  of  their  respective  Certifi¬ 
cates  of  Deposit  and  upon  payment  therefor  as  herein  provided,  in  respect  of 
each  share  of  stock  of  the  Railway  Company  represented  by  such  Certificates 
of  Deposit : 

$100  in  par  value  of  common  stock  of  the  New  Company,  and 

$40  in  par  value  (being  identical  with  the  amount  of  the  cash  payment)  of 
7%  preferred  stock  of  the  New7  Company ; 
or  interim  certificates  or  receipts  representing  same. 

Upon  the  consummation  of  the  Plan  and  the  surrender  of  their  respective 
Certificates  of  Deposit  depositing  Debenture  holders  will  be  entitled  to  receive 
in  cash  the  5%  arrears  of  interest  on  their  Debentures  to  July  15,  1916,  and, 
in  respect  of  each  $1,000  Debenture,  $1,000  in  par  value  of  6%  preferred  stock 
of  the  New7  Company  or  interim  certificates  or  receipts  representing  same. 


Share  capitalization  of  neio  company 


New  securities 

Authorized 

To  be  presently 
issued 

- 

7  per  cent  preferred  stock . 

$30. 000,  000.  00 
20, 000, 000.  00 

$29,  743,  889.  00 

6  per  cent  preferred  stock.. 

To  be  issued  in  exchange  for  debentures,  say _ 

20,  000,  000.  6b 

74, 359,  722. 60 

Common  stock _ _ 

75,  000, 000.  00 

Total . . . 

125,  000,  000.  00 

124, 103,611.50 
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Deposits  of  Existing  Securities. 

Such  of  the  holders  of  stock  of  the  Railway  Company  as  may  desire  to 
participate  in  the  Plan  must  deposit  their  shares,  on  or  before  such  date  as 
may  be  prescribed  by  the  Joint  Reorganization  Committee,  subject  to  the 
terms  and  provisions  of  the  Plan  and  the  accompanying  Agreement,  with  either 
of  the  Depositaries  named  below,  and  must  promptly  make,  in  current  New 
York  or  Chicago  funds,  according  to  the  place  of  deposit,  the  following  cash 
payments  in  respect  of  each  share  of  stock  so  deposited,  viz. : 

30  days  after  the  first  publication  of  notice  requiring  the  payment  thereof _ $10 

15  days  after  the  first  publication  of  notice  requiring  the  payment  thereof 
(not  sooner,  however,  than  30  days  after  the  plan  shall  have  been  declared 

operative _  10 

15  days  after  the  first  publication  of  notice  requiring  the  payment  thereof 
(not  sooner,  however,  than  ninety  days  after  the  plan  shall  have  been 
declared  operative _  20 

Total _  40 

rhe  nonpayment  of  any  instalment  upon  or  prior  to  the  date  specified  therefor 
ivill  render  the  deposited  stock  and  any  prior  payments  liable  to  forfeiture. 

*  *  *  *  *  *  * 

Declaring  Plan  Operative. 

The  Plan  is  to  become  operative  only  when  the  Joint  Reorganization  Com- 
nittee,  in  its  absolute  discretion,  shall  determine  that  sufficient  amounts  of 
Debentures  and  stock  have  been  deposited  or  have  assented  thereto.  In  such 
■ase,  the  Joint  Reorganization  Committee  will  declare  the  plan  operative  and 
vill  publish  notice  simultaneously  in  New  York  and  Chicago  to  that  effect, 
file  Plan  will  become  operative  upon  the  date  of  the  first  publication  of  such 
lotice. 

Application  of  Funds. 

It  is  proposed  that  the  $29,743,889  cash  to  be  provided  under  the  Plan  shall 


>e  applied  as  follows : 

"o  the  payment  or  acquisition  of : 

-year  collateral  trust  gold  notes _ $7,  500, 000 

ioan,  Central  Trust  Co.,  secured  by  collateral _  2,  500,  000 

ioan,  Hayden,  Stone  &  Co.,  secured  by  collateral _  1,  600,  000 

Receiver's  certificates,  series  A _  5?  488,  000 

Receiver’s  certificates,  series  B _  100,  000 


18, 188,  000 

'0  pay  or  acquire  claims  against  and  liabilities  of  the  receiver,  to 
pay  interest  and  other  debts  of  the  new  company,  and  to  pay  the 
expenses  of  the  reorganization  (including  compensation  and 
allowances,  counsel  fees,  court  costs,  services  of  engineering,  ac¬ 
counting  and  other  exports,  etc.),  and  other  incorporation  and 
reorganization  disbursements,  syndicate  commissions,  and  miscel¬ 
laneous  requirements  and  to  provide  additional  working  capital 
for  the  general  corporate  purposes  of  the  new  company _  11,  555,  889 


29,  743,  889 
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The  Plan  will  leave  unaffected  various  claims  against  the  Railway  Company 
incurred  in  the  conduct  of  operations  by  it  or  by  the  Receiver,  which  will  havt 
to  be  met,  contested  or  otherwise  disposed  of  by  the  New  Company.  The  more 
important  of  these  claims  are  set  forth  in  the  Appendix  annexed  to  the  Plan 
to  which  attention  is  hereby  directed.  As  against  these  claims  the  Receive) 
will,  upon  the  consummation  of  the  Plan,  turn  over  to  the  New  Company  all 
moneys  then  remaining  undisposed  of  in  his  hands.  On  November  2,  Ibid,  tin 
moneys  so  in  the  hands  of  the  Receiver  amounted  to  $4,821,589,  a  part  of  whicl 
represented  accumulations  made  by  him  in  anticipation  of  payments  ther 
presently  to  become  due. 

!jC  *  *  *  *  *  * 

The  u  Plan  ”  left  undisturbed  equipment  bonds,  notes  and  other 
funded  obligations  of  petitioner  and  its  subsidiaries  in  the  amount  ol 
$257,758,383.  The  following  is  a  statement  of  the  funded  debt  and 
other  obligations  of  petitioner  that  were  intended  to  be  displaced, 
exchanged  or  liquidated  in  the  reorganization : 


Description 


20-year  gold  debentures,  5  per  cent _ _ 

2-year  collateral  trust  gold  notes,  6  per  cent— . - . 

Loan,  Central  Trust  Co.,  secured  by  collateral,  5  per  cent _ 

Loan,  Hayden,  Stone  &  Co.,  secured  by  collateral,  4  per  cent 

Receiver’s  certificates,  series  A,  5  per  cent . . 

Receiver’s  certificates,  series  B,  6  per  cent _ _ 

Total.. . . . 


When 

due 

Amount 

outstanding 

1932 

$20, 000,  (XX 

1917 

7,  500.00C 

1917 

2,  500,  OCX 

1916 

1,600,  OCX 

1917 

5,  488,  OCX 

1917 

1,  100,  OCX 

38, 188,  OCX 

On  J une  12,  1917,  a  final  decree  was  entered  in  the  cause  in  which 
the  receivers  were  appointed.  In  said  decree  it  was,  among  othei 
things,  found  and  adjudged: 


%  *  * 


* 


* 


* 


* 


2.  That  heretofore  and  on  or  about  April  20,  1915,  the  defendant  Railway 

Company  became  and  was  financially  embarrassed  and  thereupon  such  pro¬ 
ceedings  were  had  in  this  court  that  Receivers  of  its  railroads  and  properties 
were  duly  appointed  herein  who  thereupon  took  possession  of  all  the  railroads 
and  properties  of  every  name  and  nature  wherever  situated  of  the  defendant 
Railway  Company  and  of  the  rents,  issues,  income  and  profits  thereof,  and  this 
court  through  its  Receivers  or  Receiver  has  ever  since  continued  to  possess, 
hold  and  operate  the  same  and  to  receive  the  earnings  and  income  thereof. 
That  on  or  about  September  28,  1915,  II.  U.  Mudge,  one  of  said  Receivers, 
resigned  and  his  resignation  was  accepted.  That  since  September  28,  1915, 
Jacob  M.  Dickinson,  the  other  of  said  Receivers,  has  acted  and  is  still  acting 
as  sole  Receiver  of  the  defendant  Railway  Company.  *  *  * 

3.  That  the  defendant  Railway  Company  failed  to  pay  the  interest  aggregat¬ 
ing  Five  Hundred  Thousand  Dollars  ($500,000)  duo  January  15,  1910,  upon  its 
Twenty  Million  Dollars  ($20,000,000)  face  amount  of  Twenty-Year  Five  Per 
Cent  Gold  Debentures  outstanding  issued  under  a  certain  Indenture,  dated 
January  17,  1912,  made  and  executed  by  and  between  the  defendant  Railway 
Company  and  Bankers  Trust  Company,  as  Trustee,  and  that  no  interest  accruing 
on  said  Debentures  on  January  15,  191G,  or  thereafter  has  been  paid,  and  that 
all  of  said  interest,  to  wit,  the  semiannual  installments  each  aggregating  Five 
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Hundred  Thousand  Dollars  ($500,000)  due,  respectively,  January  15,  1916,  and 
luly  15,  1916,  remained  past  due  and  were  never  paid ;  that,  on  or  about 
December  4,  1916,  Bankers  Trust  Company,  as  trustee  under  said  Indenture, 
leclared  due  and  payable  then  forthwith  the  entire  principal  of  said  Debentures, 
ind  that  the  whole  principal  amount  of  Twenty  Million  Dollars  ($20,000,000) 
hereof  has  been  ever  since  said  December  4,  1916,  and  now  is  due  and  unpaid ; 
hat  on  January  23,  1917,  the  complainant  Bankers  Trust  Company,  as  trustee, 
thtained  in  this  court  in  an  action  at  law  brought  against  the  defendant  Railway 
Company  a  judgment  against  the  defendant  Railway  Company  under  said 
ndenture  and  upon  said  Debentures  in  the  sum  of  $21,560,513.70,  whereon 
xecution  was  duly  issued  but  was  and  still  is  wholly  unsatisfied ;  that  upon  the 
endition  of  said  judgment,  the  entire  indebtedness  secured  by  said  Debentures 
nd  all  right  of  action  thereon  were  merged  in  said  judgment  and  vested  in* 
aid  Bankers  Trust  Company,  as  Trustee;  that  Bankers  Trust  Company,  as 
h’ustee,  brought  suit  in  equity  in  this  Court,  “No.  824  in  Equity,”  as  the 
older  of  said  judgment  whereon  execution  had  been  returned  unsatisfied,  such 
nit  being  one  of  the  above-entitled  constituent  causes  of  this  consolidated 
ause;  that  the  defendant  Railway  Company  or  its  said  Receiver  is  further 
idebted  for  large  amounts  upon  loans  and  other  indebtedness,  and  that  since 
tie  appointment  of  said  Receivers  they  have,  or  the  said  sole  Receiver  has, 
nder  authority  of  this  court,  issued  Receivers’  or  Receiver’s  certificates  to  large 
mounts,  secured  by  liens  upon  the  property  and  earnings  of  the  defendant 
tailway  Company,  whereof  $4,482,000  Series  A  and  $1,100,000  Series  B,  a  total 
rincipal  amount  of  $5,582,000,  remain  outstanding,  and  said  Receivers  have, 
r  said  Receiver  has,  contracted  additional  obligations  for  car  trusts  and  equip¬ 
ment  trusts,  all  as  more  particularly  appears  upon  the  records  of  this  court, 
hat  on  February  10,  1917,  an  order  was  made  herein  permitting  and  directing 
11  creditors  and  claimants  to  file  their  claims  with  Herbert  A.  Lundahl,  Special 
[aster  appointed  for  that  purpose,  within  a  period  limited  by  said  order  and 
lereafter  extended,  and  that  due  notice  was  given  of  such  appointment  and  of 
le  requirements  that  such  creditors  and  claimants  should  file  their  said  claims, 

1  as  appears  by  the  interim  report  of  said  Special  Master  filed  herein  and 
?reby  approved  and  adopted. 

That,  as  also  appears  by  the  statement  of  the  Comptroller  for  the  Receiver, 
dug  “  Exhibit  B  ”  to  said  Petition  and  Offer,  the  financial  embarrassment  of 
ie  defendant  Railway  Company  by  reason  whereof  Receivers  were  appointed 
•  its  railroads  and  properties  April  20,  1915,  still  continues,  and  will  continue 
fiess  the  financial  condition  of  the  Railway  Company  shall  be  bettered  and  its 
rnncial  embarrassments  removed  by  the  contribution  of  a  large  sum  of  new 
ish  money  and  by  the  conversion  of  said  Debentures  into  stock,  all  as  contem- 
ated  by  said  Plan  and  Agreement  of  Reorganization. 

4.  That  the  holders  of  most  of  the  Debentures  (approximately  95  per  cent 
ereof)  and  of  nearly  all  the  stock  (approximately  99  per  cent  thereof)  of  the 
Cendant  Railway  Company  united  in  a  Plan  and  Agreement  of  Reorganization 
ider  which  it  was  contemplated  that  the  railroads  and  properties  of  the  de- 
ndant  Railway  Company  should  either  be  acquired  by  a  new  company  or  be 
organized  under,  by  or  through  the  present  defendant  Railway  Company  for 
e  benefit  of  all  of  its  creditors  and  stockholders,  and  that  such  new  or  reor- 
nized  company  should  own  and  operate  said  railroads  and  properties  after 
ch  reorganization.  Exhibit  A  filed  with  said  petition  is  a  copy  of  said  Plan 
d  Agreement  of  Reorganization. 


1006 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(98 


6.  That  the  holders  of  more  than  99  per  cent  in  amount  of  the  stock  and 
more  tlian  95  per  cent  in  amount  of  the  Debentures  (deposited  under  said  Pkf 
and  Agreement  of  Reorganization  as  aforesaid)  have  agreed  to  the  terms  of  sa 
Plan  and  have  complied  therewith.  That  the  said  stockholders,  in  order 
comply  with  said  Plan,  have  made,  or  are  obligated  to  make,  payments  in  caii 
at  the  rate  of  $40  per  share  in  respect  of  each  share  of  stock  held  by  them, 
return  for  which  they  are  to  receive  newT  7  per  cent  preferred  stock  of  tl 
defendant  Railway  Company,  and  have  agreed  that  the  said  stock  of  the  d 
fendant  Railway  Company  deposited  by  them  shall  be  subjected  and  suborn 
nated  not  only  to  said  7  per  cent  preferred  stock  by  them  thus  agreed  to  1 
purchased,  but  also  to  an  amount  of  not  exceeding  $35,000,000  of  6  per  cei 
preferred  stock.  That  the  said  holders  of  Debentures  have  surrendered  the 
claims  for  the  payment  of  money  in  respect  of  the  principal  of  said  Debenture 
and  have  agreed  to  accept  as  of  July  1,  1917,  cash  representing  interest  unpal 
upon  their  Debentures  and  to  accept  said  new  6  per  cent  preferred  stock  of  tl 
defendant  Railway  Company  in  lieu  of  the  principal  of  their  said  Debentun 
at  the  rate  of  par  for  par. 

7.  That  the  defendant  Railway  Company  and  the  Joint  Reorganization  Cor 
mittee  under  said  Plan  and  Agreement  of  Reorganization,  Exhibit  A,  have  mac! 
the  written  offer  set  forth  in  said  petition,  in  and  by  which  the  Railway  Con 
pany  and  the  Committee  offer  to  make  provision  for  all  indebtedness  of  tl 
defendant  Railway  Company  and  of  the  said  Receiver,  matured  or  to  mature  i 
the  near  future,  including  provision  for  the  amounts  of  cash  immediately  r 


quired  for  retiring  Receivers’  or  Receiver’s  certificates,  secured  floating  deb 
and  other  obligations,  upon  the  conditions  and  to  the  extent  set  forth  in  sai 


offer.  That  the  said  offer  includes  as  a  term  and  condition  thereof  the  grantid 
to  each  and  every  holder  of  a  Debenture  of  the  defendant  Railway  Company  m 
deposited  under  said  Plan,  or  of  a  valid  claim  duly  allowed  against  the  defendai 
Railway  Company  or  its  Receiver  as  described  in  said  offer,  the  same  treatmei 
and  terms  as  are  accorded  to  the  holders  of  said  Debentures  subjected  as  afon 
said  to  said  Plan  and  Agreement,  namely :  the  payment  in  cash,  at  the  rate  <; 


5  per  cent  per  annum,  of  any  interest  accrued  and  unpaid  upon  said  undeposite 
Debentures  and  said  claims  to  and  including  June  30,  1917,  and  the  issuance  an 


delivery,  on  July  1,  1917,  or  upon  due  demand  made  as  soon  as  practical 
thereafter,  to  each  holder  of  such  a  Debenture  or  claim,  of  said  new  6  per  cei 
preferred  stock  par  for  par  in  respect  of  the  principal  of  such  Debenture  g 
claim,  upon  surrender  and  assignment  of  such  Debenture  or  claim.  That  tl) 
only  unpaid  indebtedness  of  the  defendant  Railway  Company  and  its  Receive 
matured  or  to  mature  in  the  near  future  (other  than  obligations  to  be  pai 
pursuant  to  said  offer,  mortgage  indebtedness  and  unliquidated  claims  in  litigi 
tion),  are  the  judgment  upon  said  Twenty  Million  Dollars  ($20,000,000)  q 
Debentures  and  the  interest  due  thereon,  and  the  amount  that  may  be  dete» 
mined  to  be  due  upon  the  claims  filed  with  said  Special  Master,  together  wit 
interest,  if  any,  due  thereon.  That  where  the  holders  of  so  great  a  prepondei 
ance  of  the  claims  against,  and  stock  in.  the  defendant  Railway  Company  hav 
assented  to  exchange  their  claims  for  stock,  or  to  make  a  cash  contribution  an 
subordinate  their  stock  to  preferred  stocks,  as  the  case  may  be,  it  is  fair  an 
equitable  that  creditors  who  have  not  subordinated  their  claims  to  the  term 
of  the  Reorganization  Plan  should,  nevertheless,  be  limited  so  that,  out  of  th 
assets  and  funds  of  the  defendant  Railway  Company  in  the  custody  and  unde 
the  control  of  this  court,  they  should  in  no  event  receive  treatment  different  froi 
or  better  than  the  creditors,  in  such  vast  preponderance,  are  to  receive;  that  i 
the  absence  of  such  a  plan  as  formulated  for  the  reorganization  of  the  defeudan 
Railway  Company,  it  would  be  necessary  to  sell  the  property  of  the  defendan 
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Railway  Company  to  pay  the  said  judgment  recovered  by  the  Bankers  Trust 
Company,  as  Trustee,  the  said  Receiver’s  certificates  and  the  other  indebtedness 
lue  from  the  defendant  Railway  Company;  that  not  only  would  the  expense 
ittendant  upon  such  sale  be  great,  but  the  amount  realized  by  holders  of 
lebentures  and  other  claims  out  of  the  proceeds  of  any  such  sale  would  be  less 
han  the  market  value  of  the  preferred  stock  offered  under  said  Plan  and 
Agreement  of  Reorganization  to  the  holders  of  said  debentures  and  other  claims ; 
hat  such  a  sale,  if  made,  would  involve  great  expense,  loss  and  waste  which 
•an  be  saved  to  said  holders  of  said  debentures  and  other  claims  through  the 
■arrying  out  of  said  Reorganization  Plan  and  under  the  terms  of  this  decree. 

8.  That  the  offer  of  the  defendant  Railway  Company  and  the  Joint  Reorgani- 
ation  Committee  was  duly  submitted  to  a  meeting  of  the  Board  of  Directors 
■f  the  defendant  Railway  Company  duly  called  and  held  with  the  permission 
f  this  court,  and  the  making  thereof  was  approved  and  authorized  by  said 
loard ;  that  the  said  offer  and  the  said  plan  of  reorganization  are  fair  and 
ust  to,  and  for  the  benefit  of,  all  concerned,  and  in  order  to  enable  said 
efendant  Railway  Company  properly  to  perform  its  paramount  duty  to  the 
ublic  ought  to  be  approved  by  the  Court  and  made  effective  forthwith  by  the 
arties  thereto. 

It  Is,  Therefore,  Further  Ordered,  Adjudged  and  Decreed  : 

9.  That  the  said  objections  of  Robert  Abeles  and  others  joined  with  him, 
itervening  petitioners  herein,  filed  herein  on  June  11,  1917,  be  and  the  same 
re  hereby  disallowed  and  overruled ;  that  the  said  offer  made  by  the  defendant 
lailway  Company  and  the  Joint  Reorganization  Committee  and  said  Plan  and 
.greement  of  Reorganization  are  both  hereby  approved ;  that  said  offer  and 
le  acceptance  thereof  by  and  on  behalf  of  the  parties  interested  in  the  defendant 
ailway  Company  be  and  the  same  are  hereby  approved ;  and  that  the  defendant 
ailway  Company,  its  directors,  officers,  employees  and  servants  and  the  Joint 
eorganizatlon  Committee,  be  and  they  are  hereby  authorized  and  directed  to 
)nsummate  and  carry  out  the  same;  that  said  action  of  the  defendant  Rail- 
ay  Company’s  Board  of  Directors  be  and  the  same  is  hereby  allowed,  con- 
rmed  and  approved;  and  that  the  creation,  issuance  and  disposal  by  the 
-fendant  Railway  Company  of  its  new  preferred  stocks,  fully  paid  and  non- 
ssessable,  for  the  considerations,  at  the  times  and  in  the  manner  mentioned 
i  said  offer  and  said  Plan,  up  to  but  not  exceeding  authorized  amounts  as 
•llows,  viz: 

$30,000,000  par  value  of  7  per  cent  preferred  stock,  and  $35,000,000  par  value 
'  6  Per  cent  preferred  stock,  with  such  preferences,  priorities,  rights  and  other 
rms  and  conditions  as  are  set  forth  in  said  offer  and  in  said  Plan  and 
greement  of  Reorganization,  and  as  may  be  determined  pursuant  thereto  by 
e  Joint  Reorganization  Committee  and  the  defendant  Railway  Company,  or 
t  either  of  them,  are  all  hereby  approved,  and  that  the  defendant  Railway 
>mpany  be  and  it  is  hereby  authorized  and  empowered  to  take  any  and  all 
ich  further  action  as  may  be  necessary  to  complete  the  acceptance  of  said 
fer  and  consummate  and  carry  out  the  arrangements  therein  contemplated. 
That  the  defendant  Railway  Company  be  and  it  is  hereby  authorized  and 
quired,  but  upon  the  conditions  and  reservations  therein  prescribed,  to  make 
e  several  payments  described  in  subdivision  A  of  said  offer,  to  the  extent 
at  they  have  not  been  paid  or  shall  not  have  been  paid  out  of  moneys 
the  possession  of  the  Receiver.  That  this  decree  is  made  upon  the  express 
ndition  that  the  defendant  Railway  Company  shall  make  (except  to  the  extent 
oresaid)  all  the  payments,  assume  all  the  obligations  and  liabilities,  take 
er  and  assume  the  prosecution  and  defense  of  all  litigations  and  make  all 
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agreements  of  indemnity,  in  the  manner  and  upon  the  conditions  and  reset 
tions  in  said  subdivision  A  expressed,  and  shall  also  pay  any  and  all  proi 
court  costs  and  disbursements  in  this  consolidated  cause,  in  the  constitu 
causes  thereof,  and  in  any  causes  ancillary  thereto,  and  shall  also  pay  in  c 
(subject  to  its  right  of  appeal  from  any  allowance  or  order)  any  claim 
which  a  preference  or  priority  over  its  mortgage  indebtedness  has  been,  or  si 
he,  allowed  or  adjudged  herein.  *  *  * 

10.  That,  upon  delivery  on  or  prior  to  July  1,  1917,  to  Bankers  Trust  G 
pany,  as  Trustee,  either  by  the  defendant  Railway  Company  or  by  the  Jc 
Reorganization  Committee,  of  certificates  for  the  6  per  cent  preferred  stock  to 
issued  by  the  defendant  Railway  Company  under  said  Plan  and  Agreem 
of  Reorganization  in  the  aggregate  par  amount  of  $20,000,000,  together  w 
the  sum  of  $1,958,333.33,  in  cash,  being  a  sum  equivalent  to  the  interest  wh 
has  accrued  upon  said  Debentures  from  July  15,  1915,  to  and  including  June 
1917,  Bankers  Trust  Company,  as  Trustee,  shall  execute  or  cause  to  be  e 
cuted  and  delivered  to  said  Railway  Company  a  satisfaction  in  such  form 
may  be  required  by  law,  fully  to  satisfy  and  discharge  the  judgment  ente: 
in  this  court  on  January  23,  1917,  in  favor  of  Bankers  Trust  Company, 
Trustee,  against  the  defendant  Railway  Company,  in  the  sum  of  $21,560,513. 
and  that  thereafter  the  said  Bankers  Trust  Company,  as  Trustee,  shall  forthw 
cause  to  be  delivered  and  paid,  respectively,  (A)  to  the  holders  of  certifica 
of  deposit  of  such  Debentures  from  time  to  time  upon  surrender  and  cam 
lation  thereof,  certificates  for  the  shares  of  such  preferred  stock  to  which  si 
holders  may  be  entitled  at  the  rate  of  $1,000  par  value  of  stock  for  each  $1,< 
of  principal  of  Debentures  represented  by  such  certificates  of  deposit,  and  ' 
amounts  in  cash,  at  the  rate  of  $97.91%  per  each  $1,000  of  principal  of  1 
bentures  represented  by  such  certificates  of  deposit  to  which  they  are  or  may 
respectively  entitled  under  said  Plan  and  Agreement  of  Reorganization  a 
under  said  offer  filed  herein  May  29,  1917,  less  the  proper  deduction  in  the  a 
of  Debentures  which  have  received  an  advance  respecting  the  coupon  matui 
January  15,  1916;  and  also  (B)  to  the  holders  of  such  Debentures  who  sh 
not  have  heretofore  deposited  the  same  under  said  Plan  and  Agreement,  n 
6  per  cent  preferred  stock  and  cash  in  the  proportions  and  in  the  amounts  abc 
stated,  such  deliveries  and  payments  to  be  made  by  Bankers  Trust  Company, 
Trustee,  only  upon  surrender  and  cancellation  of  such  undeposited  Debentm 
accompanied  by  the  coupons  due  January  15,  1916,  and  all  subsequent  coupe 
thereto  appertaining.  That  Bankers  Trust  Company,  complainant  in  the  abo1 
entitled  constituent  cause  of  this  consolidated  cause,  upon  receipt  of  said  sto 
and  cash  and  upon  due  satisfaction  of  said  judgment  pursuant  to  this  paragra 
10  of  this  decree,  may  thereafter  at  any  time  apply  to  this  Court  to  be  d 
charged  from  all  trusts  under  said  Indenture  dated  January  17,  1912,  a 
from  all  duties  in  respect  thereof  excepting  only  the  due  distribution  and  ( 
livery  of  said  stock  and  casli  as  herein  decreed. 

******* 

12.  That  at  midnight  of  June  24,  1917,  the  Receiver  transfer  and  surrend 
to  the  defendant  Railway  Company  each  and  all  of  the  railroads,  franchise 
leaseholds,  trackage  rights,  real  estate,  moneys,  accounts,  choses  in  actic 
books  of  account,  records,  files,  documents  and  all  other  property  of  eve 
name  and  nature  whatsoever  and  wherever  situated  then  in  the  possess! 
of  said  Receiver  or  under  his  control,  and  that  for  further  assurance  he  e? 
cute  and  deliver  to  the  defendant  Railway  Company  all  such  deeds,  bills 
sale  and  other  instruments  of  transfer  as  may  lie  necessary,  desirable, 
advisable  to  effect  or  confirm  such  retransfer;  that,  upon  such  surrender  ai 
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transfer  the  Receiver  shall  be  and  he  is  hereby  discharged  from  the  control 
and  management  thereof ;  and  that  thenceforth  the  defendant  Railway  Company 
shall  enjoy,  control  and  manage  the  same  and  each  and  all  thereof,  subject, 
however,  to  the  reservations  contained  in  this  decree.  That  all  contracts 
made  by  the  Receivers  or  Receiver,  under  any  order  or  orders  of  this  court, 
for  the  purchase  of  rolling  stock  or  other  equipment  or  of  rail  and  rail  fittings 
or  of  other  railroad  supplies,  for  the  construction  or  acquisition  of  additions 
to  or  betterments  or  improvements  of  the  railroads  and  properties  in  their  or 
bis  charge  herein,  or  with  other  common  carriers,  telephone  companies,  termi¬ 
nal  companies,  depot  companies  or  bridge  companies,  are  hereby  ratified  and 
authorized  and,  as  to  any  unperformed  parts  of  any  thereof,  are  hereby  con- 
inued  in  full  force  and  effect  as  against  the  defendant  Railway  Company 
md  shall  be  deemed  assumed  by  it  and  the  retransfer  to  the  defendant  Rail¬ 
way  Company  of  its  railroads  and  properties  is  expressly  decreed  to  be  subject 
o  such  contracts  and  the  assumption  thereof  by  the  Railway  Company.  That 
lie  retransfer  to  the  defendant  Railway  Company  of  its  railroads  and  prop¬ 
erties  is  expressly  decreed  to  be  subject  to  the  rights  of  sureties  under  order 
lo.  26  herein. 

13.  That  the  defendant  Railway  Company  shall  take  over  and  assume  the 
efense  of  all  actions  and  suits  at  law  or  in  equity  against  the  defendant  Rail¬ 
way  Company  and  the  Receivers  or  Receiver  herein,  or  against  either  or  any 
f  them,  or  in  which  they,  or  any  of  them,  are  or  is  a  party  defendant,  pending 
nd  undetermined  at  the  date  of  the  entry  of  this  decree  in  any  court  or 
ibunal ;  that  the  property  and  assets  of  the  defendant  Railway  Company  are 
>  be  liable  for  the  amounts  of  any  judgments  eventually  obtained  in  any  of 
ich  actions  and  suits,  but  the  payment  of  any  judgment  pending  or  which 
ereafter  may  be  rendered  against  the  Railway  Company  or  any  cause  of 
•tion  accruing  prior  to  June  25,  1917,  shall  be  subject,  however,  to  such  order 
s  this  court  shall  make  in  the  premises,  either  by  way  of  reference  to  said 
pecial  Master  or  otherwise,  and  subject  to  the  rights  of  the  defendant  Rail- 
ay  Company  as  specified  in  Paragraph  11  of  this  decree. 

*  ♦  ♦  :js  ■[;  5j, 

2. 

The  following  penalties  were  assessed  against  petitioner  during  the 
•llowing  years  under  the  following  statutes  and  in  the  following 

nounts : 


- 

1916 

1917 

1918 

1919 

urs  of  service  law _  ... 

$973.  73 
449.  14 
2,  239.  72 
1, 100.  53 

$1,  030.  68 
2,  371.  41 
10,  169.  25 
820.  86 

$520.  50 
538.  93 
168.  95 
398.  25 
5.  00 

$100. 00 
111.00 
1,378.  92 
676.  81 

sty  appliance  law... 

lour  law  (livestock) 
iraiitine  law.. 

lour  law. 

Total . 

4,  763. 12 

14,  392.  20 

1,  631.  63 

2,  266.  73 

- - 

There  was  also  assessed  against  the  Chicago,  Rock  Island  &  Gulf 
lilway  Co.  during  the  year  1919  penalties  under  the  above  statutes 
the  amount  of  $160.75.  Respondent  did  not  allow  any  of  the 
nalties  above  referred  to  in  the  determination  of  the  deficiencies 
r  the  years  1916,  1917,  1918,  and  1919. 
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3. 


Men  and  material  in  connection  with  additions  and  betterment 
were  transported  by  petitioner  during  the  years  1916  and  1917  in  it 
regular  revenue  trains  and  the  amounts  charged  therefor  to  cor 
struction  account  by  petitioner  and  credited  to  operating  expenses  b 
respondent  for  the  years  1916  and  1917  were  $153,394.54  an 
$292,079.67,  respectively. 

4. 


The  following  statement  sets  forth  the  several  issues  of  bonds  c 
petitioner  outstanding  during  the  years  1916,  1917,  1918,  and  191 
or  any  of  them,  together  with  their  respective  dates  of  maturity 
dates  of  sale,  par  value  sold  during  each  year,  discount  and  expense 
in  connection  with  each  such  sale,  the  annual  amortization  of  di« 
count  amortized  to  December  31,  1916,  and  amount  unamortized  t 
December  31,  1916 : 

PRIOR  TO  JANUARY  1,  1909 


Class  of  obligation 

Maturity 

Date  of  sale 

Par  value 
sold 

Discount 
(charged  to 
profit  and 
loss  on  date 
of  sale) 

Expense, 
(charged 
profit  an 
loss  on  da 
of  sale) 

First  and  refunding  mortgage 

bonds.  . . 

Do  . . . . 

Apr.  1, 1934 
. do _ 

1904 

1905 

1906 

1907 

1908 

1898 

1899 

1902 

1903 

$14, 704, 000 
17, 404, 000 
11,784, 000 
17, 250,  000 
13,116,000 

$1, 470, 400.  00 
1,  550, 534.  96 

1,  038, 303.  59 

2,  794,  722.  21 

2,  490, 206.  67 

$50,  827. 
60, 160. 
40, 733. 
59,  627. 
45, 337. 

Do . . 

_ do _ 

Do . . . . . 

_ do _ 

Do . _* . . . 

_ do _ 

General  mortgage  bonds _ 

Do  . . . 

Jan.  1,1988 
. do.  _ 

74,  258,  000 

9, 344, 167. 43 

256,  686. 

47, 471, 000 
5, 000,  000 
7,110,000 
2,  000,  000 

356,  032. 50 
37,  500.  00 
»  720, 173.  35 
i  80, 000.  00 

173,  222. 
18, 245. 
25, 944. 
7,298. 

Do  . . . - 

_ do _ 

Do  . . . 

. do _ 

61,  581,  000 

i  406,  640.  85 

224, 710. 

SUBSEQUENT  TO  JANUARY  1,  1909 


First  and  refunding  mortgage 
bonds _ 

Apr.  1, 1934 
_ do _ 

1909 

1910 

1911 

1912 

Jan.  15,1912 

$5, 214, 000 
6, 196, 000 
5, 32-1,  000 
3,  500,000 
20, 000, 000 

$470, 325.  00 
780, 300.  00 
737, 890.  00 
437,  500. 00 
1, 200,  000. 00 

. . J 

Do 

Do 

_ do _ 

. J 

Do 

_ do _ 

_ J 

20-year  gold  debentures . . 

Jan.  15,1932 

. “3 

40,  234,  000 

3,  626,  015.  00 

- 1 

1  Denotes  red  figure. 
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Class  of  obligation 

Total 

Annual 
amortiza¬ 
tion  of 
discount 
and 

expense 

Amount 
amortized 
to  Dec.  31, 
1916 

Amount 
unamortized 
at  Dec.  31, 
1916 

Changes 

during 

1917 

irst  and  refunding  mortgage  bonds. . 

Do _ _ _ 

Do _ _ _ 

Do . . . . 

Do _ _ _ _ 

aneral  mortgage  bonds. . . 

Do _ 

Do _ _ _ _ _ 

Do . . . 

$1,  521,  227. 01 
1, 610,  694.  99 
1, 079,  037.  09 
2,  854,  349.  94 
2,  535,  544.  48 

$50,  707.  57 
53,  689.  83 
37,  208.  18 
101,941.07 
93,  909.  05 

$646,  521.  52 
644,  277.  96 
409,  289.  98 
1,019,410.  70 
845, 181.  45 

$874,  705.  49 
966,  417. 03 
669,  747. 11 
1,  834,  939.  24 
1,  690,  363.  03 

9,  600,  853.  51 

337,  455.  70 

3,  564,  681.  61 

6,  036, 171. 90 

529,  255.  41 
55,  745. 10 
i  694,  228.  82 
i  72,  701.96 

5,  880.  62 
619.  39 
»  7,  979.  64 
i  845.  37 

111,  731.78 
11, 149. 02 
i  119,  694.60 

1  11,835.  18 

417,  523.  63 
44,  596.  08 
»  574,  534.  22 

1  60,  866.  78 

i  181,  930.  27 

i  2,  325.  00 

i  8,  648.  98 

i  173,  281.  29 

SUBSEQUENT  TO  JANUARY  1,  1909 


rst  and  refunding  mortgage  bonds. . 

Do.. _ _ 

Do . . . . 

Do. _ _ _ _ 

year  gold  debentures.. . . 


$470, 325.  00 
780,  300. 00 
737,  890. 00 
437,  500.  00 
1,  200,  000.  00 


$18,  838.  82 
32,  405.  31 
31,  872.  22 
19,  662.  92 
60, 000.  00 


$146,  620. 17 
221,  490.  00 
188, 126.  09 
98,  206.  86 
297,  534.  25 


$324,  004.  83 
558,810.  00 
549,  763.  91 
339,  293. 14 
902,  465.  75 


$449,  996.  63 
449,  996.  63 
449,  996.  63 


3,  626,  015.  00 


162, 779.  27 


951,  977.  37 


4,  508,  010.  00 


2,  674,  337.  63 


8,  537,  228.  24 


PRIOR  TO  JANUARY  1,  1909 


Class  of  obligation 

Amounts  of 
unamortized 
discount  and 
expense  which 
should  be  cred¬ 
ited  to  surplus 
(if  petitioner’s 
contentions  are 
sustained),  for 
purpose  of  in¬ 
vested  capital, 
year  1917 

Unamortized 
discount 
allowed  by 
bureau  as  in¬ 
vested  capital 

Difference 

•st  and  refunding  mortgage  bonds . _ . 

$6,  036, 171.  90 
i  173,  281.  29 

3  $6,  036, 171.  90 
2  173, 281.  29 

neral  mortgage  bonds _ _ _ _ _ _ 

SUBSEQUENT  TO  JANUARY  1,  1909 


•st  and  refunding  mortgage  bonds. _ _ 

$324,  004.  83 
558,  810.  00 
549,  763.  91 
339,  293.  14 

3  452,  469. 12 

$324,  004.  83 
558,  810.  00 
549,  763.  91 
339,  293. 14 
30,  544.  49 

Do _ _ _ _ _ _ _ 

Do. . . . . 

Do _ 

*  $421,  924.  63 

year  gold  debentures . . . . . 

2,  224,  341.  00 

8,  087,  231.  61 

1,  802,  416.  37 

6,  284,  815.  24 

Denotes  red  figure. 

Prior  to  Jan.  1,  1909. 

Amount  unamortized  at  Dec.  31,  1916,  $902,465.75  retired  July  2,  1917,  therefore  addition  to  surplus 
imed  by  petitioner  is  Hi  of  $902,465.75,  or  $452,469.12,  in  lieu  of  $30,544.49  allowed  by  respondent. 
Commissioner  allows  only  that  proportion  of  the  annual  amount  of  amortization  as  the  period  Jan.  1, 
7,  to  July  2,  1917,  bears  to  the  entire  year,  i.  e.,  $30,544.49. 

Respondent  has  not  allowed  any  of  the  above  discount  and  expense 
'ior  to  January  1,  1909.  He  has  allowed  all  such  discount  and 
:pense  subsequent  to  January  1,  1909,  except  as  explained  ih 

otnote  4. 
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The  following  statement  sets  forth  petitioner’s  various  issues  <j 
the  Equipment  bonds  or  notes  and  petitioner’s  Collateral  Tru; 
Bonds  (serial)  of  1902,  which  were  outstanding  during  any  or  a 
of  the  years  1916,  1917,  1918,  and  1919;  the  dates  of  issue  or  salt 
the  various  final  serial  maturities  thereof ;  and  the  discount  incurre 
in  connection  with  each  such  issue.  The  several  amounts  of  discour 
amortized  and  unamortized  shown  in  columns  7,  8,  and  10  wei 
obtained  and  used  by  respondent  pursuant  to  his  method  of  coinpi 
tation.  The  several  amounts  of  this  discount  shown  in  columns  1 
12,  and  14  represent  the  amount  thereof  obtained  according  to  pet 
tioner’s  method  of  computation.  The  figures  set  forth  in  column  A 
8  and  10,  11,  12,  and  14  are  mathematically  correct: 


PRIOR  TO  JANUARY  1,  1909 


Class  of  obligation 

Date  of  sale 

Date  of  ma¬ 
turity 

Par  value 
sold 

l 

Annus 

Discount  •gffJJ 
discoui 

Collateral  trust  bonds  of  1902  • . 

May  1, 1902 

May  1, 1918 

$23, 883,  000 

$823,  200.  00  Varioi, 

SUBSEQUENT  TO  JANUARY  1,  1909 


Equipment  notes,  series  C  1 _ _ 

Apr. 

1, 1909 

Oct. 

1, 1919 

$5,  300,  000 

$39,  750.  00 

Varioi 

Equipment  gold  notes: 

Series  D  < _ 

May 

1, 1910 

May 

1, 1925 

6,  750,  000 

303,  750.  00 

Varioi 

Series  F  *... _ _ 

Aug. 

1, 1911 

Aug. 

1, 1926 

360,000 

15, 144.  59 

Varioi 

Series  G  2 _ _ 

July 

1, 1912 

July 

1, 1927 

4,  590,  000 

181,  235.  98 

Varioi 

Series  H  * _ _  _ 

July 

1, 1913 

July 

1, 1923 

4,  510,  000 

240,  345.  00 

Varioi 

21,510,000 

780,  225.  57 

45,  393, 000 

1,  603,  425.  57 

. ! 

PRIOR  TO  JANUARY  1,  1909 


Class  of  obligation 

Amount  amor¬ 
tized  to 

Dec.  31,  1916 
(respondent’s 
figures) 

Amount  un¬ 
amortized  at 
Dec.  31,  1916 
(respondent's 
figures) 

Changes 

during 

1917 

Amount  of  ui 
amortized  dis 
count  which 
should  be 
credited  to 
surplus  (if  an 
amounts  shou 
be  so  credited 
for  purpose  o 
invested  capi 
tal,  year  19:7 
(respondent'; 
figures) 

Collateral  trust  bonds  of  1902  1 . 

$817, 769. 16 

$5, 430. 84 

- am. -4 

SUBSEQUENT  TO  JANUARY  1,  1909 


Equipment  notes,  series  C  . 

$37, 902.  64 

241,630.24 
10, 878. 14 
117,  768.  14  * 
164,269.  14 

$1,847. 36 

62, 119.76 
4,  266. 45 
<13,  467.  84 
76,  075.  86 

Equipment  gold  notes: 

Series  D*2 . 

Series  F  1 . 

Series  G  1 . 

$63, 467.  t 
76, 075. 8 

Series  II  2 . 

572, 448.  30 

207,  777.  27 

139, 543. 

1,  390,  217.  46 

213,  208. 11 

139,  543.  < 

1  Discount  originally  charged  to  property  account.  1  Discount  originally  charged  to  profit  and  loss. 
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Class  of  obligation 

Amount  amor¬ 
tized  to  Dec. 
31,  1916  (peti¬ 
tioner’s  figures) 

Amount  un¬ 
amortized  at 
Dec.  31,  1916 
(petitioner’s 
figures) 

Changes 

during 

1917 

Amount  of  un¬ 
amortized  dis¬ 
count  which 
should  be  cred¬ 
ited  to  surplus 
(if  any  amounts 
should  be  so 
credited)  for 
purpose  of  in¬ 
vested  capital, 
year  1917  (peti¬ 
tioner’s  figures) 

Collateral  trust  bonds  of  1902  L . . . . 

$809, 041.  56 

$14, 158. 44 

* 

SUBSEQUENT  TO  JANUARY  1,  1909 

Equipment  notes:Series  C1 . . . 

$36, 639. 13 

207,  508.  07 
8,  847.  91 
73,  654.  31 
100,  563.  26 

$3,110. 87 

96,  241.  93 
6,  296.  68 
107,  581.  67 
139,  781.  74 

Equipment  gold  notes: 

Series  D 1  . . . . . 

Series  F1 . . . . . 

Series  G2 _ _ 

$107,  581.67 
139,  781.  74 

Series  H2_ _ _ _ _ 

427,  212.  68 

353,  012.  89 

247,  363.  41 

1,  236,  254.  24 

367, 171.  33 

247,  363.  41 

1  Discount  originally  charged  to  property  account. 

2  Discount  originally  charged  to  profit  and  loss. 


Series  “  C  ”  Equipment  Notes  issued  as  of  April  1,  1909,  were 
issued  in  20  series  of  $265,000  each,  the  first  series  maturing  April  1, 
1910,  and  one  series  maturing  each  6  months  thereafter,  the  final 
series  maturing  October  1,  1919. 

Series  “  D  ”  Equipment  Notes  issued  as  of  May  1,  1910,  were  issued 
in  30  series  of  $225,000  each,  the  first  series  maturing  November  1, 
1910,  and  one  series  maturing  each  6  months  thereafter,  the  final 
series  maturing  May  1,  1925. 

Series  “  F  ”  Equipment  Notes  issued  as  of  August  1,  1911,  were 
issued  in  30  series  of  $12,000,  the  first  series  maturing  February  1, 
1912,  and  one  series  maturing  each  6  months  thereafter,  the  final 
series  maturing  August  1,  1926. 

Series  “  G  ”  Equipment  Notes  issued  as  of  July  1,  1912,  were  issued 
in  30  series  of  $170,000  each,  the  first  series  maturing  January  1,  1913, 
and  one  series  maturing  each  6  months  thereafter,  the  final  series 
maturing  July  1,  1927. 

Series  “  H  ”  Equipment  Notes  issued  as  of  July  1,  1913,  were  issued 
in  10  series  of  $441,000  each,  the  first  series  maturing  July  1,  1914, 
and  one  series  maturing  each  year  thereafter,  the  final  series  ma¬ 
turing  July  1,  1923. 

The  Collateral  Trust  Bonds  issued  as  of  May  1,  1902,  were  issued 
in  16  series,  the  first  series  amounting  to  $1,473,000,  maturing  May  1, 
1903,  and  the  remaining  15  series  in  the  amount  of  $1,494,000  each,  one 
series  maturing  each  year  thereafter,  the  final  series  maturing  May 

1,  1918. 
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During  the  years  1916  and  1917  petitioner  collected  $4,480.33  and 
$8,360.22,  respectively,  in  excess  of  passenger  fares  provided  by  its 
tariffs.  These  overcharges  resulted  from  various  causes,  principally 
from  the  agent’s  error  in  computing  the  correct  fare  for  a  particular 
ticket ;  the  error  is  discovered  when  the  agent’s  accounts  are  audited, 
the  name  and  address  of  the  passenger  are  unknown  and  petitioner 
is  unable  to  make  any  refund.  The  amount  of  such  overcharge  is 
held  in  Suspense  Account  and  credited  to  Profit  and  Loss  at  the  end 
of  the  year.  Respondent  included  the  aforesaid  amounts  in  deter¬ 
mining  taxable  income  for  the  years  1916  and  1917. 

7. 

In  the  regular  course  of  its  business  petitioner  issues  pay-checks, 
checks  or  vouchers  in  payment  of  loss  and  damage  claims,  and  for 
various  other  disbursements.  Many  of  these  pay-checks  are  never 
called  for  by  the  employe  entitled  thereto;  likewise,  some  of  the 
checks  and  vouchers  for  loss  and  damage  claims  and  other  disburse¬ 
ments,  which  are  delivered  to  the  various  payees,  are  never  cashed. 
These  checks  and  vouchers  are  directly  charged  out  to  operating  ex- ; 
penses  on  petitioner’s  books,  and  are  deducted  on  petitioner’s  income- 
tax  returns  for  the  year  in  which  so  charged.  At  the  end  of  two 
years,  such  as  have  not  been  cashed  are  credited  to  Profit  and  Loss; 
in  the  event  that  any  payee  thereafter  demands  the  sum  due  him,  on 
account  of  such  check  or  voucher,  payment  is  made  by  petitioner  ac¬ 
cordingly,  and  the  amount  is  charged  to  Profit  and  Loss.  During 
each  of  the  following  years,  the  following  sums  were  so  credited  by 
petitioner : 


1916  - $26,  070.  72 

1917  -  16,395.93 

1918  -  19,091.53 

1919  -  24,473.93 


Respondent  has  considered  as  part  of  petitioner’s  Consolidated  In¬ 
come  for  each  of  said  years,  the  respective  amounts  so  stated.  Any 
sums  that  have  been  charged  to  profits  and  loss  as  aforesaid  have 
been  allowed  as  deductions  by  respondent  in  computing  net  income 
of  the  year  in  which  the  charges  were  made. 

8.  1 

On  January  15,  1912,  petitioner  sold  $20,000,000  of  its  Debenture 
Bonds,  maturing  January  15,  1932,  for  the  sum  of  $18,800,000.  The 
discount  of  $1,200,000  was  charged  to  profit  and  loss  account  in  1912, 
and  a  pro  rata  amount  thereof  was  amortized  by  petitioner  in  each  of 
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the  years  1912  to  1916,  inclusive,  the  annual  amount  being  $60,000, 
leaving  $902,465.75  remaining  unamortized  at  December  31,  1916. 
Said  bonds  were  retired  on  July  2,  1917,  and  the  discount  remaining 
unamortized  on  that  date  amounted  to  $871,921.26. 

The  respondent  allowed  as  a  deduction  from  income  for  the  year 
1917  the  sum  of  $30,544.49,  being  the  aliquot  portion  (as  computed 
by  respondent)  of  the  aforesaid  annual  portion  for  the  period  Janu¬ 
ary  1, 1917,  to  July  2, 1917.  The  respondent  also  restored  to  invested 
capital  the  aforesaid  sum  of  $30,544.49,  being  the  average  of  the 
annual  portion  of  $60,000  for  the  period  January  1,  1917,  to  July  2, 
1917. 

The  bonds  were  retired  on  July  2,  1917,  by  exchanging  with  the 
holders  thereof  petitioner’s  6  per  cent  preferred  stock,  which  is  en¬ 
titled  to  preferential  dividends  at  the  rate  of  6  per  cent  annually, 
and  also  to  accumulation  of  dividends  remaining  unpaid  up  to  5  per 
cent  per  annum,  and  likewise  preferred  both  as  to  par  value  and 
accumulated  unpaid  dividends  in  any  distribution  of  assets  upon 
insolvency  or  dissolution  of  the  corporation.  Said  exchange  was 
made  at  the  rate  of  $100  par  value  of  stock  for  each  $100  principal 
amount  of  said  debenture  bonds. 

In  an  order  made  and  entered  by  the  State  Public  Utilities  Com¬ 
mission  of  the  State  of  Illinois  on  June  20,  1917,  it  was  ordered: 

2.  That  the  six  per  cent  preferred  stock  in  the  aggregate  amount  of  $30,000,000 
shall  be  sold  or  disposed  of  at  not  less  than  par  and  the  proceeds  thereof  applied 
to  the  following  purposes : 

(a)  For  the  discharge  or  lawful  refunding  of  obligations  in¬ 
curred  for  the  construction,  extension  or  improvement  of  or  addi¬ 
tion  to  its  facilities,  namely,  the  twenty-year  debentures  of  The 
Chicago,  Rock  Island  and  Pacific  Railway  Company  issued  under 
the  trust  indenture  of  January  17,  1912,  between  said  Company 

and  Bankers  Trust  Company - $20,  000,  000 

(b)  For  the  payment  of  claims  allowed  by  the  special  master 
and  approved  by  the  United  States  District  Court  for  the  Northern 
District  of  Illinois  in  the  receivership  proceedings,  pursuant  to  the 
final  decree  entered  in  said  cause  June  12,  1917,  to  be  issued  from 
time  to  time  in  such  amounts  as  shall  be  allowed  and  approved, 

not  to  exceed - $10,  000,  000 

Total _ $30,000,000 

Petitioner  has  regularly  paid  semiannually  the  full  6  per  cent 
annual  dividends  on  said  preferred  stock  from  the  date  of  its  issu¬ 
ance  to  the  present  time. 

The  respondent  did  not  allow  as  invested  capital  the  effective  aver¬ 
age  of  the  par  value  of  the  aforesaid  preferred  stock  for  the  period 
July  2, 1917,  to  the  end  of  the  year,  but  deducted  from  the  $20,000,000 
par  value  of  the  stock  issued  the  sum  of  $871,921.26,  being  the  amount 
of  the  ifnamortized  discount  on  the  aforesaid  debenture  bonds  at 
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July  2,  1917,  and  allowed  the  effective  average  of  the  remainder  in 
invested  capital  for  the  year. 

9. 

In  1902  a.  corporation  was  formed  under  the  laws  of  Iowa,  under 
the  name  “  Chicago,  Rock  Island  and  Pacific  Company.”  This 
Iowa  corporation  acquired  $71,353,500  par  value  of  petitioner’s  com¬ 
mon  stock  in  payment  for  which  it  issued,  among  other  securities, 
$71,353,500  par  value  of  its  4  per  cent  Collateral  Bonds  of  2002,  for 
which  said  stock  was  deposited  as  security  with  a  trustee.  Said 
Iowa  corporation  also  acquired  and  owned  capital  stock  of  the  St. 
Louis  &  San  Francisco  Railroad  Co.  in  payment  of  which  it  issued 
its  Ten  Year  5  Per  Cent  Collateral  Bonds.  In  December,  1909,  the 
Iowa  corporation  desired  to  sell  its  St.  Louis  and  San  Francisco 
Railroad  Co.  stock,  and  in  connection  with  this  sale  it  was  necessary 
to  retire  said  5  per  cent  collateral  bonds.  For  such  retirement  said 
corporation  had  to  raise  $7,314,660.83  in  cash.  To  provide  this 
amount,  petitioner  advanced  said  sum  to  the  Iowa  corporation  as  a 
loan,  and  received  therefor  $7,500,000  par  value  of  the  Iowa  com- 
pany’s  5  per  cent  Debenture  Bonds,  maturing  September  1,  1913.  At 
maturity,  these  bonds  were  not  paid,  but  were  exchanged  by  the  peti¬ 
tioner  for  an  equal  par  value  of  the  Iowa  corporation’s  5  per  cent 
Debenture  Bonds,  maturing  September  1,  1917.  In  November,  1914, 
the  petitioner  delivered  back  $1,388,000  par  value  of  these  debenture 
bonds  to  the  Iowa  company,  and  received  in  lieu  thereof  $1,353,699.75, 
leaving  a  balance  due  to  petitioner  of  $5,960,961.08.  Petitioner 
ceased  paying  dividends  on  its  capital  stock  early  in  1914;  for  this 
reason  the  Iowa  corporation  defaulted  in  the  payment  of  interest  on 
its  outstanding  Collateral  Bonds  of  2002.  On  December  31,  1914, 
the  I  nited  States  Court  for  the  Southern  District  of  New  York  au¬ 
thorized  the  sale  of  petitioner’s  stock,  deposited  as  collateral  security 
for  said  Collateral  Bonds,  to  the  representative  of  the  Bondholders’ 
Protective  Committee.  In  June,  1915,  the  book  value  of  the  Deben¬ 
ture  Bonds  of  the  Iowa  corporation  owned  by  petitioner  was  writ¬ 
ten  down  to  $1,  and  the  balance,  $5,960,960.08,  was  written 
off  to  Profit  and  Loss  by  petitioner’s  receivers.  Said  Debenture 
Bonds  themselves  were  worthless  in  June  1915.  On  or  about  Feb¬ 
ruary  1,  1915,  ten  of  petitioner’s  stockholders  commenced  an  action 
in  the  Supreme  Court  of  the  State  of  New  York,  County  of  New 
York,  against  petitioner  and  13  of  its  directors.  The  action  was 
brought  in  behalf  of  said  stockholders  and  all  other  stockholders  of 
petitioner  and  for  the  benefit  of  petitioner.  In  the  complaint  it  was 
charged  that  the  Chicago,  Rock  Island  &  Pacific  Railroad  Co.  had 
from  the  date  of  its  organization  been  in  full  control  of  petitioner 
and  its  board  of  directors  through  the  ownership  of  a  majority  of  its 
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stock;  that  the  transactions  above  set  forth  were  ultra  vires  and 
constituted  a  fraud  on  petitioner.  In  that  action  service  of  summons 
and  complaint  was  made  on  petitioner  and  eight  of  its  directors. 
The  directors  served  and  petitioner  interposed  answers  denying  the 
allegations  of  the  complaint.  Thereafter  many  proceedings  were 
had  in  said  action,  including  an  appeal  to  the  Appellate  Division  of 
the  Supreme  Court  of  New  York,  First  Department,  and  an  at¬ 
tempted  appeal  to  the  Court  of  Appeals  of  New  York.  No  final 
judgment  was  entered  in  said  action  but  the  following  offer  was  made 
by  some  of  the  defendant  directors : 

That  if  the  Railway  Company  and  the  receiver  would  release  the  individual 
defendants  from  all  claims  in  favor  of  the  Railway  Company  and  of  the  receiver 
against  them  or  any  of  them,  that  the  individual  defendants  would  on  their 
part,  and  in  consideration  thereof,  do  and  perform  the  following : 

(a)  That  they  would  purchase  from  the  Joint  Reorganization  Committee  of 
the  Railway  Company,  or  from  any  other  persons  or  body,  corporate  or  other¬ 
wise,  entitled  to  dispose  of  the  same  on  behalf  of  the  Railway  Company, 
$5,000,000,  par  value  of  the  Six  Per  Cent  preferred  stock  of  the  Railway  Com¬ 
pany,  or  of  a  new  company  which  would  succeed  to  the  assets  of  the  Railway 
Company;  such  $5,000,000  of  such  Six  Per  Cent  Preferred  Stock  was  to  be 
issued  in  addition  to  the  $20,000,000  thereof  which  would  be  offered  in  exchange 
to  the  holders  of  $20,000,000  of  debentures  of  the  Railway  Company  as  herein¬ 
before  described,  and  that  such  individual  defendants  would  pay  therefor  the 
par  value  thereof,  to  wit,  $5,000,000. 

(b)  That  in  addition  to  the  foregoing  purchase  and  payment,  the  individual 
defendants  would  pay  to  the  Railway  Company,  or  to  its  successor  and  suc¬ 
cessors,  or  to  the  Joint  Reorganization  Committee  for  the  corporate  purposes  of 
the  Railway  Company  or  its  successor  and  successors,  the  sum  of  $500,000.00 
in  cash,  and 

(c)  That  the  individual  defendants  would  pay  to  your  petitioner  the  total 
amount  of  their  expenses  and  disbursements  incurred  in  the  institution  and 
carrying  on  of  the  action  brought  by  your  petitioners  in  the  Supreme  Court 
of  the  State  of  New  York  hereinbefore  referred  to,  together  with  the  fees, 
expenses  and  disbusements  of  the  counsel  for  your  petitioners  in  that  action, 

■  he  aggregate  amount  thereof  to  be  agreed  upon  between  counsel  representing 
die  said  defendants  and  counsel  representing  your  petitioners,  and  in  the  event 
of  their  failure  so  to  agree,  that  the  amount  thereof  should  be  fixed  and 
determined  by  this  Court. 

Said  offer  was  presented  to  the  District  Court  of  the  United  States 
tor  the  northern  district  of  Illinois  in  the  action  in  which  the  receiver¬ 
ship  proceedings  were  then  pending  and  was  on  January  29,  1917, 
approved  by  that  court,  conditional  upon  the  event  that  the  “  Plan  of 
Organization  ”  heretofore  referred  to  should  become  operative  and 
arried  into  effect.  Thereafter  the  amounts  agreed  to  be  due  by  said 
defendant  directory  were  paid  for  the  purposes  set  forth  in  the  offer. 
Petitioner  filed  with  the  Collector  of  Internal  Revenue  at  Chicago, 
Hi.,  on  or  about  January  21,  1928,  its  amended  tax  return  for  the 
fear  1915  wherein  it  took  no  deduction  of  $5,960,900.08  as  a  loss  in 
17173—28 - 6 


1018  13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (988) 

that  year.  Said  amount  appeared  as  a  deduction  in  petitioner’s 
original  return  for  1915.  No  deduction  was  allowed  by  respondent 
in  determining  taxable  income  for  the  year  1917. 

10. 

On  April  20,  1915,  receivers  of  the  railway  and  properties  of 
petitioner  were  appointed  and  said  receivership  continued  until  June 
24,  1917,  inclusive.  During  the  receivership  various  committees  were 
formed  and  in  November,  191G,  a  General  Reorganization  Committee 
was  formed  as  heretofore  set  forth.  Said  committee  issued  the  “  Plan 
and  Agreement  of  Reorganization  ”  on  November  14,  1916,  as  hereto¬ 
fore  set  forth.  Petitioner  was  not  a  party  to  the  agreement.  All 
funds  received  by  the  Reorganization  Committee  were  provided  to  be 
held  and  disbursed  by  it  for  the  purpose  of  the  “  Plan  and  Agree¬ 
ment.”  The  committee  came  into  possession  of  funds  from  assess¬ 
ment  on  stockholders  and  from  other  sources  and  said  funds  were 
deposited  by  the  committee  with  the  Bankers  Trust  Co.,  New  York 
City,  in  a  special  account  known  as  “Assessment  Account  (Common 
Stock).”  The  bank  allowed  interest  at  the  rate  of  2  per  cent  per 
annum  on  daily  balances  on  said  account.  The  following  statement 
shows  amounts  received  and  disbursed  by  said  committee  as  of  close 
of  business  on  July  25,  1917 : 

AMOUNTS  RECEIVED 


Installments  received  from  holders  of  common  stock - $29,  303,  9G0.  00 

Advanced  by  P>ankers  Trust  Co.  to  pay  the  unpaid  installments 

of  $29,743,889 _  118,  200.  00 

Paid  by  underwriters  against  unassented  stock -  321,  729.  00 

Funds  transferred  from  Chicago  (by  the  C.  R.  I.  &  P.  Ry.  Co.) —  838, 194.44 

Settlement  of  suit  against  directors -  5,  500,  000.  (X) 

Interest  allowed  by  bankers  on  deposits -  00,  747.  74 

Additional  interest  received -  1,  835. 53 


36, 150,  GG6.  71 


AMOUNTS  DISBURSED 


Retirement  of  First  Mortgage  Bonds  with  interest - $12,875,000.00 

Retirement  of  Receivers  Certificates -  5,  552,  000.  00 

Payment  of  Collateral  Trust  Notes _  7,  500,  000.  00 

Payment  of  Hayden,  Stone  &  Co.  loan,  with  interest -  1,  601,  600.  00 

Payment  of  Central  Trust  Co.  Loan,  with  interest -  2,538, 194.44 

Funds  paid  to  Bankers  Trust  Co.  to  cover  cash  payment  of  out¬ 
standing  debentures _  1,  958,  400. 00 

To  acquire  Consolidated  Indiana  Coal  Co.  bonds  with  interest —  1,  728,  597.55 

Funds  deposited  with  Bankers  Trust  Co.  to  pay  $1  per  share 

on  7  per  cent  preferred  stock _  297.  439.00 

Organization  expenses  by  Reorganization  Committee -  316,584.22 

Reorganization  expense  disbursements  by  B.  W.  Jones -  1,750,000.00 

Cash  on  hand _  32,  851. 50 


36, 150,  66G.  71 
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The  amount  of  $5,500,000  which  was  received  in  settlement  of  the 
suit  by  a  part  of  the  stockholders  against  the  directors  was  paid  to 
said  committee  on  J uly  2,  1917.  The  first  of  the  payments  on  which 
interest  was  received  was  received  by  the  committee  on  February  2, 
1917.  The  amount  of  $32,851.50  shown  above  was  also  expended  by 
the  committee  with  the  exception  of  a  small  sum,  less  than  $1,000, 
which  was  returned  to  petitioner.  The  respondent  included  in  tax¬ 
able  income  the  interest  aforesaid  for  the  year  1917. 

11. 

During  the  year  1918  petitioner  acquired  all  of  the  capital  stock 
of  the  Consolidated  Indiana  Coal  Co.,  and  for  that  part  of  said  year 
during  which  said  100  per  cent  stock  ownership  existed,  petitioner 
included  the  Coal  Company  in  its  consolidated  return.  On  May  29, 
1905,  said  Coal  Company  issued  first  mortgage  bonds  of  the  face 
ralue  of  $2,336,000  in  payment  for  coal  lands  and  mining  properties. 
As  part  of  the  reorganization  of  petitioner  incident  to  its  receiver¬ 
ship  during  the  period  April  19,  1915,  to  June  24,  1917,  the  reorgani¬ 
zation  committee  purchased  said  first  mortgage  bonds  of  the  Coal 
Company  which  were  then  outstanding  in  the  hands  of  the  public; 
the  funds  for  said  purchase  were  furnished  by  petitioner.  The  total 
purchase  price  paid  to  obtain  said  bonds  was  $2,022,011.85,  being 
{5313,988.15  less  than  the  par  value  thereof.  Respondent,  in  its  30-day 
letter  dated  January  7,  1924,  has  included  said  last  named  sum  as 
part  of  petitioner’s  consolidated  income  for  the  year  1918,  the  year 
luring  which  said  bonds  were  canceled  and  retired  by  the  Coal 
Company. 

The  aforementioned  adjustment  was  also  reflected  in  the  60-day 
etter.  The  accounts  with  said  coal  company  were  kept  and  its  Fed¬ 
eral  income  and  profits-tax  returns  were  regularly  rendered  on  an 
iccrual  basis.  The  aforementioned  bonds  were  retired  during  that 
)ortion  of  the  year  1918  during  which  the  coal  company  and  peti- 
ioner  were  affiliated. 

12. 

On  January  26,  1920,  petitioner  and  the  Chicago,  Rock  Island  & 
xulf  Railway  Co.  entered  into  a  single  contract  with  the  Director 
General  for  compensation  for  the  use  of  their  properties  during 
federal  control. 

Section  7  (d)  of  said  contract  provides : 

Upon  the  cost  of  additions  and  betterments,  less  retirements  in  connection 
herewith,  and  upon  the  cost  of  road  extensions,  made  to  the  property  of  the 
Companies  during  Federal  control,  the  Director  General,  shall,  from  the  com- 
letion  of  the  work,  pay  the  Company  a  reasonable  rate  of  interest,  to  be  fixed 
y  him  on  each  occasion.  In  fixing  such  rate  or  rates  he  may  take  into  account 
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not  merely  (he  value  of  money  but  all  pertinent  facts  and  circumstances, 
whether  the  money  used  was  derived  from  loans  or  otherwise,  provided  that 
to  the  extent  that  the  money  is  advanced  by  the  Director  General  or  is  ob¬ 
tained  by  the  Companies  from  loans  or  from  the  proceeds  of  securities  the  rate 
or  rates  shall  be  the  same  as  that  charged  by  the  Director  General  for  loans 
to  the  Companies  or  to  other  companies  of  similar  credit. 

The  last  named  company  owns  and  operates  that  portion  of  the 
Rock  Island’s  system  situated  in  Texas,  and  all  of  its  capital  stock 
is  owned  by  the  Chicago,  Rock  Island  &  Pacific  Railway  Co.  The 
Director  General  allowed  said  companies  $100,256.06  as  interest 
rental  on  completed  additions  and  betterments  made  during  the  year 
1918.  The  Director  General  did  not  allocate  this  sum  as  between 
the  two  companies,  but  petitioner  allocated  $96,115.49  to  itself  and 
$4,140.57  to  the  Chicago,  Rock  Island  &  Gulf  Railway  Co:  Peti¬ 
tioner  included  said  $100,256.06  in  its  amended  consolidated  income- 
tax  return  for  the  year  1918;  but  respondent  has  refused  to  allow 
said  sum  as  income  for  the  year  1918,  but  has  treated  said  amount  as 
income  for  the  year  1922. 

The  Director  General  allowed  said  companies  $325,885.64  as  inter¬ 
est  rental  on  completed  additions  and  betterments  made  during  the 
year  1919.  Of  this  sum,  petitioner  allocated  $312,426.56  to  itself, 
and  $13,459.08  to  the  Chicago,  Rock  Island  &  Gulf  Railway  Co. 
Petitioner  included  said  $325,885.64  in  its  amended  consolidated 
income-tax  return  for  the  year  1919 ;  respondent  has  refused  to  allow 
said  sum  as  income  for  that  year,  but  has  treated  said  amount  as 
income  for  the  year  1922. 

Petitioner  purchased  and  received  delivery  of  30  locomotives  in 
the  year  1918,  and  paid  for  the  same  from  its  corporate  funds.  The 
Director  General  allowed  petitioner  as  interest  rental  for  the  year 
1918  on  said  locomotives,  the  sum  of  $62,111.86,  and  for  the  year  1919, 
the  sum  of  $94,461.76.  Petitioner  included  these  sums  as  income  in 
its  amended  income-tax  returns  for  the  years  1918  and  1919,  respec¬ 
tively,  but  respondent  thereafter  excluded  said  amounts  as  part  of 
petitioner’s  income  for  1918  and  1919,  respectively,  and  has  treated 
said  amounts  as  income  to  petitioner  for  the  year  1922. 

By  section  7  of  the  aforementioned  contract  the  Director  General 
guaranteed  petitioners  as  annual  compensation  the  amount  of 
$15,880,681.22  during  each  year  and  pro  rata  for  each  fractional  part 
of  a  year  of  Federal  control,  subject  to  certain  findings  by  the  Inter¬ 
state  Commerce  Commission.  Subsequent  to  January  26,  1920,  the 
Interstate  Commerce  Commission  determined  such  annual  compensa¬ 
tion  to  be  at  the  rate  of  $15,710,405.93.  ' 

i3.  1 1 

Respondent  lias  reduced  petitioner’s  invested  capital  for  1917  by 
the  amount  of  $421,580.98,  representing  the  discount  sustained  or 
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incurred  by  petitioner  in  connection  with  the  sale  of  its  Equipment 
Bonds,  Series  “G,”  sold  July  1,  1912,  and  Series  “H,”  sold  July  1, 
1913.  Said  $421,580.98  was  charged  by  the  petitioner  to  Profit  and 
Loss  Account  at  the  time  such  discounts  were  sustained,  and  was  not 
charged  by  petitioner  to  Investment  Account.  As  of  December  31, 
1916,  the  amount  of  discount  theretofore  amortized,  according  to 
respondent’s  method  of  calculating  such  amortization,  was  as  follows : 

Series  G _ $117,  768. 14 

Series  H _ 164,  269. 14 

The  amount  remaining  unamortized  was — 

Series  G _ $63,  467.  84 

Series  II _  76,  075.  86 

Respondent  has  deducted  said  $282,037.28  from  petitioner’s  Profit 
and  Loss  Account,  and  has  not  added  back  to  Profit  and  Loss  Account 
said  $139,543.70.  The  total  of  these  two  figures  is  $421,580.98. 

OPINION. 

Milliken  :  The  facts  of  these  proceedings  were  either  stipulated 
or  consist  of  admissions  made  by  respondent  in  his  pleadings. 

These  proceedings  involve  two  distinct  classes  of  issues  :  those 
which  relate  to  taxable  income,  and  those  which  relate  to  invested 
capital.  We  will  first  dispose  of  the  issues  relating  to  taxable  income. 

Issue  1.  Respondent  refused  to  permit  petitioner  to  deduct  from 
gross  income  amounts  paid  by  it  to  the  United  States  as  penalties 
for  the  violation  of  certain  Federal  statutes  which  are  referred  to  in 
the  findings  of  fact.  This  question  was  before  us  in  Great  Northern 
Railway  Co .,  8  B.  T.  A.  225,  and  there  we  found  adversely  to  peti¬ 
tioner’s  contention.  Petitioner  requests  us  to  overrule  that  decision 
and  submits  an  elaborate  argument  in  behalf  of  its  contentions.  We 
gave  mature  consideration  to  the  question  at  the  time  that  proceeding 
was  decided  and  petitioner  has  not  convinced  us  that  we  should  now 
recede  therefrom. 

Issue  2.  Petitioner  complains  that  respondent  credited  its  oper¬ 
ating  expenses  for  the  years  1916  and  1917  in  amounts  representing 
expenses  of  transportation  for  investment.  The  facts,  with  reference 
to  this  contention,  were  not  stipulated.  Respondent  in  his  answer 
denied  the  allegations  of  the  petitions  and  followed  his  denials  with 
an  admission  which  we  have  incorporated  in  our  findings  of  fact. 
The  facts  as  found  are  quite  meagre  and  are  not  sufficient  to  bring 
before  us  the  contention  vigorously  urged  by  petitioner  in  the  brief 
filed  in  its  behalf.  However,  the  contentions  urged  were  considered 
by  us  in  Great  Northern  Railway  Co .,  supra,  where  the  facts  ap¬ 
peared  at  length  and  were  there  decided  adversely  to  the  petitioner’s 
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contention.  To  the  decision  in  that  case  we  adhere.  Respondent  did 
not  err  in  crediting  operating  expenses  for  the  years  1916  and  1917 
the  amounts  representing  expenses  of  transportation  for  investment. 

Issue  6.  During  the  years  1916  and  1917,  petitioner  collected 
$4,480.33  and  $8,360.22,  respectively,  in  excess  of  passenger  fares 
as  fixed  by  its  tariffs.  These  amounts  resulted  from  the  agent’s  errors 
in  computing  the  correct  fares  for  passengers.  Since  the  names  and 
addresses  o*f  the  passengers  so  overcharged  were  not  known,  it  was 
impossible  to  make  refunds.  The  amounts  received  by  petitioner 
were  paid  for  the  right  to  travel  over  its  road.  They  were  income 
unless  the  fact  that  the  overcharges  were  unlawful  takes  these  items 
out  of  that  category.  That  such  is  not  the  case  see  United  States 
v.  Sullivan ,  274  U.  S.  259.  We  can  perceive  no  difference  between 
an  undercharge  and  an  overcharge  in  this  respect  and  we  know  of  no 
provision  in  the  Revenue  Acts  which  requires  a  railroad  to  report  a 
whole  charge  where  it  received  only  a  part.  The  record  is  clear  that 
it  is  impossible  to  discover  to  whom  refunds  should  be  made.  The 
obligation  to  repay  will  not  in  the  nature  of  things  be  discharged 
and  from  a  common  sense  viewpoint  the  money  will  remain  the 
property  of  petitioner  subject  to  its  free  use  and  enjoyment.  The 
Interstate  Commerce  Commission  no  doubt  realizing  this  requires 
k’  unrefundable  overcharges  55  to  be  cleared  to  profit  and  loss.  Re¬ 
spondent  did  not  err  in  including  the  above  amounts  in  gross  income. 

Issue  7.  During  each  o»f  the  years  in  question  petitioner  credited 
to  profit  and  loss  pay  checks,  checks  or  vouchers  in  payment  of  loss 
and  damage  claims,  pa}7  rolls,  and  for  various  other  ordinary  and 
necessary  expenses  which  had  in  previous  years  been  issued  and  had 
not  for  a  period  of  two  years  been  presented  for  payment.  The 
checks  when  issued  were  charged  out  to  operating  expenses,  deducted 
and  allowed  as  a  deduction  by  respondent  in  the  determination  of 
taxable  income.  Petitioner  allowed  two  years  to  intervene  and  if 
the  checks  had  not  been  presented  for  payment  it  credited  the  same 
to  profit  and  loss.  Respondent  in  auditing  the  returns  added  such 
sums  to  income. 

Petitioner  does  not  claim  that  the  deductions  theretofore  allowed 
by  reason  of  these  checks  should  be  restored  to  taxable  net  income 
for  the  earlier  years,  but  desires  to  retain  the  benefit  of  the  same. 
Neither  has  petitioner  advanced  any  suggestion  as  to  when,  i»f  ever, 
any  adjustment  should  be  made  for  the  checks  uncashed.  We  assume 
it  to  be  the  position  of  petitioner  that  such  adjustment  would  never 
be  made.  Section  13(d)  of  the  Revenue  Act  of  1916  and  section  212 
of  the  Revenue  Act  of  1918  provide  a  latitude  as  to  the  manner  in 
which  books  of  account  may  be  kept  in  order  to  reflect  taxable  income. 
The  books  of  petitioner  were  kept  and  maintained  on  the  accrual 
basis  during  all  of  the  years  in  question  and  pursuant  to  the  sections 
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of  the  statutes  aforesaid.  It  was  permitted  to  deduct  expenses  for 
which  checks  were  issued  regardless  o*f  the  date  of  the  cashing  of  the 
checks  by  the  parties  to  whom  issued.  After  two  years  had  elapsed 
the  checks  were  credited  to  a  profit  and  loss  account.  Petitioner  fol¬ 
lowed  this  course  in  order  that  its  books  of  account  might  reflect  a 
true  and  accurate  state  of  affairs.  The  Interstate  Commerce  Com¬ 
mission  authorized  and  required  such  procedure.  So  far  as  we  are 
advised  this  has  been  the  uniform  and  consistent  practice  of  peti¬ 
tioner  in  treating  such  items.  If  subsequent  events,  due  to  the 
failure  to  cash  the  checks  show  such  charges  to  have  been  in  error, 
petitioner  restored  the  same  to  income,  thus  correcting  what  had  been 
theretofore  eliminated  therefrom.  We  should  be  very  cautious  in  dis¬ 
turbing  such  a  consistent  practice  pursued  by  petitioner  and  one 
having  the  sanction  of  the  Interstate  Commerce  Commission.  Any 
large  business  enterprise,  especially  a  common  carrier,  should  adjust 
its  income  accounts  so  as  to  be  an  accurate  reflection  o*f  income. 

It  is  undisputed  that  in  a  strict  legal  sense,  petitioner  has  not  de¬ 
rived  income.  Eisner  v.  Macomber ,  252  U.  S.  189.  As  a  basis,  how¬ 
ever,  for  the  determination  of  taxable  income  and  based  upon  the 
actualities  of  an  ever  recurring  situation,  it  must  be  held  that  the 
treatment  by  petitioner  in  charging  the  amounts  here  in  question  to 
profit  and  loss  has  the  sanction  of  common  sense  and  may  thus  enter 
into  the  computation  of  taxable  income  for  the  years  in  question.  Cf . 
Yale  <&  Towne  Manufacturing  Co.  v.  United  States ,  269  U.  S.  422,  and 
American  National  Co.  v.  United  States ,  274  U.  S.  99. 

Petitioner  also  submits  that  if,  after  two  years,  the  person  to  whom 
the  checks  were  issued  submits  them  for  payment,  they  are  honored. 
The  system  of  accounting  employed  by  petitioner  will  logically  take 
care  of  this  situation  and  the  respondent  agrees  that  there  would  thus 
arise  a  deduction  from  income  on  account  thereof.  It  is  also  sig¬ 
nificant  to  note  that  in  the  years  before  us  none  of  the  checks  of  the 
character  above  referred  to  are  in  question.  In  reaching  our  conclu¬ 
sion,  we  have  not  failed  to  take  into  consideration  the  fact  that  book¬ 
keeping  entries  do  not  constitute  income.  Doyle  v.  Mitchell  Bros < 
Co .,  274  U.  S.  179.  Rather  are  we  persuaded  by  a  system  of  account¬ 
ing  long  in  use,  recognized  as  good  accounting  and  required  by  the 
Interstate  Commerce  Commission,  and  which,  under  all  the  facts  at 
hand,  resulted  in  the  reflection  of  true  income  for  .  the  several  years. 

Petitioner  cites  in  support  of  its  position  the  decision  of  the  United 
States  Supreme  Court  in  Bowers  v.  Kerb  augh-Em  fire  Co .,  271  U.  S. 
170.  The  case  at  bar  is  distinguishable.  We  are  not  here  concerned 
with  a  single  isolated  transaction,  but  with  an  ever  recurring  one  in 
the  business  of  petitioner,  the  net  result  of  which  is  not  a  loss,  but, 
from  a  practical  viewpoint,  is  a  definite  gain.  Respondent  was  not  in 
error  in  adding  the  amounts  in  controversy  to  taxable  income. 
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Issue  10.  Petitioner  in  its  amended  answer  filed  June  12,  1928,  seeks 
to  transfer  from  the  year  1915  to  the  year  1917  a  loss  of  $5,960,960.08 
arising  from  its  transactions  with  the  Chicago,  Bock  Island  &  Pacific 
Eailroad,  an  Iowa  corporation.  It  is  stipulated  that  in  December, 
1909,  the  Iowa  corporation  needed  $7,314,660.83  to  retire  certain  of  its 
outstanding  bonds,  and  that  “  To  provide  this  amount  petitioner 
advanced  said  sum  to  the  Iowa  corporation  as  a  loan  and  received 
therefor  $7,500,000  par  value  of  the  Iowa  company’s  5  per  cent 
Debenture  Bonds  maturing  September  1,  1913.”  In  November,  1914, 
petitioner  delivered  back  $1,388,000  par  value  of  these  debenture  bond? 
to  the  Iowa  company  and  received  in  lieu  thereof  $1,353,699.75,  leav¬ 
ing  a  balance  due  to  petitioner  of  $5,960,961.08.  In  June,  1915,  the 
book  value  of  the  debenture  bonds  of  the  Iowa  corporation  owned  by 
petitioner  was  written  down  to  $1  and  the  balance,  $5,960,960.08, 
was  written  off  to  Profit  and  Loss  by  petitioner’s  receivers.  Said 
debenture  bonds  themselves  were  worthless  in  June,  1915.  It  is 
further  stipulated  that  petitioner’s  receivers  deducted  said  loss  on 
their  tax  return  on  behalf  of  petitioner  for  the  year  1915,  but  that 
on  or  about  January  21,  1928,  petitioner  filed  an  amended  return  for 
1915,  in  which  said  deduction  was  not  taken. 

Section  II  G  (b)  of  the  Act  of  October  3,  1913,  grants  to  corpora¬ 
tions  the  right  to  deduct  from  gross  income  “  all  losses  actually  sus¬ 
tained  within  the  taxable  year  and  not  compensated  by  insurance  or 
otherwise,  *  *  *  ”  The  question  presented  is,  Did  petitioner  actu- 

ally  sustain  a  loss  in  1915  in  respect  to  its  loan  to  the  Iowa  company? 
In  this  connection  it  is  pertinent  to  point  out  that  the  deduction  was 
taken  in  a  tax  return  made  after  the  end  of  1915,  and  that  the  stock¬ 
holders’  proceeding  against  the  directors  and  petitioner  was  begun  in 
February,  1915.  The  receivers,  with  knowledge  of  that  proceeding, 
deliberately  charged  off  of  petitioner’s  books  a  debt  of  nearly 
$6,000,000,  and  deducted  the  same  loss  in  their  income-tax  return. 

I  he  reasons  for  this  procedure  are  obvious — the  Iowa  company, 
which  owed  the  debt,  was  insolvent;  its  bonds  were  worthless;  the 
debt  was  worthless.  I  he  fact  that  a  few  stockholders  were  pursuing 
some  of  petitioner’s  directors,  charging  fraud,  does  not  militate 
against  the  fact  that  petitioner  sustained  an  actual  loss  in  the  year 

v 

1915.  W  hether  such  fraud  would  be  established  was  entirely  prob¬ 
lematical.  In  fact,  to  this  day,  no  such  fraud  has  been  found  or 
decreed  by  any  court;  nor  has  such  fraud  been  confessed.  The 
directors  offered  to  pay  to  petitioner  or  to  its  receivers  less  than  one- 
eleventh  of  the  principal  amount  involved,  to  say  nothing  of  interest 
i or  over  7  years.  I  here  is  nothing  in  the  record  wThich  indicates  that 
the  directors  were  not  financially  able  to  pay  the  whole  amount.  It 
seems  evident  that  this  comparatively  small  amount  was  paid,  not  as 
a  confession  of  wrongdoing,  but  to  procure  the  dismissal  of  an  annoy- 
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ing  proceeding.  If  the  court  had,  thought  the  claim  valid,  it  cer¬ 
tainly  would  not  have  approved  the  acceptance  by  its  receivers  of 
this  offer.  If  the  receivers  had  thought  that  there  was  any  merit 
in  the  claim  they  would  not  have  written  the  debt  off  in  1915.  They 
were  not  required  to  be  “incorrigible  optimists.”  United  States  v. 
White  Dental  Co .,  274  U.  S.  398.  Respondent  is  sustained  on  this 
point. 

Issue  11.  The  sum  of  $68,583.27  received  by  the  reorganization 
committee  as  interest  on  its  daily  bank  balance  was  undoubtedly  tax¬ 
able  income.  The  question  is,  To  whom  was  such  income  taxable? 
We  may  at  once  eliminate  the  individual  members  of  the  committee 
and  the  committee  as  an  organization.  Neither  was  entitled  to  the 
interest.  The  committee  received  the  amounts  paid  by  the  stock¬ 
holders  and  other  depositors  for  specified  purposes.  This  leaves  only 
the  various  depositors  which  included  the  subscribing  stockholders 
and  petitioner.  Under  the  “  Plan  of  Reorganization,”  the  stock¬ 
holders  were  to  subscribe  and  pay  for  the  7  per  cent  preferred  stock 
at  par,  the  payments  to  be  made  through  the  committee.  Whenever 
a  stockholder  made  a  deposit  his  only  specified  right  was  to  receive 
the  stock  for  which  he  had  subscribed.  Tt  seems  conceded  that  such 
stockholders  had  no  right  to  the  interest.  There  is  nothing  either  in 
the  agreement  or  the  plan  of  reorganization  which  makes  any  provi¬ 
sion  for  them  in  this  respect.  No  part  of  the  interest  was  paid  to 
them.  This  was  the  construction  placed  on  the  plan  and  the  agree¬ 
ment  by  the  parties  themselves.  Petitioner  points  out  that  it  is 
stipulated  that  petitioner  was  not  a  party  to  the  agreement.  This  does 
not  conflict  with  the  fact  that  the  agreement  was  made  for  its  benefit, 
that  it  was  the  sole  beneficiary  thereof,  nor  with  the  fact  that  other 
agreements  may  have  been  entered  into  between  petitioner  and  the 
committee.  In  fact,  it  was  first  stipulated  that  “the  railway  com¬ 
pany  was  not  a  party  to  the  agreement  in  any  manner ,”  and  by  a 
subsequent  stipulation  the  words  underscored  were  eliminated.  The 
record  discloses  that  petitioner  contributed  to  the  committee  $838,- 
194.44  from  its  own  funds  and  that  there  was  paid  to  the  committee 
$5,500,000,  which  was  received  from  the  directors  as  the  result  of  the 
stockholders’  suit,  and  which  clearly  belonged  to  petitioner.  It  is 
stipulated  that  the  committee  purchased  bonds  of  the  consolidated 
Indiana  Coal  Co.  and  paid  therefor  $2,022,011.85,  and  that  “the 
funds  for  said  purchase  were  furnished  by  petitioner.”  Finally,  it 
is  stipulated  that  after  all  expenditures  had  been,  made  by  the  com¬ 
mittee  a  small  sum,  less  than  $1,000,  was  returned  to  petitioner. 
Since  provision  was  not  specifically  made  in  the  plan  or  the  agree¬ 
ment  of  reorganization  for  any  of  these  transactions,  there  must  have 
been  other  agreements  between  the  committee  and  petitioner  or  peti¬ 
tioner’s  receivers  not  provided  for  in  the  plan.  What  these  agree- 
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ments  were  is  not  disclosed.  It  is  sufficient  to  point  out  that  every 
expenditure  made  by  the  committee  redounded  to  the  benefit  of  peti¬ 
tioner.  The  amounts  which  were  paid  by  the  committee  for  services 
and  expenses  were  just  as  much  for  petitioner’s  benefit  as  though 
expended  by  petitioner  itself.  Under  all  the  facts  of  the  record,  we 
are  of  the  opinion  that  since  petitioner  was  the  sole  beneficially  of  the 
funds  held  by  the  committee,  the  interest  on  these  funds  constituted 
taxable  income  to  it.  Cf .  Irwin  v.  Gavit ,  268  U.  S.  161.  Respondent 
did  not  err  in  including  this  interest  in  petitioner’s  gross  income. 

Issues  14,  15,  and  16.  These  issues  relate  to  interest,  rentals  and 
compensation  earned  by  petitioner  during  Federal  control  during  the 
years  1918  and  1919,  but  which  were  paid  by  the  Director  General 
in  a  subsequent  }7ear.  Since  petitioner  was  on  an  accrual  basis  these 
amounts  constitute  taxable  income  in  the  year  earned  and  its  con¬ 
tentions  must  be  resolved  in  its  favor  on  the  authority  of  Texas  cf; 
Pacific  Railway  Co.,  9  B.  T.  A.  365;  Cf.  Illinois  Terminal  Co.,  5  B. 
T.  A.  15;  New  Orleans,  Texas  &  New  Mexico  Railway  Co.,  supra ; 
and  Great  Northern  Railway  Co.,  supra. 

Point  17.  During  the  period  April,  1915,  to  June,  1917,  petitioner, 
through  the  reorganization  committee,  purchased  from  the  public 
the  outstanding  bonds  of  the  Consolidated  Indiana  Coal  Co.  of  the 
face  value  of  $2,336,000,  for  which  it  paid  the  sum  of  $2,022,011.85. 
During  the  year  1918  petitioner  acquired  all  the  capital  stock  of  the 
Coal  Company  and  for  that  part  of  1918  during  which  such  owner¬ 
ship  existed  it  included  the  Coal  Company  in  its  consolidated  re¬ 
turn.  The  Coal  Company  retired  said  bonds  during  the  period  of 
affiliation  whether  by  cancellation  or  payment  and,  if  by  payment,  at 
what  amount  does  not  appear.  On  these  facts  respondent  has  deter¬ 
mined  that  the  affiliated  group  was  in  receipt  of  income  to  the  extent 
of  $313,988.15,  which  was  the  difference  between  the  par  value  of  the 
bonds  and  the  amount  paid  for  them  by  petitioner  during  the  period 
1915-1917.  S 

It  is  clear  petitioner  made  no  gain  at  the  time  it  purchased  bonds 
at  a  discount ;  neither  did  the  Coal  Company  lose  anything  by  reason 
of  the  transaction.  No  funds  of  either  company  were  used  during  the 
period  of  affiliation  to  purchase  the  outstanding  obligations  of  the 
Coal  Company.  It  appears  that  there  was  no  affiliated  group  in 
existence  at  the  dates  of  the  purchases  to  which  the  purchases  might 
be  attributed.  Petitioner,  as  a  distinct  taxable  entity,  purchased  the 
bonds  and  subsequentl}7  brought  them  into  the  affiliation,  at  which 
time  they  became  intercompany  obligations,  the  payment  or  collection 
of  which  produced  neither  income  nor  loss.  Cf.  Gould  Coupler  Co., 
5  B.  T.  A.  499;  Farmers*  Deposit  National  Bank,  5  B.  T.  A.  520; 
II.  S.  Crocker  Co.,  5  B.  T.  A.  537;  Buffalo  Forge  Co.,  5  B.  T.  A. 
947.  If  it  be  conceded  that  the  situation  is  the  same  as  though  the 
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bonds  had  been  purchased  during  the  period  of  affiliation,  no  taxable 
income  was  derived  from  the  transaction.  See  Independent  Brew¬ 
ing  Co.;  Neiv  Orleans ,  Texas  (&  New  Mexico  Railway  Co.;  Houston 
Belt  &  Terminal  Co.;  National  /Sugar  M a? o a fac turin g  Co .,  all  supra. 
The  amount  of  $313,988.15,  being  the  difference  between  the  par 
value  of  the  Coal  Company’s  bonds  and  what  was  paid  for  them, 
should  be  excluded  from  petitioner’s  gross  income  for  1918. 

Issues  3,  4,  and  5.  We  have  reserved  the  question  of  deduction  of 
amortized  discount  and  expenses  for  the  reason  that  it  is  so  intimately 
connected  with  invested  capital  that  both  issues  should  be  discussed 
together  and  in  the  order  in  which  they  arise. 

Petitioner  complains  that  respondent  erred  in  refusing  to  permit 
the  deduction  from  its  gross  income  of  any  part  of  the  discount  and 
expense  incurred  in  connection  with  the  sale  of  its  First  and  Refund- 
ing  Bonds  sold  during  the  period  1904-1908;  and  further,  that  al¬ 
though  respondent  allowed  as  a  deduction  an  amortized  part  of  the 
discount  on  its  Equipment  Bonds  which  matured  serially  and  on  its 
Collateral  Trust  Bonds  issued  in  1902,  which  also  matured  serially, 
he  erred  in  his  method  of  computing  such  amortization. 

Respondent  in  the  instance  of  the  First  and  Refunding  Mortgage 
4%  Gold  Bonds  which  were  issued  and  sold  during  the  years  1904 
to  1908  refused  to  allow  any  part  of  the  discount  and  expenses 
applicable  thereto  for  the  reason  that  on  the  books  of  account  of 
petitioner  the  discount  and  expenses  were  charged  to  profit  and  loss 
or  surplus  account  prior  to  January  1,  1909.  If,  however,  petitioner 
had  charged  the  discount  and  expenses  on  its  books  to  a  reserve  for 
“  unamortized  discounts  and  expenses  on  bonds  ”  he  would,  pursuant 
to  his  regulations  promulgated  on  the  subject,  have  allowed  the 
deductions  now  claimed  for  the  years  in  question  and  also  if  the 
bonds  had  been  issued  at  a  discount  subsequent  to  January  1,  1909, 
a  deduction  would  have  been  allowed  notwithstanding  the  manner 
in  which  it  was  reflected  on  the  books  of  account.  Apparently, 
therefore,  the  controlling  factor  is  the  manner  in  which  the  discount 
was  reflected  upon  the  books  of  account.  W^e  can  see  no  merit  in 
the  respondent’s  action  in  so  far  as  it  is  dependent  upon  the  manner 
in  which  the  account  is  reflected  upon  the  books.  Bookkeeping  entries 
can  not  control  over  the  actual  facts,  and  if  necessary  they  should  be 
corrected  to  correspond  with  the  true  facts.  If  the  bond  discount  is 
to  be  disallowed  as  a  deduction  the  denial  must  rest  on  more  sub¬ 
stantial  grounds. 

Both  parties  refer  to  Old  Colony  Railroad  Go .,  6  B.  T.  A.  1025. 
Petitioner  insists  that  our  decision  in  that  case  is  in  conflict  with  re¬ 
spondent’s  regulations  and  with  the  accepted  rules  of  accounting 
practice.  On  the  other  hand,  respondent  contends  that  if  we  follow 
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Old  Colony  Railroad  Co .,  supra,  then  all  allowances  made  by  him  on 
account  of  deductions  with  respect  to  amortized  discount  and  ex¬ 
pense  should  now  be  disallowed,  and  that  any  premiums  received 
by  petitioner  on  the  sale  of  any  of  its  obligations  should  receive  like 
treatment. 

In  Old  Colony  Railroad  Co .,  supra ,  we  held  that  no  part  of  pre¬ 
miums  received  on  bonds  sold  by  the  railroad  during  the  period  1895- 
1904  was  taxable  in  the  year  1920  for  the  reason  that  no  transaction 
occurred  in  that  year  with  reference  to  the  sale,  purchase  or  payment 
of  the  bonds,  and  followed  this  with  the  statement  that  if  the  bonds 
had  been  sold  at  a  discount  no  part  of  such  discount  would  be  de¬ 
ductible  in  that  year.  Respondent  appealed  from  our  decision  to 
the  Circuit  Court  of  Appeals  for  the  First  Circuit.  In  its  opinion 
rendered  on  May  31,  1928;  the  court,  after  quoting  the  Sixteenth 
Amendment  and  the  applicable'  provisions  of  the  Revenue  Act  of 
1918,  said :  j 

Article  544  of  Regulations  45,  based  upon  the  Revenue  Act  of  1918,  provides: 

(2)  (a)  If  bonds  are  issued  by  a  corporation  at  a  premium,  the  net 
amount  of  such  premium  is  gain  or  income  which  should  be  prorated  or 
amortized  over  the  life  of  the  bonds. 

(3)  (a)  If  bonds  are  issued  by  a  corporation  at  a  discount,  the  net 
amount  of  such  discount  is  deductible  and  should  be  prorated  or  amor¬ 
tized  over  the  life  of  the  bonds. 

It  is  to  be  borne  in  mind  that  the  premiums  here  in  question  were  received 
by  the  Old  Colony  not  later  than  1904  and  during  a  period  of  time  when  there 
was  no  Federal  statute  authorizing  the  laying  and  collection  of  taxes  on  in¬ 
comes,  and  several  years  prior  to  adoption  of  the  16th  Amendment  (February  25, 
1913)  authorizing  Congress  to  lay  and  collect  taxes  on  incomes  without  appor¬ 
tionment  among  the  several  states ;  and  that  these  premiums  when  received 
were  regarded  and  treated  as  capital  and  expended  in  the  improvement  of  its 
road. 

The  question  then  is  whether  the  premiums  that  were  received  by  the  taxpayer 
not  later  than  1904,  are  income  of  the  taxpayer  that  may  be  amortized  over  the 
life  of  the  bonds  and  the  sum  or  part  of  the  premiums  apportioned  to  the  year 
1920  be  taxed  in  1920  to  the  taxpayer  as  a  part  of  its  income  in  that  year  under 
Sec.  213  (a)  and  212  (b)  of  the  Revenue  Act  of  1918. 

If  it  be  assumed  that  the  premiums  received  in  1904  and  prior  thereto  were 
income,  can  they  be  said  to  be  taxable  income  “  for  the  taxable  year  in  which 
received  by  the  taxpayer”  (Sec.  213  (a)),  “which  should  be  prorated  or  amor¬ 
tized  over  the  life  of  the  bonds”  (Art.  544,  Reg.  45,  2  (a)).  It  seems  to  us 
that  the  answer  to  this  question  disposes  of  the  case,  and  that  the  answer  must 
be  in  the  negative.  The  premiums,  when  received,  were  treated  and  used  as 
capital.  They  were  not  received  in  1920,  the  tax  year  in  question,  but  some 
16  or  more  years  prior  thereto.  At  that  time  there  was  no  Federal  statute 
imposing  a  tax  upon  incomes  and  no  provision  of  the  Constitution  giving  Con¬ 
gress  power  to  lay  or  collect  taxes  on  incomes  without  apportionment,  which 
the  Revenue  Act  of  1918  unquestionably  does.  It  is  not  to  be  presumed  that 
Congress  by  the  Act  of  1918  intended  to  tax  the  whole  or  any  part  of  the  pre¬ 
miums  on  bonds  received  prior  to  February  25,  1913,  whether  the  life  of  the 


(988) 


C.,  R.  I.  &  P.  RAILWAY  CO. 


1029 


bonds  extended  into  a  taxable  year  subsequent  to  February  25,  1913,  or  not,  as 
it  was  beyond  its  power  to  do  so  at  the  time  they  were  received.  See  Lynch  v. 
Tnrrich,  247  U.  S.  221 ;  Southern  Pacific  Co.  v.  Lowe,  247  U.  S.  330 ;  Doyle  v. 
Mitchell  Bros  Co.,  247  U.  S.  179 ;  Hays  v.  Cauley  Mountain  Coal  Co.,  247  U.  S. 
189;  Merchants'  Loan  &  Trust  Co.  v.  Smietanka,  255  U.  S.  509;  Goodrich  v. 
Edwards,  255  U.  S.  527. 

This  question,  as  we  understand  it,  lias  not  heretofore  been  passed  upon  by 
any  court.  A  somewhat  analogous  question  was  decided  by  the  Court  of  Claims, 
in  the  case  of  Chicago  and  Alton  Railroad  Co.  v.  United  States,  53  Ct.  Cl.  41. 
There  the  corporation  in  1906  issued  and  sold  its  bonds  at  a  discount  and  the 
amount  of  the  discount  was  entered  in  a  “  Profit  and  Loss  ”  account  of  that 
rear.  In  1909  tl*e  Corporation  Excise  Tax  Act  was  enacted.  In  filing!  its  re¬ 
turns  for  1911  and  1912  under  that  Act,  the  corporation  did  not  claim  deduc¬ 
tions  for  the  discount,  but  latefi  filed  claims  for  refunds  for  those  years  of  a 
proportionate  amount  of  the  discount.  The  Commissioner  rejected  the  claims 
for  refunds  and  the  Court  of  Claims  approved  his  decision.  The  significant 
hing  about  the  case  is  that  the  court  declined  to  allow  the  taxpayer,  who  has 
sustained  a  loss  in  1906  in  the  amount  of  discount  then  made  in  the  sale  of 
jonds  extending  over  a  period  of  years,  to  have  such  loss  amortized  and  allowed 
is  a  deduction  in  determining  the  amount  of  the  taxpayer’s  tax  for  the  years 
1911  and  1912. 

The  decision  of  the  Board  of  Tax  Appeals  is  affirmed. 

It  will  be  observed  that  the  court  had  before  it  for  decision  the 
;ole  question  whether  any  part  of  premiums  received  prior  to  March 
L,  1913,  was  taxable  in  the  year  1920.  This  issue  the  court  decided 
n  the  negative.  Whether  discount  incurred  in  the  sale  of  bonds 
prior  to  March  1,  1913,  should  receive  like  treatment  was  not  before 
he  court.  Neither  was  it  before  us  when  we  decided  the  case.  What 
vas  said  by  the  court  and  what  was  said  by  us  in  respect  of  this  issue 
vas  merely  dicta.  The  Circuit  Court  of  Appeals  in  affirming  the 
lecision  of  the  Board  primarily  based  its  decision  on  the  fact  that  the 
)ond  premium  was  received  prior  to  February  25,  1913,  and  that  it 
vas  beyond  the  power  of  Congress  to  tax  the  whole  or  any  part  of 
he  premiums  so  received,  regardless  of  whether  the  life  of  the  bonds 
xtended  into  a  taxable  year  subsequent  to  the  enactment  of  the 
Sixteenth  Amendment  to  the  Constitution.  The  effective  date  of  the 
atter  is  set  up  as  dead  line  beyond  which  the  Commissioner  may 
lot  go  in  the  collection  of  a  tax  on  income  received  prior  thereto. 
Chis  reasoning  does  not  apply,  however,  in  the  instance  of  bonds 
ssued  at  a  discount  prior  to  February  25,  1913,  and  the  life  of  the 
>onds  extending  into  the  years  here  in  controversy. 

What  is  income  is  controlled  by  the  Constitution,  while  deductions 
re  a  statutory  concept.  In  the  years  before  us,  the  petitioner  was 
>n  an  accrual  basis  for  the  reporting  of  income,  not  only  because 
hat  was  the  system  necessary  to  reflect  true  income,  but  because  the 
nterstate  Commerce  Commission  required  such  a  basis.  Income 
ealized  before  the  adoption  of  the  Sixteenth  Amendment  may  not 
hereafter  be  taxed,  but  as  concerns  deductions  from  income,  the 
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same  rule  does  not  necessarily  apply.  In  the  case  of  a  continuin, 
transaction,  even  though  it  had  its  inception  prior  to  February  2 1 
1913,  there  may  arise  statutory  deductions  from  income  which  a  tax 
payer  is  not  deprived  of  by  reason  of  the  date  of  the  enactment  o 
the  Sixteenth  Amendment.  The  basis  of  reporting  income  and  th 
reflection  of  true  income  may  control  in  the  instance  of  deductions 
The  basis  of  petitioner  for  reporting  income  was  the  accrual  basi 
and  for  the  purposes  of  Federal  taxation  the  year  191G  was  the  firs 
year  pursuant  to  section  13(d)  of  the  Revenue  Act  of  1916,  that  sucl 
a  change  could  lawfully  be  made,  and  coincident  with* such  a  chang 
in.  the  reporting  of  income  there  arose  a  right  to  deductions  no 
theretofore  permitted  on  a  strict  cash  receipts  and  disbursement 
basis.  The  accrual  basis  may  permit  the  taking  of  a  loss  and  th* 
spreading  of  the  same  ratably  over  the  years,  in  order  that  trm 
income  may  be  reflected.  Especially  is  this  so  in  a  business  present 
ing  the  accounting  perplexities  of  petitioner.  It  also  is  pertinent  td 
point  out  that  the  case  of  Chicago  &  Alton  Railroad  Co.  v.  United 
States ,  53  Ct.  Cls.  41,  referred  to  in  both  opinions,  involved  the 
application  of  the  provisions  of  the  Corporation  Excise  Tax  Act  o: 
1909,  which,  broadly  speaking,  taxed  as  net  income  only  income  actu 
ally  received  less  expenses  actually  paid  and  losses  actually  sus 
tained  and  which  contained  no  provisions  similar  to  those  of  th i 
Revenue  Act  of  1916  and  subsequent  Revenue  Acts  permitting  thd 
return  of  income  on  an  accrual  or  other  basis.  The  decision  of  thej 
Court  of  Claims  as  construed  by  the  Circuit  Court  of  Appeals  held 
that  discount  incurred  was  a  loss  in  the  year  the  bonds  were  issued. 
On  the  other  hand,  the  Circuit  Court  of  Appeals  for  the  Third  Cir 
cuit,  in  Baldwin  Locomotive  Works  v.  McCoach ,  221  Fed.  59,  where 
the  issue  was  whether  any  part  of  discount  on  bonds  issued  in  191C 
and  payable  in  1940  could  be  deducted  in  the  year  of  issuance,  held 
that  no  loss  was  sustained  until  the  bonds  were  paid.  This  latter 
case  also  had  for  application  the  Corporation  Tax  Act  of  1909  and 
in  it  the  issue  was  squarely  presented  and  decided.  The  decision  in 
the  latter  case  lays  down  what  we  believe  to  be  the  true  rule,  since 
one  on  a  cash  basis  can  not  be  held  to  have  made  income  until  lie 
is  in  either  actual  or  constructive  receipt  thereof  nor  to  have  sus¬ 
tained  a  loss  or  incurred  an  expense  until  he  has  actually  sustained 
the  loss  or  paid  the  expense.  One  on  a  cash  basis  sustains  no  de¬ 
ductible  loss  on  bonds  issued  at  a  discount  in  the  year  of  issuance. 
The  only  question  is  can  one  on  an  accrual  basis  spread  such  discount 
over  the  life  of  the  obligation  involved  and  take  as  a  deduction  an 
aliquot  part  thereof  each  year  or  must  he,  like  one  on  a  cash  basis, 
wait  until  the  obligation  is  paid  before  he  is  entitled  to  any  deduc¬ 
tion  whatever.  It  is  obvious  that  to  hold  the  latter  solution  correct 
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is  to  annihilate,  in  this  respect,  the  difference  between  these  methods 
of  accounting. 

Respondent’s  regulations,  beginning  with  articjes  149  and  150  of 
Regulations  33  (Revised),  (with  an  exception  which  we  will  refer 
to  later)  have  consistently  provided  that  discount  on  bonds  issued  by  a 
taxpayer  should  be  prorated  over  the  life  of  the  bonds  and  an  aliquot 
part  thereof  be  deducted  from  gross  income  each  year.  See 
article  544,  Regulations  45,  and  article  545  of  Regulations  62,  Regu¬ 
lations  65  and  Regulations  69.  These  regulations  have  been  in 
effect  for  over  10  years  and  have  been  applied  by  respondent  in 
all  cases  of  discount  on  bonds  sojd  except  as  provided  in  article 
149,  Regulations  33,  which  will  be  noticed  later.  Under  these  cir¬ 
cumstances  these  regulations  should  not  be  lightly  disregarded 
unless  they  are  in  conflict  with  the  provisions  of  the  statute.  It 
is  significant  that  they  are  in  harmony  with  general  accounting 
practice,  wrhich  treats  discount  as  deferred  interest  to  be  spread 
over  the  life  of  the  objigation.  Further,  they  coincide  with  general 
business  usage.  Whenever  a  corporation  contemplates  issuing  long¬ 
term  securities,  three  methods  present  themselves:  Shall  the  bonds 
carry  the  market  rate  of  interest  and  be  issued  at  par,  or  shall  they 
carry  a  greater  rate  than  the  market  rate  and  be  sold  at  a  premium, 
or  shall  they  carry  a  rate  less  than  the  market  rate  and  be  sojd  at 
a  discount?  Which  of  these  methods  should  be  pursued  is  deter¬ 
mined  by  the  present  needs  and  the  future  prospects  of  the  com¬ 
pany,  but  it  matters  not  which  plan  is  adopted,  other  things  being 
equal,  the  rate  of  interest  finally  paid  will  be  the  market  and  not 
Fe  contract  rate.  The  true  income  of  the  company  can  be  reflected 
inly  when  the  discount  is  spread  over  the  life  of  the  bonds.  The 
most  material  element  in  determining  the  contract  rate  of  interest, 
hat  is,  whether  the  bonds  shall  be  sold  at  par  or  at  a  premium  or 
liscount,  is  time.  Thus  no  one  woujd  consider  the  proposition  that 
ie  pay  a  premium  for  bonds  payable  at  once  nor  would  one  issue 
londs  at  a  discount  which  are  due  and  collectible  the  day  they 
ire  issued.  Since  time  is  such  a  vital  element  in  determining  pre¬ 
mium  and  discount,  it  is  difficult  to  perceive  why  this  element  should 
lot  be  taken  into  consideration  in  determining  taxable  income — • 
-vhy  time  should  not  be  used  as  a  divisor  in  order  to  allocate  to 
;uch  period  of  time  that  part  of  the  discount  which  is  greater  or 
ess  by  reason  of  time. 

The  question  remains,  Is  this  method,  which  is  in  harmony  with 
general  accounting  practice  and  with  business  usage,  in  conflict  with 
he  Revenue  Acts  of  1916  and  1918?  Section  13(d)  of  the  Revenue 
Vet  of  1916  provides: 

(d)  A  corportaion  *  *  *,  keeping  accounts  upon  any  basis  other  than 

bat  of  actual  receipts  and  disbursements,  unless  such  other  basis  does  not 
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clearly  reflect  its  income,  may,  subject  to  regulations  made  by  the  Commissione 
of  Internal  Revenue,  with  the  approval  of  the  Secretary  of  the  Treasury  mak 
its  return  upon  the  basis  upon  which  its  accounts  are  kept,  in  which  cas 
the  tax  slial,l  be  computed  upon  its  income  as  so  returned. 

Section  212(b)  of  the  Revenue  Act  of  1918,  which  is  made  appli 
cable  to  corporations  by  section  232,  provides  in  part : 

(b)  The  net  income  shall  be  computed  *  *  *  in  accordance  with  th 
method  of  accounting  regularly  employed  in  keeping  the  books  of  such  tax 
payer ;  but  if  no  such  method  of  accounting  has  been  so  employed,  or  if  th 
method  employed  does  not  clearly  reflect  the  income,  the  computation  shal 
be  made  upon  such  basis  and  in  such  manner  as  in  the  opinion  of  the  Com 
missioner  does  clearly  reflect  the  income.  *  *  * 

Section  200  of  the  Revenue  Act  provides  that  the  term  “  paid  ’ 
includes  “  paid  or  accrued.”  In  United  States  v.  Anderson ,  269  U.  8 
422,  the  Supreme  Court  had  before  it  for  application  section  13  (d 
of  the  Revenue  Act  of  1916.  The  court  quoted  Treasury  Decision 
2433,  which  in  part  provides  that  under  this  section  that  it — 

t  II 

will  be  permissible  for  corporations  which  accrue  on  their  books  monthly  or  a 
other  stated  periods  amounts  sufficient  to  meet  fixed  annual  or  other  charge 
to  deduct  from  their  gross  income  the  amounts  so  accrued,  provided  sucl 
accruals  approximate  as  nearly  as  possible  the  actual  liabilities  for  which  th' 
accruals  are  made,  and  provided  that  in  cases  wherein  deductions  are  made  oi 
the  accrual  basis  as  hereinbefore  indicated,  income  from  fixed  and  determin 
able  sources  accruing  to  the  corporations  must  be  returned,  for  the  purpose  o 
the  tax.  on  the  same  basis. 

After  pointing  out  that  the  Corporation  Tax  Act  of  1909  and  tho 
Revenue  Act  of  1913  provided  “  in  terms  that  net  income  should  bo 
ascertained  by  deducting  from  gross  income  received,  interest,  ex 
penses  and  taxes  actually  paid  and  losses  actually  sustained,”  anc 
after  stating  that  the  difficulty  in  administering  these  Acts  resulted 
in  the  promulgation  of  certain  regulations  which  permitted  to  a 
limited  extent  the  return  of  income  on  an  accrual  basis  and  that  sec¬ 
tion  13(d)  went  much  further  than  these  regulations,  the  court  said 

Treasury  Decision  2433,  to  which  reference  has  been  made,  was  in  harmony 
with  this  view  of  section  13(d).  It  recognized  the  right  of  the  corporation  t( 
deduct  all  accruals  and  reserves,  without  distinction,  made  on  the  books  to  meel 
liabilities,  provided  the  return  included  income  accrued,  and,  as  made,  reflected 
true  net  income.  If  the  return  failed  so  to  reflect  income,  the  regulation 
reserved  the  right  of  the  Commissioner  to  require  the  return  to  be  made  on  the 
basis  of  receipts  and  disbursements. 

A  consideration  of  the  difficulties  involved  in  the  preparation  of  an  inconr 
account  on  a  strict  basis  of  receipts  and  disbursements  for  a  business  of  any 
complexity,  which  had  been  experienced  in  the  application  of  the  Acts  of  1909 
and  1913  and  which  made  it  necessary  to  authorize  by  departmental  regulations, 
a  method  of  preparing  returns  not  in  terms  provided  for  by  those  statutes, 
indicates  with  no  uncertainty  the  purpose  of  sections  12(a)  and  13(d)  of  the 
Act  of  1910.  It  was  to  enable  taxpayers  to  keep  their  books  and  make  their 
returns  according  to  scientific  accounting  principles,  by  charging  against  income 
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arned  during  the  taxable  period,  the  expenses  incurred  in  and  properly  attribut- 
ble  to  the  process  of  earning  income  during  that  period ;  and  indeed,  to  require 
he  tax  return  to  be  made  on  that  basis,  if  the  taxpayer  failed  or  was  unable  to 
lake  the  return  on  a  strict  receipts  and  disbursements  basis. 

We  are  of  opinion  that  in  an  economic  and  accounting  sense,  the 
iscounts,  herein  involved,  are  in  the  nature  of  deferred  interest,  that 
hey  may  be  accrued  and  that  the  proper  proportionate  part  appli- 
able  to  each  taxable  year  involved  may  be  taken  as  a  deduction  from 
ross  income  in  such  year,  and  that  this  concept  is  not  in  conflict  but 
ather  in  harmony  with  the  provisions  of  the  Revenue  Acts  of  1916 
nd  1918.  This  view  is  not  in  conflict  with  Baldwin  Locomotive 
Vorks  v.  McCoach ,  supra;  Chicago  <&  Alton  Railroad  Co.  v.  United 
tates ,  supra ,  nor  New  York  Life  Insurance  Co.  v.  Edwards ,  271  U.  S. 
09,  since  the  first  two  cases  involved,  as  above  pointed  out,  the 
brporation  Excise  Tax  Act  of  1909  and  the  last  the  Revenue  Act  of 
913,  both  of  which  recognized  only  the  cash  receipts  and  disburse- 
lents  basis.  There  is  another  vital  distinction  between  the  New  York 
ife  Insurance  Co.  case  and  this  proceeding.  In  that  case  the  insur- 
ice  company  sought  to  amortize  premiums  paid  by  it  on  bonds  of 
liers  bought  by  it,  while  in  this  proceeding  petitioner  seeks  to 
nortize  discount  on  its  own  bonds.  In  the  New  York  Life  Insurance 
o.  case,  the  court  said : 

The  company  owned  many  bonds,  etc.,  payable  at  future  dates,  purchased 
prices  above  their  par  values,  and  to  amortize  these  premiums  a  fund  w~as 
t  up.  It  claimed  that  an  addition  to  this  fund  should  be  deducted  from 
oss  receipts.  The  District  Court  thought  the  claim  well  founded,  but  the 
rcuit  Court  of  Appeals  took  another  view.  Unless  the  addition,  amounted  to 
loss  “  actually  sustained  within  the  year  ”  no  deduction  could  be  made  there- 
i*.  Obviously,  no  actual  ascertainable  loss  occurred.  All  of  the  securities 
ght  have  been  sold  thereafter  above  cost.  The  result  of  the  venture  could 
t  be  known  until  they  were  either  sold  or  paid  off. 

In  that  case  the  insurance  company  could  shift  the  loss  or  perhaps 
ake  a  profit.  Here  petitioner  was  bound  to  pay  the  discount.  It 
true  the  possibility  existed  that  petitioner  might  become  insolvent 
id  obtain  relief  in  paying  its  bonds  at  less  than  par,  but  we  haVe 
►  more  right  to  anticipate  such  a  situation  here  than  to  hold  that  no 
come  or  loss  occurred  in  the  taxable  year  because  loss  or  income 
is  made  in  the  succeeding  year.  If  we  indulged  in  such  prog- 
stications  in  all  cases  the  accrual  system  of  accounting  would  be 
}  at  naught. 

It  is  pertinent  at  this  period  to  state  that  respondent  has  denied 
titioner  the  right  to  deduct  amortized  discount  on  all  bonds  sold 
ior  to  the  year  1909.  This  is  in  accord  with  article  149  of  Resu- 
aons  33  (Revised).  This  regulation  was  based  on  what  we  con- 
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ceive  to  be  an  erroneous  interpretation  of  the  decision  in  Chicago  d 
Alton  Railroad  v.  United  States ,  supra.  That  decision,  as  we  under 
stand  it,  was  not  based  so  much  on  the  fact  that  the  bonds  wen 
issued  prior  to  the  effective  date  of  the  Corporation  Excise  Tax  Ad 
as  on  the  fact  that  that  Act  recognized  only  the  cash  basis.  Hotv( 
ever  this  may  be,  this  exception  is  not  to  be  found  in  any  of  respond 
ent’s  subsequent  regulations,  and  is  contrary  to  what  we  con 
ceive  to  be  the  true  rule.  We  hold,  therefore,  that  petitioner  i 
entitled  to  deduct  in  each  taxable  year  that  proportion  of  the  cli 
count  on  the  bonds  involved  in  issues  3,  4,  and  5,  which  is  obtainet 
by  dividing  the  total  discount  by  the  number  of  years  the  bond 
are  to  run. 

This  brings  us  to  the  question  whether  respondent  used  the  prope 
method  in  computing  the  amortization  of  discount  on  petitioner’ 
bonds  which  matured  serially.  Respondent  computed  the  discoun 
on  these  bonds  under  the  formula  laid  down  by  him  in  IT  141£ 
Cumulative  Bulletin  1-2,  p.  91,  which  is  as  follows: 


Where  bonds  mature  serially  a  proper  proportion  of  the  total  expense  o 
floating  the  bonds  should  be  allocated  to  each  series  and  each  series  then  treats 
as  a  separate  unit.  The  deduction  applicable  to  each  series  should  be  proratet 
equally  over  the  life  of  the  bonds  constituting  the  series,  provided,  howevei 
that  if  the  corporation  retired  any  of  the  bonds  before  maturity,  the  deductioi 
for  that  year  should  be  increased  by  an  amount  equivalent  to  the  amount  whicl 
would  ordinarily  be  deducted  during  the  succeeding  years  on  account  of  thosi 
particular  bonds  if  they  had  not  been  prematurely  retired. 

Petitioner  contends  for  the  method  prescribed  by  the  Interstate 
Commerce  Commission  and  which  respondent  has  now  adopted  (se< 
G.  C.  INI.  3832,  I.  R.  B.,  vol.  VII,  No.  22,  p.  3),  which  is  as  follows 

♦  *  *  *  *  *  * 

The  amount  of  each  series  of  bonds  should  be  multiplied  by  (lie  number  <> 
years  it  has  to  run,  the  product  representing  an  amount  equivalent  to  the  serie? 
as  though  outstanding  for  one  year. 

To  any  series  of  bonds  should  lie  allocated  that  proportion  of  the  total  discoun 
(or  premium)  which  the  product  fo^  such  series  bears  to  the  sum  of  th< 
products  for  all  the  series. 

The  portion  of  the  discount  (or  premium)  thus  applicable  to  any  series  o 
bonds  should  (hen  be  prorated  equally  over  the  life  of  (he  bonds  constituting 
such  series. 


******* 

Since  wTe  are  treating  discount  as  deferred  interest,  the  formulf. 
contended  for  by  petitioner  and  now  adopted  by  respondent,  in  om 
opinion,  coincides  with  such  concept. 

The  next  question  under  these  three  issues  is  whether  respondent 
erred  in  refusing  to  deduct  an  amortized  part  of  the  expense  incurred 
in  issuing  its  First  and  Refunding  Bonds,  the  last  of  which  were  sok 
in  1908.  Here  we  have  no  question  of  deferred  liability,  but  th( 
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payment  of  an  expense  made  prior  to  March  1,  1918.  Waiving  for 
the  moment  the  question  how  such  expenses  should  be  treated  if  made 
subsequent  to  such  date,  we  are  of  opinion  that  since  the  Circuit 
Court  of  Appeals  has  held  in  the  Old  Colony  Railroad  Co.  case,  supra, 
that  premiums  actually  received  prior  to  March  1,  1918,  are  not  tax¬ 
able  income,  by  the  same  token,  expenses  actually  paid  prior  to  said 
date  are  not  deductible  from  gross  income  of  taxable  years.  Respond¬ 
ent  did  not  err  in  refusing  this  latter  deduction. 

At  this  point  respondent  affirmatively  pleads  that  he  erred  in 
allowing  the  deduction  of  any  amortized  part  of  the  expense  paid  in 
connection  with  any  of  the  issues  of  bonds  by  petitioner.  With  the 
exception  of  bonds  issued  prior  to  March  1,  1918,  the  facts  as  stipu¬ 
lated,  do  not  show  that  there  was  any  expense  incurred  in  selling  any 
other  bonds.  However,  it  is  stated  in  the  briefs  filed  in  behalf  of 
both  petitioner  and  respondent  that  petitioner  incurred  bond  expenses 
in  1917  and  1919  in  the  respective  amounts  of  $48,260.50  and  $53,610.25 
and  that  respondent  has  allowed  as  deduction  an  amortized  part  of 
such  expense.  Since  respondent  has  by  his  amended  answer  opened 
this  phase  of  the  case  and  since  the  parties  are  agreed  upon  the  facts, 
we  will  now  determine  whether  respondent’s  action  in  this  respect 
was  proper.  Respondent  draws  a  distinction  between  discount  and 
such  expenses  and  contends  that  unlike  discount,  such  expenses  do  not 
partake  of  the  nature  of  interest  since  they  were  paid  to  persons  other 
than  the  lenders  of  the  money.  We  are  not  impressed  by  this  con¬ 
tention.  While  such  expenses  do  not  so  nearly  coincide  with  the  con¬ 
cept  of  interest,  they  are,  nevertheless,  intimately  connected  with  the 
loan  and  in  fact  constitute  a  part  of  the  cost  of  the  money  borrowed. 
We  see  no  reason  for  divorcing  them  from  the  loan  and  holding  them 
mnual  expenses.  In  Emerson  Electric  Manufacturing  Co .,  3  B.  T.  A. 
)32,  we  held  that  commissions  paid  to  brokers  for  the  sale  of  capital 
lock  of  a  corporation  were  not  deductible  as  ordinary  and  necessary 

expenses  of  carrying  on  a  trade  or  business,  and  in  this  connection, 
ve  said : 

*  *  *  Further,  it  is  clear  to  us  that  the  revenue  of  a  day  or  a  year  should 

iot  be  burdened  with  the  cost  of  acquiring  additional  capital,  the  benefits  from 
vhich  will  inure  to  the  corporation  over  a  long  period  of  years.  This  is  the  doc- 
rine  generally  recognized  and  adopted  in  the  treatment  of  expenses  incident  to 
he  procuring  of  temporary  capital  through  the  flotation  of  bonds  and  other  term 
ecurities,  and  in  such  cases  the  expenses  are  written  off  over  the  life  of  the 
ndebtedness. 

Respondent  did  not  err  in  respect  of  the  deduction  of  amortized 
xpenses  in  connection  with  the  bonds  sold  in  1917  and  1919. 

Issue  9.  The  facts  with  reference  to  this  issue  are  that  on  July  15, 
912,  petitioner  sold  $20,000,000  par  value  of  its  Debenture  Bonds  for 
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the  sum  of  $18,800,000,  or  at  a  discount  of  $1,200,000.  On  July  2, 
1917,  it  exchanged  for  those  debentures  its  second  preferred  stock 
of  the  same  par  value.  On  this  latter  date  the  unamortized  discount 
on  the  debentures  amounted  to  $871,921.26.  Petitioner  asserts  that 
by  this  transaction  it  lost  the  latter  amount  and  should  be  permitted 
to  deduct  it  from  its  gross  income  for  1917. 

We  are  aware  of  the  fact  that,  in  accounting,  unamortized  discount 
appears  on  the  asset  side  of  the  balance  sheet  as  a  deferred  expense, 
but  it  does  not  follow  that  such  treatment  can  give  value  to  what  in 
fact  is  a  liability.  Without  value  there  can  be  no  deductible  loss. 
Unamortized  discount  represents  that  part  of  the  total  discount  for 
which  no  provision  has  been  made  in  the  way  of  reduction  of  surplus 
or  otherwise.  It  represents  not  value  but  liability,  the  extinction  of 
which,  under  the  facts  of  the  transaction,  did  not  result  in  deductible 
loss.  Petitioner  did  not  sell  its  bonds  for  cash,  and  with  this  or 
money  from  any  other  source,  pay  off  the  bonds.  It  exchanged  its 
stock  for  its  bonded  liability.  This  was  a  purely  capital  transaction, 
which  did  not  result  in  deductible  loss  or  taxable  gain.  Cf.  Simmons 
&  Hammond  Manufacturing  Go .,  1  B.  T.  A.  803;  Emmerson  Electric 
Manufacturing  Go .,  supra /  H.  S.  Crocker  Go .,  5  B.  T.  A.  538;  and 
Coming  Glass  Works ,  9  B.  T.  A.  771.  Petitioner  is  entitled  to  no 
deduction  by  reason  of  this  exchange. 

Issue  22.  During  the  period  1904-1908,  petitioner  sold  its  First 
and  Refunding  Mortgage  bonds  at  a  total  discount  of  $9,344,167.43 
and  at  a  total  expense  of  $256,686.08.  The  unamortized  amount  of 
both  discount  and  expense  on  December  31,  1916,  was  $6,036,171.90. 
The  latter  amount  respondent  excluded  from  invested  capital  for  the 
year  1917  on  the  same  ground  that  he  had  disallowed  it  as  a  deduc¬ 
tion.  For  the  reasons  heretofore  given,  we  are  of  opinion  that  re¬ 
spondent  did  not  err  in  so  far  as  the  expenses  were  concerned.  They 
were  actually  paid  prior  to  March  1,  1913,  and  can  not  be  carried 
beyond  that  date  either  for  the  purpose  of  deduction  or  for  the  pur¬ 
poses  of  invested  capital.  In  both  cases  they  should  be  treated  alike. 

As  we  have  pointed  out,  discount  is  in  fact  a  deferred  interest 
charge  which  is  not  paid  by  one  on  a  cash  basis  until  the  debt  is  paid 
and  which  may  be  accrued  by  one  on  an  accrual  basis.  Since  it  ap¬ 
pears  that  the  whole  discount  was  charged  to  profit  and  loss,  at  the 
date  of  the  sale  of  the  bonds,  and  since  this  discount  should  not  have, 
been  so  charged  but  should  have  been  treated  as  deferred  interest 
and  as  such  accrued  over  the  life  of  the  bonds,  it  follows  that  this 
charge  should  be  removed  with  its  attendant  effect  upon  surplus. 
Profit  and  loss  should  then  be  reduced  each  year  by  the  amortized 
part  of  the  discount  with  the  final  result  that  surplus  instead  of  being 
reduced  at  the  outset  is  reduced  in  the  end  by  precisely  the  same 
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amount.  Since  the  total  discount  was  deducted  when  the  bonds  were 
issued,  the  true  surplus  at  the  beginning  of  any  year  is  computed  by 
restoring  to  surplus  the  unamortizecl  discount.  This  is  the  theory 
and  this  theory  assumes  the  existence  of  a  surplus.  For  the  purpose 
of  this  discussion,  we  include  undivided  profits  in  the  term  “sur¬ 
plus.”  In  Willcuts  v.  Milton  Dairy  Co .,  275  U.  S.  215,  the  court 
approved  the  accounting  definition  of  the  terms  “  surplus  and  undi¬ 
vided  profits,”  which  is — 

Both  these  terms  as  commonly  employed  in  corporate  accounting  denote  an 
excess  in  the  aggregate  value  of  ad  the  assets  of  a  corporation  over  the  sum  of 
all  its  liabilities  including  capital  stock. 

The  surplus  which  may  be  included  in  invested  capital  is  an  actual, 
not  a  paper  surplus.  Until  such  a  surplus  exists,  no  charge  against 
profit  and  loss  can  be  reflected  in  surplus  and  since  nothing  is  taken 
from  surplus  there  is  nothing  to  restore.  This  general  rule  is,  of 
course,  subject  to  exceptions,  one  of  which  is  that  subsequently  a 
surplus  may  be  paid  in  or  earned  in  which  might  be  reflected  the 
charge  against  profit  and  loss. 

In  the  instant  case  we  are  not  informed  whether  petitioner  had  a 
surplus,  and  if  so,  in  what  amount,  when  the  bonds  were  sold. 
Neither  are  we  informed  what  effect  the  period  of  financial  stringency 
through  which  it  had  just  passed  and  the  receivership  had  on  its 
surplus.  For  all  we  know,  petitioner’s  capital  may  have  been  im¬ 
paired,  in  which  case  such  impairment  must  have  been  made  good 
before  there  could  be  a  surplus.  Willcuts  v.  Milton  Dairy  Co .,  supra. 
On  the  other  hand,  we  are  advised  by  the  record  that  respondent  has 
restored  to  surplus  certain  unamortized  discounts.  What  we  hold 
is  that  the  charge  of  the  total  discount  against  profit  and  loss  made 
at  the  time  bonds  were  issued  should  be  removed;  that  the  discount 
should  be  amortized  over  the  life  of  the  bonds,  with  proper  charges 
each  year  for  such  amortized  part;  and  that  petitioner’s  surplus,  if 
any,  should  not  be  reduced  in  this  respect  by  any  amount  in  excess 
af  the  amortized  discount  at  the  beginning  of  the  taxable  year. 

Issues  23  and  24.  The  first  of  these  issues  involves  the  reduction 
af  petitioner’s  invested  capital  for  the  year  1917  by  the  amount  of 
lie  discount  incurred  in  connection  with  the  sale  of  its  Equipment 
Bonds,  Series  “  G,”  issued  July  1,  1912,  and  Series  “H,”  issued 
July  1,  1913.  Respondent  appears  to  have  assumed  that  the  dis¬ 
counts  on  these  bonds  had  been  charged  to  Investment  Account, 
when  in  fact  they  were  charged  to  Profit  and  Loss  Account.  The 
second  of  these  issues  involves  the  contention  that  respondent  erred 
n  computing  the  amortized  discount  on  Series  “  C,”  “  D,”  “  F,”  “  G,” 
md  “H”  of  its  Equipment  Bonds  issued  respectively  on  April  1, 
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1909,  May  1,  1910,  August  1,  1911,  July  1,  1912,  and  July  1,  1913  ) 
and  on  its  Collateral  Trust  Bonds  issued  May  1,  1902. 

Irrespective  of  the  character  of  entry  made  when  Series  “  G  ”  and  : 
“  H”  were  issued  but  subject  to  the  limitation  laid  down  under  issue  , 
22,  we  are  of  opinion  that  the  unamortized  discount  on  all  the  above  I 
mentioned  bonds  should  be  restored  to  surplus  and  that  the  discount 
on  all  the  bonds  which  matured  serially  should  be  computed  under]  i 
the  formula  set  forth  under  issues  4  and  5. 

Issues  26  and  29.  Under  the  first  of  these  issues,  petitioner  contends 
that  respondent  erred  in  reducing  its  invested  capital  by  the  sum  of 
$871,921.26  “  as  representing  an  alleged  discount  on  $54,422,160  par 
value  of  stock  issued  by  the  taxpayer  on  July  2,  1917,  whereas  said 
stock  was  issued  at  par.” 

The  issue  of  stock  in  the  amount  of  $54,422,160  included  an  issue 
of  second  preferred  6  per  cent  stock  in  the  amount  of  $20,000,000. 
This  issue  petitioner  on  July  2,  1917,  exchanged  at  par  for  $20,000,000  . 
(the  whole  issue)  of  its  Debenture  Bonds  issued  in  1902  and  for 
which  it  had  received  $18,800,000.  On  the  date  of  the  exchange,  the 
unamortized  discount  on  these  debentures  amounted  to  $871,921.26. 
This  amount  respondent  deducted  from  the  $20,000,000  par  value  of 
the  second  preferred  stock  and  allowed  the  effective  average  of  the  j 
remainder  in  invested  capital  for  the  remainder  of  the  year.  Peti-  ! 
tioner  contends  that  the  effective  average  of  the  par  value  of  the  ; 
stock  issued  on  July  2,  1917,  should  be  included  in  invested  capital 
for  that  year. 

Under  issue  29  petitioner  asserts,  apparently  as  an  alternative, 
that  it  is  entitled  to  include  in  invested  capital  for  1917  the  sum  of 
$421,924.38,  representing  the  balance  (after  giving  effect  to  $30,544.19  - 
allowed  by  respondent)  of  -J-f-J  of  the  total  unamortized  discount 
on  said  Debenture  Bonds  as  of  December  31,  1916. 

Invested  capital  consists,  broadly  speaking,  of  money  or  property 
paid  in  for  capital  stock  and  paid  in  and  earned  surplus.  Petitioner 
insists  that  since  its  debentures  were  received  in  exchange  for  its  . 
stock,  we  should  hold  that  they  were  paid  in  for  capital  stock  and 
since  as  it  asserts,  there  is  no  evidence  in  the  record  to  the  effect  that 
these  debentures  were  worth  less  than  par,  the  result  is  that  $20,000,000 
in  debentures  was  paid  in  for  $20,000,000  stock,  and,  further,  that 
we  can  not  go  behind  the  finding  of  the  Public  Utilities  Commission 
of  Illinois.  §  J 

The  facts  as  stipulated  show  that  this  exchange  was  made  just 
after  petitioner  had  emerged  from  a  receivership  caused  by  great 
financial  stress  and  that  it  had  defaulted  in  the  payment  of  interest 
on  these  very  obligations.  It  is  of  interest  to  note  that  in  the  copy  of 
the  petition  for  advice  with  respect  to  the  acceptance  of  the  offer 
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of  compromise  made  by  the  directors,  filed  with  the  agreed  statement 
of  facts,  it  is  stated  that  these  debentures  were  selling  on  the  market 
in  June,  1916,  at  approximately  $580  for  each  $1,000  debenture. 
Further,  the  “  Plan  of  Reorganization  ”  discloses  that  petitioner’s 
T  per  cent  first  preferred  stock  was  to  be  sold  at  par  for  cash.  It  is 
reasonable  to  suppose  that  its  6  per  cent  second  preferred  stock  was 
worth  less  than  its  T  per  cent  first  preferred,  and  therefore  less  was 
paid  for  the  former.  Aside  from  this,  we  are  of  opinion  that  all  that 
was  paid  in  for  this  stock  was  precisely  the  amount  paid  for  the  de¬ 
bentures,  which  was,  $18,800,000.  An  illustration  will  suffice.  If 
petitioner  had  issued  its  debentures  on  July  1, 1917,  instead  of  in  1902, 
3ould  it  be  successfully  contended  that  the  amortized  discount  for  the 
whole  life  of  the  debentures  except  one  day  was  paid  in  for  the  stock  ? 
rhe  question  answers  itself.  We  are,  therefore,  of  opinion  that  all 
hat  was  paid  in  for  the  second  preferred  stock  was  $18,800,000,  the 
imount  paid  in  for  the  debentures. 

We  have  yet  before  us  the  effect  of  these  transactions  on  surplus. 
Petitioner  has  the  right  to  have  restored  to  surplus  the  unamortized 
lart  of  the  discount,  subject  to  the  limitations  set  forth  under  issue  22. 

Respondent  has,  by  affirmative  plea,  raised  the  questions  of  the  taxa¬ 
tion  of  unamortized  premiums  and  the  effect  of  such  amortized  pre- 
niums  on  invested  capital.  All  bonds  which  were  sold  at  a  premium 
vere  issued  prior  to  March  1,  1913,  and  such  premiums  should  not  be 
[mortized  either  for  the  purpose  of  taxation  or  invested  capital.  See 
lid  Colony  Railroad  Co .,  supra. 

Reviewed  by  the  Board. 

J udgment  will  ~be  entered  under  Rule  50. 

Trammell  dissents  on  the  questions  of  bond  discounts  and  penalties. 

Murdock,  concurring:  Under  issue  29  in  the  foregoing  opinion  I 
oncur  in  the  result  only.  The  petitioner  contended  that  its  invested 
apital  should  be  increased  over  that  allowed  by  the  Commissioner 
or  the  reason  that  its  debentures  of  the  face  value  of  $20,000,000 
riginally  issued  for  $18,800,000,  were  exchanged  for  stock,  and  thus 
20,000,000  was  paid  in  for  stock.  The  fair  market  value  of  the 
debentures  at  the  time  they  were  exchanged  for  stock  would  be  the 
etermining  factor  for  invested  capital  purposes.  The  Commissioner 
lade  no  claim  for  a  decrease  in  invested  capital  from  the  amount 
llowed  by  him  in  his  determination  of  the  deficiency.  The  peti- 
ioner,  on  the  other  hand,  has  not  offered  evidence  to  convince  me  that 
be  debentures  were  worth  more  at  the  time  exchanged  for  stock  than 
he  Commissioner  has  determined,  consequently  the  parties  should 
e  left  as  we  found  them. 
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Niagara  Falls  Brewing  Co.,  and  Paul  Schoellkopf,  Charles  E 

Haeberle,  Fred  H.  Krull,  Edson  P.  Pfohl,  Albert  T.  Mayli 

Frederick  Chormann,  Rudolf  Y.  Rose,  and  George  F.  Nye,  a 

Directors  and  Trustees  in  Dissolution,  Petitioners,  v.  Com 

MISSIONER  OF  INTERNAL  REVENUE,  RESPONDENT. 

Docket  No.  7952.  Promulgated  October  16,  1928. 

1.  Held ,  that  the  petitioner  is  not  entitled  to  a  deduction  for 
obsolescence  for  intangible  assets,  including  good  will. 

2.  Where  prior  to  enactment  of  war-time  and  permanent  prohibi¬ 
tion  tne  petitioner  had  been  engaged  in  the  manufacture  and  sale  of 
beer  and  “  near  beer  ”  and  after  October  28,  1919,  ceased  to  manu¬ 
facture  and  sell  beer  but  continued  to  make  and  sell  “  near  beer,” 
using  the  same  machinery  and  process  as  had  been  previously  used 
in  the  manufacture  of  beer  with  the  exception  of  dealcoholization 
before  bottling,  held,  that  the  petitioner  is  not  entitled  to  a  deduc¬ 
tion  for  obsolescence  on  such  property. 

3.  Evidence  held  insufficient  to  determine  the  amount  of  obso¬ 
lescence  sustained  by  the  petitioner  as  a  result  of  having  abandoned 
the  lower  floor  of  one  of  its  buildings  as  a  result  of  having  ceased 
to  make  beer. 

4.  Losses  claimed  as  a  result  of  the  decrease  in  value  of  tangible 
assets  continued  in  use  denied. 

Basil  Robillard ,  Esq.,  and  Edward  C .  Gi'uen ,  C.  P.  A .,  for  the  peti 
tioners. 

M.  E.  McDowell ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  ii 
income  and  profits  taxes  of  $20,975.05  for  1918  and  income  tax  o 
$5,013.65  for  1919.  The  deficiencies  result  principally  from  th< 
respondent’s  having  disallowed  for  1918  a  deduction  of  $110,047.5: 
and  for  1919  a  deduction  o*f  $57,139.99.  The  deductions  were  taker 
by  the  petitioner  in  its  returns  for  the  respective  years  as  obso 
lescence  on  tangible  assets  resulting  from  the  enactment  of  war-tinr 
prohibition  legislation  and  the  ratification  of  the  Eighteenth  Amend 
ment.  It  was  admitted  by  the  respondent  at  the  hearing  that  he  hac 
failed  to  allow  as  a  deduction  an  amount  of  $5,000  representing  s 
part  of  a  loss  sustained  on  the  sale  of  certain  property  in  1918.  Fron 
the  pleadings,  a  stipulation,  documentary  evidence  and  depositions 
we  make  the  following — 

FINDINGS  OF  FACT. 

The  petitioner,  a  New  York  corporation,  was  organized  February 
2G,  1902,  and  had  its  office  and  place  of  business  at  Niagara  Falls. 

The  business  of  the  petitioner  prior  to  the  incidence  of  the 
Eighteenth  Amendment  to  the  Constitution  of  the  United  States 
and  the  Acts  of  Congress  in  the  enforcement  thereof,  was  the  manu¬ 
facture,  production,  distribution  and  sale  of  a  malt  and  spiritous 
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iquor  known  as  beer,  containing  more  than  one-half  of  one  per  cent 
)f  alcohol  by  volume.  The  petitioner’s  business  and  good  will  were 
created  by  the  manufacture  and  sale  of  ;such  beverage.  In  1902  the 
petitioner  purchased  the  buildings  and  equipment  of  the  Niagara 
?alls  Brewing  Co.,  a  joint  stock  association  existing  in  Niagara 
falls,  N.  Y.,  and  assumed  the  current  liabilities  of  the  association. 

The  petitioner  thereafter  constructed  some  new  buildings  and 
purchased  and  installed  ;some  additional  machinery,  fixtures  and 
equipment,  all  of  which  were  specially  constructed,  designed  or 
idapted  to  the  petitioner’s  business  of  manufacturing  beer,  and  were 
iot  available  or  practicably  or  readily  adaptable  to  other  uses.  This 
property  and  equipment  were  devoted  solely  to  the  business  of  the 
petitioner  in  making  beer  and  “  Pep  ”  beer,  containing  less  than 
•ne-half  of  one  per  cent  of  alcohol  by  volume  prior  to  the  incidence 
f  war-time  prohibition  and  the  Eighteenth  Amendment  and  the 
tatute,s  in  enforcement  thereof. 

About  July  1,  1918,  the  petitioner  commenced  the  manufacture  of 
oft  drinks  in  a  separate  building,  with  machinery  distinct  from 
hat  used  in  the  manufacture  of  beer  or  cereal  beverages  and  which 
ras  carried  in  a  separate  account  on  petitioner’s  books. 

The  making  and  sale  of  beer  and  malt  and  spiritous  liquors  was 
iscontinued  because  of  the  incidence  of  the  Eighteenth  Amend- 
lent  and  the  statutes  in  enforcement  thereof,  but  the  making  and 
ale  of  soft  drinks  and  of  beer  of  an  alcohofic  content  of  less  than 
ne-half  of  one  per  cent  continued  after  the  incidence  of  such  amend- 
lent  and  statutes.  Petitioner  continued  to  make  “  near  beer  ”  after 
;  had  discontinued  the  manufacture  of  beer,  in  order  to  see  if  the 
lant  could  be  made  to  pay  by  making  this  product,  and  also  to 
eep  the  plant  in  action  and  save  the  machinery. 

No  part  of  the  obsolescence  or  extraordinary  depreciation  taken 
y  the  petitioner  for  the  years  in  question  was  computed  upon  or 
iken  on  account  of  the  depreciation  of  buildings,  machinery  and 
piipment  used  for  the  manufacture  of  soft  drinks  other  than 
ealcoholized  beer. 

The  investment  in  equipment  for  the  manufacture  of  soft  drinks 
ther  than  dealcoholized  beer,  and  the  depreciation  accrued  thereon 
ere  as  follows : 


Year 

Investment 

Depreciation 

18. . . 

$5, 033. 09 
8, 175. 98 
9, 027.  54 
9,  200.  79 

$553. 31 
1, 448. 49 
1, 448. 49 

!1 . .  . 

The  buildings,  machinery  and  equipment  for  the  manufacture  of 
;er  and  malt  and  spirituous  liquors  were  acquired  for  the  most 
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part  prior  to  March  1,  1913,  and  the  cost,  accrued  depreciation,  and 
depreciated  cost  thereof  on  March  1,  1913,  were : 


Cost 

Accrued 

depreciation 

Depreciated 

cost 

Land _ _ _ _ 

$100, 000.  00 
196,  667. 97 
71, 769.  68 
27,  643. 00 
8, 988.  50 
2,  238. 90 
4, 900.  00 
500. 00 
2,  576.  50 
22, 852. 06 
38, 128. 55 

$100, 000.00 
148, 192. 18 
60, 658. 35 
20, 974. 46 
8, 039. 63 
1, 936. 65 
4, 197.00 
375.00 
2,  576. 50 
15,890.54 
38, 12S.  55 

Buildings _ _ _ _ _ 

$48, 475.  79 
11,111.33 
6,  668.  54 
948. 87 
302.25 
703.  00 
125.00 

Machinery _ _ _ 

Casks  and  tanks _ 

Horses,  wagons,  etc _ 

Office  furniture  and  fixtures. _ _ 

Auto  trucks _ 

Signs _ _ _ 

Small  cooperage . . . . . . 

Saloon  furniture  and  fixtures _ _ _ 

6, 961.  52 

Outside  property _ _ _ _ _ _ 

Total _ _ _ _ _ 

476,  265. 16 

75,  296.  30 

400, 968. 80 

On  March  1,  1913,  the  plant  and  buildings  had  a  value  equal  to 
the  amount  at  which  they  were  set  up  on  the  books. 

The  cost,  accrued  depreciation  and  depreciated  cost  of  the  build¬ 
ings,  machinery  and  equipment  on  December  31,  1917,  were  as 
follows : 


Cost 

Accrued 

depreciation 

Depreciated 

cost 

Land . . . . . . . 

$100,  000.  00 
229, 999.  32 
117,618.  07 
40,  399.  35 
8,  643.  50 
3,  091.  24 
13, 073. 94 
18, 497.  78 
27,  758. 14 
76,  719.  59 

$100, 000. 00 
149, 148.07 
94,  093.49 
32,  543.  59 
7,251.74 
2,  212. 74 
7, 139. 84 
902.22 
8,343.16 
75, 419. 75 

Buildings. _ _ 

$80, 851. 25 
23,  524.  58 
7, 855.  76 
1,  391.  76 
878.  50 
5, 934.  10 
17,  595.  56 
19,  414.  98 
1,299.84 

Machinery _ _ _ _ _ _ _ _ 

Casks  and  tanks _ _ _ 

Horses,  wagons,  etc . . . . . . 

Office  furniture  and  fixtures. . . . . 

Auto  trucks . . . . . . 

Small  cooperage _ 

Saloon  furniture  and  fixtures _ _ _ 

Outside  property _ _ _ 

Total . . . 

635, 800.  93 

158,  746.  33 

477, 054. 60 

At  the  end  of  1917  petitioner’s  buildings  and  machinery  had  a 
value  fully  equal  to  that  at  which  they  were  carried  on  its  books. 

The  book  cost  and  the  net  depreciated  book  cost  of  the  fixed  assets 
of  the  petitioner  at  December  31,  1918,  and  December  31,  1919,  were: 


Dec.  31,  1918 

Dec.  31,  1919 

Book  cost 

Net 

depreciated 

cost 

Book  cost 

Net 

depreciated 

cost 

Land... . . . 

$100,  000. 00 

$100, 000. 00 

$100, 000. 00 

$100,000.00 

Buildings . _ . . . . . 

Machinery: 

229, 999.  32 

108, 057. 31 

229, 999.  32 

63, 008. 03 

Beer. . . . . 

131,675.21 

32,  500.  00 

134,  M2.  63 

19,966.71 

Soft  drink . 

4,  533.  09 

4,  533.  09 

7,  400. 18 

6,  946.87 

Casks  and  tanks . . . 

40,  399.  35 

5,  000.00 

40,  399.  35 

2,000.00 

Horses,  wagons,  etc . 

8,  638.  50 

1,000.00 

8,  570.  50 

932.00 

Office  furniture  and  fixtures . . 

Auto  trucks: 

3, 101.  74 

600.00 

3, 173.  87 

400.00 

Beer . . . . 

15,  283.  85 

3, 000.00 

15,  568.  60 

3,284.75 

Soft  drink . . . . . 

500.00 

500.00 

775.80 

675.80 

Small  cooperage . . . 

2,  632.  71 

500.00 

2,  232.  71 

100.00 

Saloon  furniture  and  fixtures . 

28,  383.06 

100.00 

28,  733.  06 

0 

Outside  property . . 

38, 128.55 

38,  128.  55 

38,  147.  27 

32,  500. 00 

Total . . 

603,  275. 38 

293, 918. 95 

609,  M3.  29 

229, 814. 16 

;i040) 
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The  above  items  of  cost,  accrued  depreciation,  and  depreciated 
cost  were  determined  by  the  respondent  and  accepted  by  the  peti¬ 
tioner.  In  determining  the  depreciated  cost  there  has  been  used  a 
rate  of  depreciation  fixed  by  the  respondent. 

During  1917  and  1918  the  petitioner’s  officers  and  directors  were 
aware,  through  brewers’  associations  and  other  agencies,  of  the  enact¬ 
ment  of  state  and  national  legislation  affecting  its  business  as  well 
as  of  the  proposal  and  progress  toward  ratification  of  the  Eighteenth 
Amendment.  At  different  times  during  these  years  recently  enacted 
Dr  pending  legislation  regarding  the  brewing  of  malted  liquors  and 
the  future  prospects  of  the  business  as  well  as  the  future  of  the  peti¬ 
tioner  were  discussed  or  considered  by  the  executive  committee  of  the 
board  of  directors,  the  board  of  directors,  and  the  stockholders. 

The  board  of  directors  of  the  petitioner  at  a  meeting  held  November 
26,  1918,  authorized  the  president  and  auditor  of  the  company  to 
investigate  and  make  a  report  on  the  question  of  lawful  depreciation 
to  be  taken  on  the  plant,  property  and  equipment  of  the  company,  in 
view  of  the  pending  prohibition  legislation,  in  an  amount  which  in 
the  judgment  of  the  president  and  auditor  was  just,  lawful  and 
proper. 

The  charges  against  earnings  for  the  year  1918  for  depreciation  and 
Dbsolescence  as  recorded  on  the  petitioner’s  books  and  deducted  in  its 
return  for  that  year  were  as  follows : 


Regular 

deprecia¬ 

tion 

Obsoles¬ 

cence 

Regular 

deprecia¬ 

tion 

Obsoles¬ 

cence 

3uildings. _ _ 

Machinery  _ _ 

3asks  and  tanks _ .  _ 

Iorses,  wagons,  etc. . 

Office  furniture  and  fixtures. 

$4, 597.  63 
5, 389.  93 
2,019.81 
862.  98 
152. 48 

$27, 014. 33 
59, 430.  22 
16,  912.  87 

1,  268.  56 
532. 42 

Autos  and  trucks . 

Small  cooperage _ _ 

Saloon  furniture  and  fixtures. 

Total... . 

$2, 611.  26 
650. 00 
833.  21 

17, 117.  30 

$2,  204. 40 
2, 132.  71 
522. 01 

110,  047.  52 

The  amount  of  the  deduction  for  obsolescence  was  determined  after 
liscussions  between  the  president,  secretary,  auditor,  and  brew- 
master  of  the  petitioner  and  after  they  had  made  surveys  of  the 
pjant  and  machinery.  The  obsolescence  taken  was  only  on  property 
chat  had  been  used  to  brew  beer.  The  deduction  for  obsolescence 
represented  the  amount  necessary  to  be  written  off  the  assets  to 
Dring  them  down  to  an  amount  which  the  petitioner’s  directors 
thought  could  be  realized  on  them  at  a  forced  or  liquidation  sale 
ifter  the  imminent  prohibition  legislation  should  become  effective. 
Phe  amount  of  the  deduction  taken  was  determined  after  inquiries 
by  the  president  of  the  petitioner  as  to  what  the  brewing  machinery 
would  bring  in  the  case  of  prohibition.  The  deductions  for  depre¬ 
dation  and  obsolescence  were  approved  by  the  board  of  directors 
m  February  5,  1919,  and  by  the  stockholders  of  the  petitioner  on 
February  11,  1919. 
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During  1919  in  addition  to  regular  depreciation  there  were  wrii 
ten  off  on  petitioner’s  books  additional  amounts  for  obsolescent] 
of  property  for  which  deductions  for  obsolescence  had  been  take 
for  the  prior  year.  The  amounts  written  off  in  1919  were  baset 
among  other  things,  on  the  fact  that  the  assets  of  a  similarjy  situate 
brewing  company  at  Niagara  Falls  which  had  taken  greater  dedut 
tions  for  obsolescence  than  the  petitioner  had  been  sold  in  1919  fo 
only  a  fractional  part  of  the  amount  at  which  the  assets  remaine 
on  the  books.  Other  considerations  were  that  the  petitioner  ha 
to  curtail  the  brewing  of  beer  considerably  more  than  theretofore 
and  that  in  the  event  that  it  attempted  to  dispose  of  its  machiner 
it  would  not  find  any  market  because  of  so  much  of  that  kind  o 
machinery  being  offered  for  sale. 

The  charges  against  earnings  of  the  year  1919  for  depreciatio: 
and  obsolescence  as  recorded  on  the  books  of  the  petitioner  an< 
deducted  in  its  return  for  that  year  were : 


Regular 

deprecia¬ 

tion 

Obsoles¬ 

cence 

• 

Regular 

deprecia¬ 

tion 

Obsoles¬ 

cence 

Buildings.. . . 

Machinery _ 

Casks  and  tanks _ 

Office  furniture  and  fixtures. 
Auto  trucks _ _ _ 

$5, 049.  28 
5, 854. 02 
2, 071.52 
157.  89 
100.  00 

$40,  000. 00 
10, 000.  00 
928. 48 
114.  24 

0 

Small  cooperage . . 

Saloon  furniture  and  fixtures 
Outside  property _ 

Total....*... . . 

$400.00 

0 

0 

13,  632.  71 

0 

$450. 
5, 647. 

57, 139. 

In  a  determination  of  the  deficiencies  herein  involved  the  respond 
ent  disallowed  the  deductions  taken  by  the  petitioner  for  obsoles 
cence  and  allowed  deductions  for  depreciation  and  losses  as  follows 


Claimed  on 
original  re¬ 
turn 

Allowed  by 
respondent 

Difference 

1918 

Regular  depreciation . . . . . 

$17,117.  30 
110,047.  52 

$20,  552. 05 

$+3. 434. 7 
-110, 047.5 
+18, 210. 1 

O  bsolescence . . . . . 

Loss,  casks  and  tanks . . 

18, 210. 16 

1919 

Regular  depreciation _ _ _ _  _ 

127, 164. 82 

38, 762.  21 

-88,  402. 6 

13,  632.  71 
57,139.  99 

20, 983. 05 

+7,  350. 3 
-57, 139.9 

Obsolescence . . 

70,  772.  70 

20,  983. 05 

-49,789.6 

The  petitioner  gave  up  and  abandoned  the  manufacture  and  salt 
of  beer  in  1919  on  account  of  the  restrictions  imposed  by  statute. 

I  he  petitioner’s  officers  considered  selling  or  converting  its  build¬ 
ings  and  machinery  into  a  plant  for  a  dairy,  cold  storage,  ice  cream 
manufacturing,  dry  storage,  ice  manufacturing,  fruit  storage,  semi¬ 
cold  storage,  machine  shop  and  chemical  plant.  The  president  of 
the  petitioner,  who  was  familiar  with  the  use  of  buildings  for  indus- 
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trial  purposes,  could  find  no  use  for  the  buildings  and  machinery 
except  for  the  purpose  of  brewing  beer  or  making  cereal  beverages. 
Because  of  the  buildings  being  damp,  the  floor  levels  uneven,  and 
there  being  no  elevators  and  but  few  openings  for  light,  they  were 
not  readily  adaptable  for  storage,  manufacturing  or  industrial 
purposes. 

The  buildings  were  zoned  under  the  city  zoning  law  in  an  indus¬ 
trial  or  manufacturing  zone. 

Much  of  the  brewing  machinery  could  not  be  removed  from  the 
buildings  without  tearing  out  the  walls  of  the  buildings  or  disman¬ 
tling  the  machinery,  and  some  of  the  machinery  could  not  be  dis¬ 
mantled  to  the  extent  that  it  could  be  removed  without  tearing  out 
a  side  of  the  building. 

Sales  of  the  petitioner’s  products  for  the  years  1912  to  1921,  in¬ 
clusive,  were  as  follows: 


Barrels 

Soft  drinks 

Beer 

Cereal 

beverage 

33, 177 

37,  581 
32, 756 
30, 681 

38,  388 
37, 196 
30,  204 
17,  823 

0 

0 

1013  .  . .  . .  . . - 

1014  _ _ _  _  _  _ 

1915  __  _ _  __  _ 

1916  _  _  _  _ 

16 

327 

8 

7, 921 

2, 852 

$6, 092. 35 
22, 451. 35 
21,  507.  43 
15, 343.  77 

The  sale  of  beer  was  discontinued  October  29,  1919.  The  first  sale 
of  cereal  beverage,  dealcoholized  beer,  was  November  27,  1917,  under 
the  name  of  “Pep.”  The  first  sale  of  soft  drinks  was  July  1,  1918. 
After  the  Eighteenth  Amendment  became  effective  the  petitioner’s 
sales  of  soft  drinks  and  “  near  beer  ”  declined,  although  the  petitioner 
used  as  great  effort  to  sell  “  near  beer  ”  and  soft  drinks  as  it  had  done 
theretofore. 

Up  to  the  time  of  the  hearing,  the  petitioner  had  used  its  best 
efforts  to  sell  the  premises  and  the  highest  offer  was  $35,000  cash, 
made  by  the  president  of  a  paper  company  which  owns  the  adjoining 
premises.  About  December  27,  1921,  the  petitioner  sold  to  the  paper 
company  whose  premises  adjoined  those  of  the  petitioner  1.39  acres 
of  the  3.53  acres  of  its  land  for  $20,000.  The  land,  which  was  sold  free 
of  buildings,  had  a  frontage  of  197  feet  and  depth  varying  from  282 
to  334  feet. 

The  petitioner’s  lands,  buildings,  machinery  and  equipment  were 
at  all  times  mentioned  herein  owned  by  it  absolutely  and  without 
encumbrances. 
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The  value  of  the  property  of  the  petitioner  as  determined  by  the 
city  assessor  of  Niagara  Falls  for  the  assessment  of  property  tax  for 
the  years  indicated  was  as  follows : 


Land  value, 
exclusive 
of 

buildings 

Full  value 
of  property 
less  exemp¬ 
tion,  if  any 

• 

Land  value, 
exclusive 
of 

buildings 

Full  value 
of  property 1 
less  exemp¬ 
tion,  if  any 

1917 . . . . 

$47, 990 
47, 990 
47, 990 
29, 360 
(18,  630) 

$223, 460 
223, 460 
183,  460 
164,  830 
(18,  630) 

1921 

$29,  360 
(18, 630) 
29,  360 
(18,  630) 

$129, 760 
(18, 630) 
104,  760 
(18, 630) 

1918 _ _ 

1924 .. 

1919 _ _ 

1920 _ _ _ 

The  amounts  shown  in  parenthesis  for  the  years  1920,  1921,  and 
1924  represent  the  values  placed  by  the  assessor  on  the  property  sold 
by  the  petitioner  in  1921  to  the  paper  company. 

The  reduction  in  the  values  for  the  years  1919,  1921,  and  1923  was 
made  by  the  city  assessor  because  the  petitioner’s  buildings  which  had 
been  constructed  and  used  for  brewing  beer  could  no  longer  be  used 
for  that  purpose  on  account  of  prohibition  and  because  of  the  un¬ 
suitableness  of  the  buildings  for  manufacturing  purposes.  Assess¬ 
ments  on  nonbrewery  property  generally  were  increased  during  the 
same  period. 

The  reduction  in  the  value  was  not  made  entirely  prior  to  the  year 
1923  for  the  reason  that  prior  thereto  the  city  assessor  had  not  as 
thoroughly  gone  into  the  question  of  the  value  of  the  property  as 
he  had  at  that  time. 

When  the  petitioner  ceased  manufacturing  beer  on  October  28, 
1919,  it  abandoned  the  lower  floor,  consisting  of  storage  space  in  a 
building  on  its  premises  designated  in  the  evidence  as  Building  No.  4. 
The  space  so  abandoned  had  been  used  for  the  storage  and  aging  of 
beer,  but  its  use  was  not  required  in  making  the  beverage  containing 
less  than  one-half  of  one  per  cent  of  alcohol  by  volume.  The  cost  of 
Building  No.  4  to  December  31,  1917,  was  $67,913.74,  and  the  de¬ 
preciation  accrued  to  that  date  was  $23,875.37,  making  a  depreciated 
cost  of  $44,038.37.  The  cost  of  Building  No.  4  to  March  1.  1913, 
was  $67,913.74,  and  depreciation  accrued  to  that  date  amounted  to 
$16,538.70,  making  a  depreciated  cost  of  $51,375.04.  ; 

One  of  the  petitioner’s  buildings,  designated  in  the  evidence  as 
Building  No.  3,  was  divided  into  two  parts — easterly  and  westerly. 
About  1917,  the  petitioner  rebuilt  the  inside  of  the  easterly  part  of 
the  building  and  installed  a  storage  cellar  and  new  filtering  and 
bottling  machinery.  The  cost  of  Building  No.  3  to  December  31,  1917, 
was  $70,938.89,  and  the  depreciation  accrued  to  that  date  was  $24.- 
934.52,  leaving  a  depreciated  cost  of  $46,004.37.  The  cost  of  Building 
No.  3  to  March  1,  1913,  was  $53,083.13,  and  the  depreciation  accrued 
to  that  date  was  $13,088.46,  leaving  a  depreciated  cost  of  $39,994.67. 
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The  cost  to  December  31,  1917,  of  the  machinery  in  Building  No.  3 
was  $27,453.09,  and  the  depreciated  cost  at  that  date  was  $24,707.79. 
After  October  28,  1919,  and  until  about  January,  1922,  the  easterly 
part  of  Building  No.  3,  with  the  equipment  therein,  was  used  about 
once  every  two  weeks  in  making  “  near  beer  ”  or  cereal  beverage,  and 
aside  from  this  it  was  not  used  for  any  other  purpose.  Prior  to 
October  28,  1919,  the  easterly  part  of  the  building  and  the  equipment 
therein  were  used  about  three  or  four  times  a  week  in  making  and 
bottling  beer. 

Inasmuch  as  the  petitioner  could  not  operate  its  business  at  a 
profit  after  prohibition,  it  dissolved  under  voluntary  consent  of  the 
stockholders  by  certificate  to  such  effect  filed  with  the  Secretary  of 
State  of  the  State  of  New  York  on  December  1,  1921,  its  affairs  in 
dissolution  being  administered  by  its  directors  as  trustees  in  dissolu¬ 
tion. 

Under  a  lease  dated  January  31,  1922,  and  effective  from  January 
15,  1922,  the  petitioner  leased  all  its  buildings,  plant,  and  equipment, 
including  its  soft-drink  equipment,  under  a  lease  running  for  a 
period  of  three  months  renewable  at  three-month  intervals  at  the 
option  of  the  lessee,  and  this  lease  at  the  time  of  the  hearing  was  still 
in  operation  at  an  annual  rental  of  $5,000,  plus  taxes,  insurance,  and 
repairs.  This  was  the  highest  and  only  rental  offered  at  any  time 
to  officers  and  agents  of  the  petitioner  for  the  property.  The  lessee 
was  not  a  stockholder  or  director  of  the  petitioner  and  had  no 
financial  connection  with  the  petitioner  at  the  time  the  lease  was 
made.  Although  he  was  never  a  stockholder  of  the  petitioner,  he 
formerly  had  been  its  secretary,  resigning  in  February,  1922,  and 
a  number  of  years  prior  thereto  had  been  a  director  for  one  year. 

The  value  of  petitioner’s  machinery  in  1918  and  1919  after  prohi¬ 
bition  became  reasonably  certain  was  not  in  excess  of  $10,475,  which 
was  less  than  its  book  value  either  on  December  31,  1918,  or  December 
31,  1919,  after  deducting  the  amounts  for  obsolescence  taken  by  the 
petitioner  for  the  respective  years. 

At  the  end  of  1918  and  1919,  the  petitioner’s  land  had  a  value  of 
about  $46,000,  whereas  the  buildings  had  a  value  of  about  $34,000. 
The  value  of  the  land  and  buildings  at  the  end  of  the  respective  years 
was  less  than  their  book  value  after  deducting  for  obsolescence  the 
amounts  taken  by  the  petitioner  for  these  years  in  its  returns. 

The  difference  between  the  value  in  1918  and  1919  and  depreciated 
cost  of  petitioner’s  machinery,  buildings  and  land  at  December  31, 
1917,  was  due  to  the  imminence  and  incidence  of  war-time  and  perma¬ 
nent  prohibition  legislation.  There  was  no  material  change  in  the 
value  of  land  and  buildings  in  the  vicinity  of  those  of  the  petitioner 
used  for  purposes  other  than  brewing. 
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In  making  the  cereal  beverage  containing  less  than  one-half  of  om 
per  cent  of  alcohol  by  volume  manufactured  and  sold  by  the  peti¬ 
tioner  after  October  28,  1919,  the  same  machinery  and  the  same 
process,  except  the  dealcoholizing  before  bottling,  was  used  as  hao 
been  used  in  making  beer.  This  cereal  beverage  had  the  same  appear¬ 
ance  as  the  beer  manufactured  by  the  petitioner  prior  to  Octobei 
28,  1919,  but  did  not  resemble  it  in  taste,  nor  did  it  have  the  same 
popularity. 

In  1918,  the  petitioner  sold  certain  property  located  at  Main  and 
Niagara  Streets,  Niagara  Falls,  N.  Y.,  and  the  loss  determined  by 
the  respondent  was  understated  by  $5,000  due  to  the  respondent  in 
his  computation  having  overstated  the  amount  of  depreciation 
previously  taken. 

OPINION. 

Trammell  :  The  errors  assigned  in  the  original  petition  were  that 
the  respondent  failed  to  allow  the  petitioner  as  deductions  in  comput¬ 
ing  its  net  income,  (1)  “a  reasonable  allowance  for  the  exhaustion, 
wear  and  tear  of  property  used  in  the  trade  or  business  of  the  tax¬ 
payer,  including  a  reasonable  allowance  for  obsolescence;”  (2) 
“  losses  sustained  during  the  taxable  year  and  not  compensated  for 
by  insurance  or  otherwise  incurred  in  the  trade  or  business  of  the 
taxpayer.” 

With  respect  to  the  first  assignment  of  error,  it  does  not  appear 
from  the  record  that  there  is  any  controversy  concerning  deductions 
for  the  exhaustion,  wear  and  tear  of  the  property,  but  only  as  to  the 
allowance  of  deductions  for  obsolescence. 

In  its  brief  the  petitioner  states  that  the  contention  for  an  allow¬ 
ance  of  a  deduction  on  account  of  the  obsolescence  of  intangible  as- 
sets,  including  good  will,  is  not  pressed  in  view  of  the  Board’s  deci¬ 
sions  following  the  case  of  Red  Wing  Malting  Co.  v.  Willcuts ,  15 
Fed.  (2d)  626.  In  view  of  the  petitioner’s  statement  and  of  our 
holding  in  Manhattan  Brewing  Co.,  6  B.  T.  A.  952,  we  must  hold 
that  the  petitioner  is  not  entitled  to  a  deduction  for  either  year  on 
account  of  obsolescence  of  intangible  property  including  good  will. 
With  respect  to  the  assignment  of  error  relating  to  obsolescence  there 
remains  to  be  considered  the  question  of  whether  the  petitioner  is 
entitled  to  the  deductions  taken  by  it  for  obsolescence  of  tangible 
property  as  set  out  in  our  findings  of  fact. 

Prior  to  September  5,  1917,  the  petitioner’s  business  was  the  manu¬ 
facture,  production,  sale  and  distribution  of  beer  containing  more 
than  one-half  of  one  per  cent  of  alcohol  by  volume.  In  November, 
191  ^ ,  the  petitioner  began  to  make  and  sell  dealcoholized  or  “near 
beer.  About  the  first  of  duly,  1918,  it  began  making  and  selling 
soft  drinks.  Since  obsolescence  is  not  claimed  on  assets  used  in  the 
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manufacture  of  soft  drinks,  no  further  consideration  will  be  given 
to  these.  The  petitioner  continued  to  manufacture  and  sell  these 
three  products  until  October  28,  1919,  when  on  account  of  wartime 
and  permanent  prohibition  legislation  and  the  ratification  of  the 
Eighteenth  Amendment  it  ceased  to  manufacture  beer.  The  peti¬ 
tioner  continued  until  about  the  time  of  its  dissolution  in  December, 
1921,  to  manufacture  and  sell  dealcoholized  or  “  near  beer,”  using 
the  same  machinery  and  the  same  process  that  were  used  in  the 
manufacture  of  beer,  with  the  exception  of  dealcoholization  before 
bottling.  Immediately  after  dissolution  the  petitioner’s  plant  was 
rented  to  a  former  officer  and  continued  in  use  for  making  “  near 
beer.”  The  assets  used  in  the  manufacture  and  sale  of  beer  were  con¬ 
tinued  in  use  in  the  manufacture  of  “  near  beer,”  except  that  the  lower 
floor  of  Building  No.  4  was  no  longer  used.  In  manufacturing  “  near 
beer”  the  easterly  part  of  Building  No.  3,  with  the  equipment 
herein,  was  used  less  frequently  than  in  manufacturing  beer. 

We  have  heretofore  considered  the  question  of  the  allowance  of 
leductions  for  obsolescence  of  tangible  assets  due  to  prohibition  legis- 
ation  where  the  assets  were  continued  in  use  after  prohibition  be¬ 
came  effective  and  have  denied  such  deductions.  Yough  Breiuing 
A>.,  4  B.  T.  A.  612;  Star  Brewing  Co .,  7  B.  T.  A.  377.  We  think 
)ur  decisions  in  those  cases  are  applicable  and  controlling  here. 

With  respect  to  Building  No.  4,  the  petitioner  contends  that  since 
n  1919  it  abandoned  the  lower  floor  therein,  it  is  entitled  to  a  deduc- 
ion  for  obsolescence  of  at  least  $17,125.01,  representing  one-third  of 
he  depreciated  cost  of  the  building  on  March  1,  1913,  of  $51,375.04. 
f  we  were  disposed  to  hold  that  obsolescence  were  allowable  on  ac- 
ount  of  abandonment  of  a  part  of  a  building,  we  do  not  have  suffi- 
ient  evidence  to  determine  whether  the  amount  contended  for  by 
he  petitioner  is  correct  or  what  the  allowance  should  be.  The  con- 
ention,  therefore,  must  be  denied. 

The  petitioner  also  contends  that  on  account  of  the  reduced  use  of 
he  machinery  in  Building  No.  3  as  well  as  the  reduced  use  of  the 
'uilding  itself  from  an  average  of  four  times  a  week  to  once  every 
wo  weeks  after  it  had  ceased  making  beer,  it  is  entitled  to  a  deduc- 
ion  of  obsolescence  of  $59,398.22.  The  petitioner  determines  this 
mount  by  taking  84  per  cent  of  $70,712.16,  which  was  the  total  of 
he  depreciated  cost  of  $46,004.39  of  the  building  and  $24,707.79  of 
he  machinery  at  December  31,  1917.  This  contention  must  be  de- 
ied,  in  view  of  our  holding  that  a  deduction  may  not  be  taken 
or  obsolescence  where  the  assets  were  continued  in  use  in  the 
usiness. 

The  second  error  assigned  in  the  original  petition  is  that  the 
aspondent  failed  to  allow  deductions  for  losses  sustained  during  the 
17173—28 - 8 
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taxable  year  and  not  compensated  for  by  insurance  or  otherwise 
incurred  in  the  trade  or  business  of  the  petitioner.  With  the  excep¬ 
tion  of  a  loss  to  be  considered  presently,  we  are  unable  to  tell  from 
the  record  what  losses  if  any  this  assignment  of  error  relates  to  unless, 
the  petitioner  intended  to  raise  the  issue  that  if  the  deductions  taken 
for  obsolescence  on  tangible  property  are  not  allowable  as  obso¬ 
lescence,  then  the  petitioner  is  entitled  to  deduct  as  losses  the  amounts 
representing  the  decline  in  value  of  property  resulting  from  prohibi¬ 
tion  legislation.  While  the  evidence  shows  that  the  value  of  the 
petitioner’s  assets  during  the  years  involved  in  this  proceeding  ex¬ 
perienced  a  great  decline  on  account  of  prohibition  legislation,  yet 
they  were  continued  in  use  during  succeeding  years.  In  George 
Wiedemann  Brewing  Co .,  9  B.  T.  A.  797,  we  had  occasion  to  con¬ 
sider  the  question  of  the  allowance  as  losses  of  deductions  represent¬ 
ing  decreases  in  value  of  assets  which  were  used  in  subsequent  years,  I 
and  there  held  that  such  deductions  are  not  allowable.  We  think 
our  decision  in  that  case  is  applicable  here. 

At  the  hearing  the  petitioner  amended  its  petition  to  allege  that 
the  respondent  in  determining  a  loss  from  the  sale  of  certain  property 
in  1918  had  understated  the  amount  of  the  loss  by  $5,000  as  a  result 
of  having  determined  that  the  petitioner  had  previously  taken  de¬ 
preciation  of  $5,000  more  than  it  actually  had.  Inasmuch  as  the  1 
respondent  admitted  the  correctness  of  the  petitioner’s  allegation,  i 
the  petitioner  is  entitled  to  have  its  net  income  reduced  by  the  amount 
of  $5,000. 

Judgment  will  be  entered  under  Rule  51/. 


Richfield  Oil  Co.  and  Olinda  Gasoline  Go.,  Petitioners,  v. 

Commissioner  of  Internal  Revenue,  Respondent. 

Docket  Nos.  15799,  19077.  Promulgated  October  16,  1928. 

Affiliation . — Where  live  persons  owned  all  of  the  stock  in  one  cor¬ 
poration,  and  80.20  per  cent  in  another,  and  controlled  18.80  per 
cent  in  the  oilier,  the  corporations  were  affiliated  and  a  consoli¬ 
dated  return  for  each  taxable  year  is  proper. 

Claude  /.  Parker ,  Esq .,  and  Ralph  W,  Smith ,  Esq.,  for  the  peti¬ 
tioners. 

Shelby  S.  Faulkner,  Esq.,  for  the  respondent. 

Deficiencies  were  determined  in  these  two  proceedings  against  the 
Richfield  Oil  Co.  in  the  amount  of  $18,782.18  for  the  year  1918, 
Docket  No.  19077,  and  in  the  amount  of  $1,095.17  for  the  year  1919, 
Docket  No.  15799.  The  only  error  complained  of  is  that  the  re¬ 
spondent  erred  in  ruling  that  the  Richfield  Oil  Co.  was  not  affiliated 
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with  the  Olinda  Gasoline  Co.  during  the  taxable  years  in  question  and 
m  refusing  to  allow  it  to  file  consolidated  returns  with  the  latter 
company.  The  Olinda  Gasoline  Co.  joined  in  both  proceedings  by 
amended  petition. 

FINDINGS  OF  FACT. 

The  petitioners,  Richfield  Oil  Co.  and  the  Olinda  Gasoline  Co., 
are  California  corporations  with  their  principal  offices  at  Los  An¬ 
geles.  The  Olinda  Gasoline  Co.  was  a  producing  company  and  was 
organized  in  1913.  The  Richfield  Oil  Co.  was  a  distributing  com¬ 
pany  and  was  organized  shortly  before  the  Olinda  Gasoline  Co. 
Stockholdings  in  the  two  companies  during  1918  and  1919  were  as 
follows : 


Name  of  stockholder 

Richfield  Oil  Co. 

Olinda  Gasoline  Co. 

| 

- 

Shares 

held 

Per  cent 

Shares 

held 

Majority 

holdings 

Per  cent 
of  total 

R.  Kellogg . . 

35  000 

93  33 

Per  cent 

Per  cent 

18. 726 
18.  726 
18.  726 

VIrs.  T.  A.  Winter  _ 

35  000 

LO.  OO 

93  33 

yo.  do 

2o.  d49 

1.  J.  Syminton . . 

35  000 

93  33 

yj.  u«i 

23.  349 

3.  M.  Fuller . 

10  000 

£  A7 

yd.  do 

23.  349 
6.  604 

.  R.  Jacobs _ 

35  000 

93  3 A 

ZO.  4o 

5.  29(5 

6o.  O^t 

yd.  od 

23.  349 

18.  726 

Majority  interest _ 

150,  000 

inn  nn 

100.  00 

80.20 

uu 

.  F.  Vordermark _ 

1.00 
93.  00 
5. 00 

. 

L  E.  Vordermark _ 

•  2 

!<.  A.  Sawyer . . 

lo.  0 

Minority  interest _ 

1.  0 

99.  00 

19.  8 

±  (J  la l _ „ _ 

150,  000 

100.  00 

500.  00 

100.  00 

100.  00 

The  Olinda  Gasoline -Co.  was  organized  and  promoted  by  J.  F. 
Vordermark,  who  was  a  practical  gasoline  man  of  experience.  The 
lock  wras  issued  to  him  and  others  for  leases  and  cash.  On  account 
>f  business  reasons  the  94  shares  to  which  he  was  entitled  were  issued 
L  share  to  him  and  93  shares  to  Miss  R.  E.  Harper,  who  subsequently 
)ecame  his  wife.  Of  the  remaining  406  shares,  401  became  the 
iroperty  of  the  stockholders  of  the  Richfield  Oil  Co.,  as  indicated  in 
he  above  table. 

^  The  Richfield  Oil  Co.  furnished  four  of  the  directors  of  the  Olinda 
jasoline  Co.  and  Vordermark  was  the  fifth  and  became  president  and 
general  manager  of  it  from  its  organization  to  1925.  By  contract 
>etween  the  two  companies,  the  entire  output  of  the  Olinda  Gasoline 
>).  was  sold  to  the  Richfield  Oil  Co.  at  from  2  to  7  cents  per  gallon 
>elow  the  market  price,  averaging  about  4  cents  below  duriiTg  the 
ntire  period.  The  Richfield  Company  fixed  the  prices  and  terms 
»f  the  contracts. 

During  most  of  the  time  from  1913  to  1925,  Vordermark  received 

salary  of  $200  per  month  as  president-manager  of  the  Olinda  Com- 
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pany  and  for  part  of  the  time  it  was  fixed  at  $150  per  month.  The 
business  policy  of  the  Olinda,  its  expenditures,  and  management 
were  at  all  times  under  the  complete  domination  and  control  of  the 
majority  interest  represented  by  stockholders  in  the  Richfield  Oil 
Co.,  who  owned  80.20  of  the  Olinda  Company’s  stock  and  furnished 
four  of  its  five  directors.  The  93  shares  of  Olinda  standing  in  the 
name  of  Mrs.  Vordermark  were  never  voted,  nor  were  the  5  shares 
of  E.  A.  Sawyer.  Vordermark  voted  his  1  share  in  accordance 
with  the  wishes  and  plans  of  the  majority,  as  he  considered  that  his 
position  and  salary  depended  upon  the  will  of  the  majority,  there 
was  no  outstanding  adverse  interest  and  every  stockholder  actively 
aided  in  the  unanimous  control  of  the  business  and  capital  stock  of 
the  Olinda  Company  or  was  agreeable  thereto. 

Substantially  all  of  the  stock  of  the  Richfield  Oil  Co.  and  the 
Olinda  Gasoline  Co.  was  owned  or  controlled  by  the  same  interests 
during  the  years  1918  and  1919;  the_y  were  affiliated  during  those 
years  and  were  entitled  to  file  consolidated  returns. 

OPINION. 

Milliken  :  We  have  stated  in  a  number  of  these  cases  that  a  mere 
percentage  of  stock  ownership  does  not  control  the  decision  of  these 
questions,  but  in  connection  with  other  facts  it  may  indicate  and 
establish  a  complete  control  of  substantially  all  of  the  stock  of  two 
or  more  corporations. 

In  these  proceedings  it  appears  that  five  persons  owned  all  of  the 
stock  of  the  Richfield  Oil  Co.  and  that  the  same  persons  owned  80.20 
per  cent  of  the  stock  of  the  Olinda  Gasoline  Co.  Of  the  remaining 
19.80  of  Olinda  stock,  18.80  was  owned  by  Vordermark  and  his  wife, 
and  1  per  cent  was  owned  by  E.  A.  Sawyer.  From  the  organization 
of  the  Olinda,  in  1913,  to  1925  its  affairs  and  stock  have  been  under 
the  practical  control  and  domination  of  the  Richfield  stockholders. 
They  dictated  the  officers  of  the  Olinda,  fixed  the  salaries,  and  dis¬ 
posed  of  its  entire  product  on  terms  fixed  by  them  to  the  Richfield 
Company  at  prices  considerably  below  the  market  price.  There  was, 
never  any  objection  thereto  by  any  stockholdei,  and  J.  I.  ^  oider- 
mark,  the  holder  or  representative  of  all  the  minority  shares  except 
five,  actively  participated  therein  as  president-manager  and  voted  his 
stock  in  accordance  with  the  plans  of  the  majority.  He  testified 
that  it  was  to  his  interest  to  do  so  as  he  desired  to  retain  his  official 

position  and  salary.  I 

Vordermark,  while  a  stockholder  and  president-manager  of  the 
Olinda  Company,  was  in  reality  an  employee,  and  his  position  and 
the  value  of  his  stock  depended  on  the  control  of  the  majority  in¬ 
terests  represented  by  the  Richfield  stockholders.  The  Olinda  Com¬ 
pany  was  merely  a  department  of  the  Richfield  Company  in  which 
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it  owned  80.20  per  cent  of  the  stock  and  controlled  18.80  per  cent 
standing  in  the  name  of  Vordermark  and  wife. 

In  Isse  Koch  &  Co.,  I  B.  T.  A.  624,  in  defining  the  word  “  control,” 
the  Board  said : 


The  word  “  control  ”  as  defined  in  Funk  &  Wagnall’s  New  Standard  Die- 
tionary,  means  “  To  exercise  a  direct,  a  restraining  or  governing  influence.” 
Webster  defines  it  as  “  To  exercise  restraining  or  directing  influence  over ;  to 
dominate ;  hence  to  hold  from  action ;  to  curb ;  subject ;  overpower.”  The 
object  sought  to  be  accomplished  by  Congress,  in  enacting  section  240  of  the 
Revenue  Act  of  1918,  was  to  tax  as  a  business  unit  what  really  was  a  business 
unit,  and  to  prevent  the  component  parts  thereof  from  evading  taxation  by 
means  of  inter-company  transactions.  Since  Congress  intended  to  require  two 
or  more  corporations,  where  substantially  all  their  stock  “is  owned  or  con¬ 
trolled  by  the  same  interests,”  to  file  a  consolidated  return  in  order  to  pre¬ 
vent  them  from  evading  income  tax,  we  can  find  no  reason  for  holding  that  the 
“  control  ”  contemplated  by  the  statute  means  only  legal  control ;  that  is,  con¬ 
trol  enforceable  by  legal  means,  for  control  not  arising  or  flowing  from  means 
legally  enforceable  may  be  just  as  effective  in  evading  taxation  as  if  founded 
on  the  most  formal  and  readily  enforceable  legal  instrument.  There  is  no 
authority  in  the  section  of  law  referred  to  or  in  its  context,  so  far  as  we  can 
see,  for  assuming  that  Congress  intended  to  use  the  word  “  control  ”  in  other 
than  its  ordinary  and  accepted  sense.  On  the  other  hand,  we  believe  that  a 
proper  construction  of  the  statute,  if  it  is  to  serve  the  purpose  for  which  it 
was  intended,  requires  us  to  hold  that  the  “  control  ”  mentioned  therein  means 
actual  control,  regardless  of  whether  or  not  it  is  based  upon  legally  enforceable 
means.  The  control,  however,  must  be  shown  to  be  a  genuine  and  real  control 
actually  exercised,  and  it  can  not  be  established  by  mere  assertions  or  agree¬ 
ments  between  majority  and  minority  stockholders  unsupported  by  facts. 
Potential  control  of  stock  is  not  sufficient  in  itself  to  justify  consolidation. 
No  definite  rule,  applicable  to  all  cases,  can  be  laid  down  for  recognizing 
control.  Each  case  must,  therefore,  be  considered  and  decided  upon  its  own 
facts  and  surrounding  circumstances. 


In  the  instant  proceedings  we  think  that  a  real  control  actually 
exercised  has  been  shown  over  that  part  of  the  Olinda  stock  not 
actually  owned  by  the  Richfield  stockholders.  This  has  been  mani¬ 
fested  through  a  period  of  12  years  and  during  the  taxable  years  in 
question.  While  not  resting  upon  any  legal  instrument,  or  legally 
enforceable  means,  the  influence  over  Vordermark  and  his  position 
proved  sufficiently  potent  for  an  exercise  of  this  control  for  12 
years.  We  think  that  this  case  comes  within  the  purview  of  section 
240(b)  of  the  Revenue  Act  of  1918,  and  that  substantially  all  of 
the  stock  of  the  two  corporations  was  owned  or  controlled  by  the  same 
interests.  Cf.  Midland  Refining  Co .,  2  B.  T.  A.  292;  D.  S.  Brandon , 
10  B.  T.  A.  1118;  Booker  Cutlery  Hardware  Co.,  12  B,  T.  A.  1405; 
Metasap  Chemical  Co.,  12  B.  T.  A.  1402. 

The  Richfield  Oil  Co.  and  the  Olinda  Gasoline  Co.  were  affiliated 
during  the  taxable  years  1918  and  1919  and  are  entitled  to  file 
consolidated  returns. 


Judgment  will  be  entered  under  Rule  50. 
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Polar  Ice  Cream  &  Supply  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  13805,  25823.  Promulgated  October  16,  1928. 

Evidence  held  insufficient  to  determine  value  of  leasehold  for 
exhaustion  and  invested  capital  purposes. 

George  E.  II.  Goodner ,  Esq.,  for  the  petitioner. 

Ilan'ry  LeRoy  Jones ,  Esq.,  for  the  respondent. 

The  proceeding  in  Docket  13805  is  for  the  redetermination  of  a 
deficiency  of  $959.97  for  1920,  and  arises  from  the  action  of  the  re¬ 
spondent  in  disallowing  a  $2,400  deduction  claimed  as  exhaustion  of 
a  leasehold,  and  in  eliminating  $10,300,  representing  the  alleged  un¬ 
exhausted  value  of  the  leasehold  from  petitioner’s  invested  capital. 
The  proceeding  in  Docket  25823  is  for  the  redetermination  of  a  de¬ 
ficiency  of  $288.42  for  1924,  and  arises  as  a  result  of  respondent’s 
action  in  disallowing  a  $700  deduction  claimed  as  exhaustion  of  a 
leasehold,  and  in  refusing  to  allow  a  deduction  for  an  alleged  net 
Joss  for  1922.  The  proceedings  were  consolidated  for  hearing  and 
decision  on  motion  of  petitioner. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  February  17,  1919,  under  the  laws 
of  the  State  of  Colorado,  with  a  capital  stock  of  $15,000  nonvoting 
preferred  stock,  and  $12,000  common  stock,  the  par  value  of  each 
class  of  stock  being  $1  per  share. 

On  January  27,  1919,  A.  R.  Rliesner  and  the  Forbush  Fuel  &  Ice 
Co.,  a  Colorado  corporation,  entered  into  a  lease  agreement  whereby 
Bliesner,  who  was  in  the  ice  cream  business,  secured  a  room,  40  by 
17  feet,  in  the  building  occupied  by  the  Forbush  Company,  for  the 
purpose  of  conducting  his  business.  The  instrument  provided  that 
the  Forbush  Company  should  furnish  Bliesner  with  ice,  refrigera¬ 
tion,  steam,  water,  auto  storage,  heat  and  electricity  and  the  space 
aforesaid  in  consideration  of  a  rental  of  9  cents  per  gallon  on  all 
ice  cream  and  ices  sold  bv  him.  Bliesner  covenanted  and  agreed  that 
he  would  manufacture  all  of  his  ice  cream  and  ices  on  the  premises 
leased  and  guaranteed  a  minimum  yearly  rental  of  $1,200. 

Bliesner's  lease  was  for  a  5-year  term  beginning  March  1,  1919, 
and  it  provided  for  two  5-year  renewals,  and  in  the  event  of  a  sale  of 
the  premises  the  lessor  reserved  the  right  to  cancel  the  lease  upon 
giving  G  months’  notice  and  paying  $1,500  to  the  lessee.  This  lease 
was  subject  to  the  approval  of  the  Atchison,  Topeka  &  Santa  Fe  Rail¬ 
way  Co.,  from  whom  the  Forbush  Company  had  leased  the  premises 
for  a  period  of  4y2  years  beginning  Januarv  1,  1915.  The  last  mei- 
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tionecl  lease  did  not  contain  a  provision  for  renewal.  It  specifically 
prohibited  the  Forbush  Company,  by  the  fifth  clause  thereof,  from 
underleasing  or  subletting  the  premises  or  any  part  of  the  same,  or 
assigning  the  lease,  without  the  written  consent  and  approval  of  said 
Railway  Company.  By  an  undated  indenture  containing  no  pro¬ 
vision  for  renewal,  the  Railway  Company  leased  the  premises  to  the 
Forbush  Company  for  another  term  of  414  years  beginning  July 
1,  1919. 

The  petitioner  sold  11,500  shares  of  its  preferred  stock  in  1919  for 
cash,  the  remaining  shares  of  preferred  being  unissued.  Preferred 
stock  certificates  were  issued  on  March  24,  1919,  to  Otto  J.  Storm  for 
3,500  shares,  to  the  Forbush  Fuel  &  Ice  Co.,  for  3,000  shares,  and  to 
A.  R.  Bliesner  for  2,000  shares.  On  June  28,  1919,  a  preferred  stock 
certificate  for  3,000  shares  was  issued  to  C.  B.  Frink.  Bliesner  as¬ 
signed  the  lease  which  he  had  acquired  from  the  Forbush  Company 
to  the  petitioner  in  exchange  for  its  common  stock,  which  was  issued 
June  28,  1919,  on  his  order  as  follows:  Otto  J.  Storm,  3,000  shares; 
C.  B.  Frink,  3,000  shares;  A.  R.  Bliesner,  3,000  shares;  one  share  of 
common  stock  was  issued  to  A.  D.  Forbush  and  2,999  shares  to  the 
Forbush  Fuel  &  Ice  Co.,  on  April  19,  1919.  Bliesner  received  no  con¬ 
sideration  for  the  transfer  of  the  common  stock  as  above  indicated. 

The  lease  Avas  set  up  on  the  books  of  the  petitioner  at  a  value  of 
$12,000  and  written  off  at  the  rate  of  $2,400  per  year.  Its  value  was 
computed  by  estimating  the  savings  that  would  result  from  opera¬ 
tions  under  it,  the  principal  element  of  which  was  the  saving  of  $2 
to  $2.50  per  ton  in  the  cost  of  ice.  During  the  period  of  the  lease 
the  petitioner  used  5,831  tons  of  ice.  A  delivery  charge  on  ice  of 
$2  to  $2.50  per  ton  was  saA^ed  by  the  petitioner  by  being  looted  in  the 
same  building  with  the  ice  manufacturing  company. 

In  1921  the  petitioner  suffered  a  heavy  loss  due  to  a  flood,  the  water 
around  its  plant  being  12  feet  6  inches  deep.  The  flood  occurred 
during  the  most  profitable  season  of  the  year,  interfering  with  the 
business  for  about  three  months,  and  causing  a  net  loss  on  the  year’s 
operations.  The  petitioner’s  records  show  a  net  loss  of  $1,060.20  for 
the  years  1919,  1920,  1921,  1922,  and  1923. 

The  capital-stock  tax  returns  of  petitioner  for  the  years  subse¬ 
quent  to  incorporation  show  that  this  tax  was  computed  by  valuing 
the  stock  issued  for  the  leasehold  at  par.  The  taxes  shown  on  such 
returns  were  collected  by  the  respondent. 

For  1920  the  petitioner  showed  a  net  income  on  its  return  of 
$5,280.83,  which  the  respondent  increased  by  $2,400,  the  amount  of 
the  deduction  claimed  for  exhaustion  of  the  leasehold.  For  the 
same  year  the  respondent  excluded  $10,300  from  invested  capital, 
representing  the  remaining  value  of  the  leasehold.  For  1924  the 
petitioner  reported  net  income  of  $7,326.12,  after  having  deducted 
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$700  for  exhaustion  of  the  leasehold,  and  $1,607.38  as  a  net  loss  for 
1922  in  excess  of  1923  income.  At  the  hearing  petitioner  amended 
its  petition  as  to  1924,  alleging  by  the  amendment  that  the  net  loss 
for  1922  in  excess  of  1923  net  income  should  be  $3,397.77  instead  of 
$1,607.38  as  set  forth  in  petition.  The  petition  was  further  amended 
to  the  effect  that  the  correct  net  loss  for  1921  should  be  applied 
against  and  reduce  the  corrected  income  for  1923  and  the  entire  cor- 
rected  net  loss  for  1922  should  be  deducted  from  the  corrected  net 
income  for  1924.  The  respondent  disallowed  the  deduction  for 
exhaustion  of  the  leasehold  and  for  the  net  loss  for  1922. 

opinion. 

Morris:  The  two  questions  raised  by  the  petitioner  in  connection 
with  the  leasehold  acquired  by  it  depend  upon  a  determination  of 
the  actual  cash  value  or  fair  market  value  thereof  at  the  date  of 
acquisition.  The  principal  testimony  relied  upon  by  the  petitioner 
to  establish  the  $12,000  valuation  was  that  due  to  the  use  of  the  space 
covered  by  the  lease,  which  was  in  a  cold  storage  and  ice  plant,  a 
saving  of  from  $2  to  $2.50  per  ton  resulted  and  that  during  the  term 
of  the  lease,  5,831  tons  of  ice  were  used.  It  is  apparent  that  this 
basis  of  valuation  rests,  at  least  in  part,  upon  facts  which  have  come 
to  light  subsequent  to  the  date  of  the  acquisition  of  the  lease.  At 
that  time  this  saving,  as  was  testified  by  one  of  petitioner’s  witnesses, 
was  speculative  and  there  was  no  assurance  that  it  would  continue  to 
accrue  to  the  end  of  the  period  covered  by  the  lease. 

A  lease  has  an  actual  cash  value  or  fair  market  value  only  when 
the  value  of  the  rights  granted  thereunder  is  in  excess  off  the  pay¬ 
ments  and  obligations  imposed  upon  the  lessee.  The  mere  fact  that  a 
saving  to  the  lessee  results  by  reason  of  the  location  of  the  leased 
premises  does  not  of  itself  establish  that  the  lease  had  a  value  in 
excess  of  the  rental  paid.  It  was  testified  that  a  reasonable  rental 
for  such  space  was  $75  per  month.  The  petitioner  under  the  terms 
of  the  lease  was  obligated  to  pay  a  minimum  monthly  rental  of  $100 
and  we  were  not  advised  as  to  the  actual  amount  paid  on  the  basis 
of  9  cents  per  gallon  on  the  ice  cream  and  ices  sold  by  it.  The  di¬ 
fference  of  $25  or  more  per  month  was  undoubtedly  to  reimburse  the 
lessor  for  the  facilities  and  service  furnished  by  it;  whether  a  part  of 
that  difference  represented  a  charge  because  of  the  saving  in  the  cost 
of  ice  to  the  lessee,  we  do  not  know.  One  witness  testified  that  it 
would  cost  approximately  3  cents  per  gallon  more  to  operate  without 
the  lease ;  in  other  words,  that  9  cents  when  divided  properly  would 
not  give  sufficient  payment  for  the  ice  to  cover  the  cost  of  ice  and 
delivery.  We  do  not  give  any  weight,  however,  to  this  particular 
testimony,  as  the  witness  was  engaged  in  another  business  and  his 
knowledge  of  the  petitioner's  business  was  meager. 
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Considering  all  the  evidence  introduced  in  support  of  the  $12,000 
valuation  of  the  lease,  we  are  unable  to  find  that  it  had  any  value 
at  the  date  of  acquisition  by  the  petitioner,  and,  therefore,  sustain 
the  respondent’s  action  in  disallowing  a  deduction  for  the  exhaustion 
thereof  and  in  eliminating  the  claimed  depreciated  value  from 
invested  capital. 

Judgment  will  be  entered  under  Rule  50. 


Ocean  Accident  &  Guarantee  Company  Corporation,  Lim¬ 
ited,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 
Respondent.  • 

Docket  No.  12348.  Promulgated  October  16,  1928. 

1.  Claim  for  deductions  for  losses,  in  addition  to  tbe  amounts 
allowed  by  the  respondent,  denied  where  books  of  account  were 
kept  on  cash  basis. 

2.  Income  taxes  imposed  by  and  paid  to  the  Government  of 
Great  Britain  and  Ireland  held  not  deductible  under  the  Revenue 
Act  of  1918. 

3.  Interest  on  foreign  government  bonds  owned  by  petitioner,  a 
foreign  corporation,  is  not  income  from  sources  within  the  United 
States.  Standard  Marine  Insurance  Co.,  Ltd.,  4  B.  T.  A.  853. 

Lee  J.  Wolfe ,  C.  P.  A .,  Ewing  Everett ,  Esq.,  Stuart  Chevalier , 
Esq.,  and  F.  O.  Graves ,  Esq.,  for  the  petitioner. 

J.  F.  GreOmeg,  Esq.,  for  the  respondent. 

The  respondent  determined  deficiencies  in  income  and  profits  taxes 
for  1918  in  the  amount  of  $129,430.51,  an  overassessment  for  1919  of 
£305.18,  and  a  deficiency  in  income  tax  for  1920  of  $109,842.86. 

The  errors  alleged  are  :  (1)  The  refusal  of  the  respondent  to  allow 
leductions  for  losses  sustained,  accrued  and/or  incurred  during  1918, 
1919,  and  1920  arising  out  of  liability  and  workmen’s  compensation 
nsurance  contracts.  (2)  The  refusal  of  the  respondent  to  allow  as 
leductions  for  the  years  1918,  1919,  and  1920  taxes  imposed  by  and 
laid  to  the  Government  of  Great  Rritain  and  Ireland  on  income  de¬ 
lved  from  sources  within  the  United  States.  (3)  The  inclusion  in 
ncome  by  the  respondent  of  interest  received  on  the  bonds  of  various 
:oreign  governments.  (4)  The  failure  of  the  respondent  to  correctly 
:ompute  profits  tax  under  section  328  of  the  Revenue  Act  of  1918. 
Fhis  last  issue  relates  only  to  the  year  1918  and  upon  motion  of 
)etitioner  the  trial  of  it  has  been  postponed  pending  decision  of  the 
>ther  questions. 
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FINDINGS  OF  FACT. 

Petitioner  is  a  British  corporation  with  its  head  office  in  London, 
England,  but  with  a  principal  office  for  its  operations  in  the  United 
States  located  in  New  York  City.  It  is  and  w^as  during  the  taxable 
years  regularly  licensed  and  admitted  to  the  United  States  for  the 
transaction  of  miscellaneous  casualty  insurance  lines,  including 
liability  and  workmen's  compensation  insurance.  In  January,  1918, 
a  branch,  known  as  the  Pacific  Coast  Branch,  was  established  in 
San  Francisco,  Calif.,  and  operated  throughout  the  remainder  of  the 
taxable  years  here  involved.  The  petitioner  is  represented  in  the 
United  States  by  a  manager  and  attorney  in  fact  who  has  full  power 
to  sign  anv  and  all  documents  in  connection  with  its  financial  affairs 
in  this  country. 

Liability  insurance  is  based  on  the  law  of  negligence  and  in  a  broad 
sense  embraces  all  kinds  of  public  liability  insurance.  Workmen’s 
compensation  insurance  is  a  form  of  liability  insurance  under  which 
the  insurer  contracts  to  indemnify  the  insured  for  a  percentage  of  the 
wages  of  injured  employees. 

Under  the  laws  of  the  State  of  New  York  in  force  during  the  tax- 
able  j7ears,  casualty  insurance  companies  were  required  to  maintain 
reserves  for  outstanding  losses  in  amounts  based  on  a  percentage  of  the 
earned  premiums.  The  maintenance  of  this  reserve,  commonly  known 
as  a  minimum.,  legal  reserve,  was  compulsory  without  regard  to  the 
amount  of  losses,  and  the  superintendent  of  insurance  was  empowered 
to  require  an  increase  in  the  reserves  if  in  his  opinion  the  minimum 
legal  reserves  were  inadequate.  During  the  taxable  years  petitioner 
reported  reserves  for  unpaid  liability  and  workmen’s  compensation 
losses  computed  in  accordance  with  the  statutory  formula.  It  car¬ 
ried  no  voluntary  additional  reserves  on  these  classes  of  insurance 
and  the  superintendent  of  insurance  did  not  require  any  addition  to 
t lie  amounts  reported.  The  reserves  reported  were  as  follows : 


Date 

Reserves 

Net  additions 

Amount 

Year 

Dec.  31,  1917 . . . . . . . . 

$2, 482, 885.  46 
4,  549,  920.  02 
6, 556,  807.  96 
7, 170,  973.  64 

Dec.  3lj  1918 . . __ . 

$2,  067,  034.  56 
2, 006,  887.  94 
614, 165.  68 

1918 

1919 

1920 

Dec.  31.  1919... . . . . . 

Dec.  31,  1920 . . . . 

These  net  additions  to  the  reserves  have  been  allowed  by  the  re¬ 
spondent  as  deductions  from  gross  income  for  the  respective  years. 

In  the  taxable  years  petitioner  actually  paid  out  for  losses  sustained 
the  following  amounts: 
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Year 

Liability 

insurance 

Workmen’s 

compensation 

insurance 

Total 

1918 _ 

$1, 3G0, 395 
1,  340,  227 
1,  509,  569 

$2, 496, 230 

2,  641,  002 

3,  450,  513 

$3, 856, 625 

q  Qftl  99Q 

1919 . . . . . 

1920 _ _ _ _ 

4  QfiH  Oft 9 

These  amounts  have  been  allowed  by  the  respondent  as  deductions 
from  gross  income  for  the  respective  years. 

There  was  maintained  in  petitioner’s  organization  a  department 
known  as  the  claim  department,  and  another  designated  as  the 
statistical  department.  When  an  accident  or  injury  covered  by  a 
policy*  written  by  petitioner  was  reported  to  it  an  investigation  was  . 
instituted  and  an  amount  representing  petitioner’s  probable  liability 
under  the  policy  was  entered  by  the  claim  department  in  a  folder  or 
jacket  prepared  for  that  particular  case.  In  determining  the  amourits 
so  entered  the  claim  department  made  use  of  mortality,  remarriage, 
and  other  actuarial  tables.  In  the  case  of  workmen’s  compensation 
insurance  the  amounts  to  be  paid  an  injured  person  are  regulated  by 
State  statutes  and  are  based  on  a  percentage  of  the  wages  of  the  in¬ 
jured  party.  Reports  covering  these  cases  are  filed  with  the  indus¬ 
trial  or  compensation  commissions  of  the  various  States.  The 
amounts  entered  in  the  folders  or  jackets  are  transcribed  on  claims 
cards  and  then  transferred  to  machine  cards  which  are  punched  in 
such  manner  that  by  passing  them  through  a  second  machine  the 
amounts  and  other  data  are  automatically  summarized  for  the  use 
of  the  statistical  department.  The  estimates  so  set  up  were  constantly 
revised  as  reports  were  received  on  individual  cases.  This  procedure 
was  followed  in  both  the  main  office  in  New  York  and  the  Pacific 
Coast  Branch.  The  totals  of  the  estimates  made  at  the  Pacific  Coast 
Branch  for  the  years  1918  and  1919  were  entered  on  a  typewritten 
sheet  headed  “Pacific  Coast  Branch  Revenue  Account.”  This  sheet 
was  forwarded  to  the  New  York  office. 

Petitioner’s  experience  based  on  actual  payments  subsequently 
made  shows  that  the  estimated  amounts  for  alleged  losses  sustained, 
but  unpaid,  were  within  1-^  per  cent  of  being  accurate. 

As  of  December  31,  1917,  and  the  close  of  each  of  the  taxable  years 
petitioner  set  up  on  summary  sheets  amounts  claimed  as  sustained, 
but  unpaid,  losses.  These  amounts,  including  similar  summaries  for 
"he  Pacific  Coast  Branch,  and  the  increase  for  each  of  the  taxable 
^ears  are  as  follows : 


Date 


)ec.  31,  1917 
>ec.  31,  1918 
)ec.  31,  1919 
)ec.  31,  1920 


Liability 

claims 

Compen¬ 

sation 

claims 

Total 

Increase 

$1,  263, 352 
1,410, 175 

1,  485, 132 

1,  442,  559 

$1,  932, 091 

2,  696, 145 

3,  431,397 
3,  519,  943 

$3, 195,  443 
4, 106,  320 
4,  916,  529 
4,  962, 502 

$910,  877 
810,  209 
45,  973 
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These  estimates  were  not  entered  on  petitioner’s  books  as  liabilities. 
The  estimates  were,  however,  considered  necessary  to  determine 
the  financial  condition  of  the  company  and  to  fix  premium  rates. 

The  method  most  generally  used  by  casualty  insurance  companies 
to  determine  the  amount  of  their  losses  in  any  year  is  to  deduct 
the  accrued,  but  unpaid,  losses  as  of  the  beginning  of  the  year  from 
the  similar  accruals  at  the  end  of  the  year  and  add  to  the  resulting 
figure  the  losses  paid  within  the  year.  This  method  applied  to  the 
figures  claimed  by  petitioner  to  represent  its  accruals  for  sustained, 
but  unpaid,  losses,  and  using  the  amounts  actually  paid  for  losses, 
gives  the  following  result : 


1918 

1919 

1920 

End  of  year _ _  _ 

$4, 106, 320 
3, 195, 443 

$4,  916,  529 
4, 106,  320 

$4,  962,  502 
4,  916, 529 

First  of  year.. _ _ _ _ - _ _ 

Difference _ _ _ _ _ _ 

910,  877 
3,  856,  625 

810,  209 
3,  981,  229 

45, 973 
4,  960,082 

Total  claimed  loss . . . . 

4,  767,  502 

4,  791, 438 

5, 006,055 

Petitioner  paid  income  taxes  to  the  Government  of  Great  Britain 
and  Ireland,  on  the  basis  of  profits  from  all  sources,  as  follows : 


Amount 

Paid 

For  year  ended 

Entered 
as  lia¬ 
bility 

$527,  201.46 

1919 

Apr.  5,  1918 _ _ _ _ _ _ _ 

1918 

493,  320. 13 

1920 

Apr.  5,  1919 . . . . 

919 

550,  642.  45 

1921 

Apr.  5,  1920 . . . . 

1920 

The  taxes  for  each  year  were  computed  on  the  basis  of  the  average 
annual  net  profit^  for  the  three  preceding  years.  Petitioner's  average 
annual  net  profits  from  all  sources  and  the  portion  thereof  derived 
from  its  United  States  Branch  were  as  follows : 


Years 

(a)  All 
sources 

(b)  United  States 
Branch 

Percentage 
(b)  of  (a) 

1915,  1916,  1917 . . . 

£373, 618 
447, 819 
469, 178 

£114,  747.17.1 
174,  772. 13.7 
208, 085.  10.11 

30.7 

39.03 

44.3 

1916'  1917,  1918 . . . . . . . 

1917'  1918',  1919.  . . 

Petitioner’s  gross  income  for  each  vear  from  all  sources 
portion  thereof  derived  from  its  United  States  Branch 
follows : 

and  the 

were  as 

Year 

(a)  All  sources 

(b)  United 
States  Branch 

Percentage 
(b)  of  (a) 

1918. . . . 

$25,  693, 061.  05 
29,661,091.97 
36,  425,  460.  85 

$15,  913, 955.  23 
17,419, 379.  78 
20,  508,  777.  54 

61.9 

58.7 

56.3 

1919 . 

1920 . . . 
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The  portion  of  British  income  taxes  for  each  year  allocable  to 
gross  income  from  the  United  States  branch  on  the  basis  of  the 
percentage  of  such  income  to  income  from  all  sources  is  as  follows : 


1918  _ $326,337.70  ($527,201.46X61.9  per  cent) 

1919  _  289,578.91  (  493,320.13X58.7  per  cent) 

1920  _  310,011.70  (  550,642.45  X  56.3  per  cent) 


Total  net  premiums  and  the  portion  thereof  from  the  United 
States  Branch  were  as  follows : 


Year 

(a)  Total  net 
premiums 

(b)  United  States 
Branch 

Percentage 
(b)  of  (a) 

1918 . . . . 

£3,  769,  260. 13. 9 

4,  333,  288. 14. 10 

5,  495, 007 

£2,  288,  446. 15.  8 
2,  464,  466. 17.  2 
3, 062,  095 

60.  71 
56.  94 
55.72 

1919 _ _ _ _ _ 

1920 . . . . . . 

During  the  taxable  years  the  petitioner  owned  certain  bonds  of 
foreign  governments,  to  wit,  bonds  of  the  British  Government,  known 
as  the  United  Kingdom  of  Great  Britain  and  Ireland,  10-year  con¬ 
vertible  5%  per  cent  bonds  due  in  1922,  and  certain  bonds  constitut¬ 
ing  a  joint  obligation  of  the  Governments  of  Great  Britain  and 
Ireland  and  of  the  French  Republic,  known  as  Anglo-French  5-year 
External  Loan  bonds,  due  in  1920.  Interest  on  these  bonds  was  paid 
to  petitioner  by  the  obligors  when  it  was  due  during  the  taxable 
years  in  amounts  as  follows : 


1918  - $15,470.83 

1919  -  19,  391.  67 

1920  -  15, 134.  77 


Respondent  included  these  amounts  in  petitioner’s  gross  and  tax¬ 
able  net  income  for  the  several  years  as  income  from  sources  within 
the  United  States. 

The  respondent  determined  petitioner’s  net  income  in  the  following 
imounts : 

1918  - $1,041,956.99 

1919  -  734,  966.  22 

1920  -  1,  868, 103.  41 

For  the  year  1918  respondent  computed  petitioner’s  profits  tax 
mder  section  328  of  the  Revenue  Act  of  1918. 

OPINION. 

Arundell  :  The  respondent  has  determined  deficiencies  for  the 
years  1918  and  1920  and  an  overassessment  for  the  year  1919.  Inas¬ 
much  as  the  petitioner  contends  that  it  had  a  net  loss  for  both  1918 
md  1919  which  would  result  in  the  alleged  1919  net  loss  being 
applied  against  1920  income,  we  have  jurisdiction  to  examine  the  facts 
with  respect  to  the  year  1919  in  so  far  as  they  may  affect  taxes  for 
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1918  and  1920.  Section  274(g)  of  the  Revenue  Act  of  1926.  Th< 
losses  paid  by  petitioner  in  the  several  years  involved  and  the  addi 
tions  required  by  law  to  be  made  to  reserve  funds  have  been  allowec 
b}7-  the  respondent  as  deductions  and  are  not  in  controversy  here. 

The  claim  of  petitioner  is  that  it  is  entitled  to  deductions  of  addi 
tional  amounts  which  were  estimated  by  its  claim  department  upor 
claims  received  as  representing  petitioner’s  probable  liability  on  pol 
icies  it  had  written.  It  is  the  contention  of  petitioner  that  these 
amounts  are  allowable  under  section  234(a)  (10)  of  the  Revenue  Aci 
of  1918,  which  allows  as  deductions  “  the  sums  other  than  dividend* 
paid  within  the  taxable  year  on  policy  and  annuity  contracts.”  The 
amounts  claimed  as  deductions  were  not  actually  paid  within  the 
taxable  }Tears,  but  petitioner  says  that  its  method  of  setting  up  the 
amounts  brings  it  within  section  200,  which  provides  that  for  the  pur 
poses  of  deductions  and  credits  the  term  “  paid  ”  means  “  paid  oi 
accrued  ”  or  “  paid  or  incurred.” 

If  petitioner  is  entitled  to  deduct  by  way  of  an  accrual  the  items 
sought  to  be  deducted,  it  is  clear  that  it  must  establish  that  its  books 
were  kept  on  a  basis  other  than  that  of  cash  receipts  and  disburse¬ 
ments.  It  is  well  to  have  before  us  in  reaching  a  conclusion  on  this 
point  the  testimony  of  petitioner’s  comptroller,  which,  in  so  far  as 
it  is  material,  reads  as  follows: 

Direct  Examination : 

Q.  During  the  years  1918,  1919,  and  1920,  do  you  know  whether  the  book? 
of  the  petitioner  and  its  records  were  kept  on  an  accrual  basis? 

******* 

A.  The  books  of  the  petitioner  and  its  records  were  kept  on  an  accrual  basis, 

Cross  Examination : 

Q.  But  you  made  no  entry  on  your  books  of  account  with  respect  to  these 
reserves. 

A.  No  entry  on  the  books  of  account  was  made  as  to  the  reserves.  The 
books  of  account  show  cash  income  and  cash  disbursements. 

Q.  Now,  you  have  just  made  a  statment  in  reply  to  a  question  that  the 
books  of  account  were  kept  on  an  accrual  basis,  have  you  not? 

A.  I  did  not.  I  said  that  the  records  were  kept  on  an  accrual  basis.  I  did 
not  say  the  books  of  account. 

Q.  Well,  how  were  the  books  of  account  kept? 

A.  The  books  of  account  reflect  the  cash  income  and  cash  disbursements. 

Q.  Then,  they  were  kept  on  a  cash  basis? 

A.  Yes.  Now,  you  are  talking  about  reserves  still,  aren't  you? 

Q.  I  am  talking  about  the  books  of  account. 

A.  All  right. 

*  *  *  *  *  *  * 

By  the  Member : 

Q.  Are  any  items  accrued  on  your  books  other  than  these  claims  that  are 
here? 

A.  No ;  no  reserve's  for  items  are  accrued  on  our  books  of  account ;  that 
is,  I  mean  on  our  general  ledger.  Of  course,  when  I  say  “  accrued”  I  mean 
subjects  of  reserves  and  liabilities. 
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Q.  Well,  are  your  books,  other  than  in  connection  with  this  reserve,  kept 
on  the  cash  basis? 

A.  They  are  kept  on  the  cash  basis. 

Q.  And  this  particular  item  is  the  only  item  that  is  on  the  accrual  basis, 
the  estimate  of  the  claims? 

A.  None  of  your  estimates — anything  that  is  not  reduced  to  a  known  factor 
would  not  be  put  on  your  general  books.  When  it  comes  to  taxes,  the  best 
you  could  do  would  be  to  estimate  your  liability  for  taxes.  Such  a  liability 
would  not  go  on  the  books.  Do  you  wish  me  to  explain  the  purpose  of  the 
annual  statement? 

F rom  this  testimony  one  thing  is  clear— that  petitioner’s  books  of 
account,  as  its  witness  understood  that  term,  were  kept  on  a  cash 
receipts  and  disbursements  basis.  The  “  records  ”  which,  according 
to  the  testimony,  were  kept  on  an  accrual  basis,  consist  of  the  books 
of  account  and  the  summary  of  the  estimates  to  cover  petitioner’s 
probable  liability  in  cases  of  reported  accidents  and  injuries.  We 
seriously  doubt  whether  these  estimates  can  be  said  to  be  a  part  of 
petitionei  s  accounting  records  for  the  purpose  of  determining  in¬ 
come,  the  evidence  being  to  the  effect  that  the  estimates  were  made 
and  summarized  for  statistical  purposes,  for  the  purpose  of  determin- 
ing  the  financial  condition  of  the  company,  and  to  determine  premium 
rates.  Neither  the  estimates  on  individual  cases  nor  the  summaries 
were  ever  entered  on  the  ledger  or  other  books  of  account.  It  may 
well  be  that  the  scope  of  petitioner’s  business  required  the  mainte¬ 
nance  of  records  of  the  different  phases  of  its  business  for  various 
purposes,  for  example,  such  as  making  reports  to  the  States  in  which 
incorporated  and  in  which  it  operates,  for  advertising  purposes,  for 
the  information  of  its  solicitors ;  but  it  does  not  follow  that  all  such 
records  are  parts  of  the  accounting  system  maintained  for  the  purpose 
3f  determining  income. 

Even  if  we  were  able  to  find  that  the  estimates  of  losses  as  sum¬ 
marized  constituted  a  part  of  petitioner’s  accounting  system,  this 
would  still  be  short  of  establishing  that  the  accrual  system  prevailed 
ind  that  accruals  are  necessary  in  order  to  reflect  income.  These 
items  reflect  claimed  accrued  losses  in  respect  of  only  two  lines  of 
nsurance  written  by  petitioner.  Whether  it  accrued  unpaid  losses 
for  other  lines,  and  whether  it  accrued  items  of  expense  and  income  is 
lot  shown,  nor  was  any  attempt  made  to  put  in  evidence  on  this  point. 
The  only  conclusion  we  can  reach  from  the  evidence  is  that  the  books 
)f  account  were  kept  on  a  cash  receipts  and  disbursements  basis. 
Saving  reached  the  conclusion  that  we  have,  it  becomes  unnecessary 
0  decide  whether  or  not,  if  other  methods  of  keeping  its  books  of 
iccount  had  been  followed,  estimates  or  claimed  losses  might  be  de¬ 
luded.  No  testimony  was  offered  as  to  the  history  of  individual 
•laims ;  whether  in  fact  petitioner  conceded  its  liability  in  any  specific 
‘ase,  and  which  claims,  if  any,  it  in  fact  was  ever  required  to  pay. 
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As  to  the  taxes  imposed  by  and  paid  to  the  Government  of  Great 
Britain  and  Ireland,  the  claim  is  that  a  part  thereof  represented  taxes 
on  income  from  sources  within  the  United  States  and  that  such  part 
is  an  allowable  deduction  under  certain  of  the  provisions  of  section 
234  of  the  Revenue  Act  of  1918.  These  provisions  read  as  follows: 

Sec.  234.  (a)  (3)  Taxes  paid  or  accrued  within  the  taxable  year  imposed 

*  *  *  (e)  in  the  case  of  a  foreign  corporation,  by  the  authority  of  any 

foreign  country  ( except  income,  tvar-profits  and  excess-profits  taxes,  and  taxes 
assessed  against  local  benefits  of  a  kind  tending  to  increase  the  value  of  the 
property  assessed),  upon  the  property  or  business:  *  *  * 

Sec.  234.  (b)  In  the  case  of  a  foreign  corporation  the  deductions  allowed  in 
subdivision  (a)  *  *  *  shall  be  allowed  only  if  and  to  the  extent  that  they 

are  connected  with  income  arising  from  a  source  within  the  United  States; 

*  *  *  (Italics  ours.) 

It  is  obvious  that  the  income  taxes  paid  to  the  Government  of 
Great  Britain  and  Ireland  are  not  deductible  under  section  234  (a) 
(3)  ;  they  are  expressly  excepted  from  the  deductible  taxes.  Subdi¬ 
vision  (b)  of  section  234  refers  to  the  deductions  allowed  in  sub¬ 
division  (a),  and  as  the  taxes  here  involved  are  not  allowed  as  de¬ 
ductions  in  subdivision  (a),  the  provisions  of  subdivision  (b)  are 
not  applicable.  Petitioner  argues  that  the  two  subdivisions  when 
read  together  must  be  construed  to  provide  that  foreign  income  and 
profits  taxes  apportioned  on  the  percentage  of  income  derived  from 
sources  within  the  United  States  to  the  total  income  and  allowed  as 
a  deduction;  that  otherwise  there  would  be  no  meaning  to  sub¬ 
division  (b)  because  we  can  not  have  a  tax  “  connected  with  income” 
which  is  not  an  income  tax.  This  is  not  necessarily  so.  It  seems  to 
us  that  the  corporation  excise  tax  imposed  by  the  Act  of  1909  is  a 
good  illustration  of  a  tax  connected  with  income  but  which  never¬ 
theless  was  not  an  income  tax. 

That  the  interest  received  by  petitioner  on  bonds  of  foreign  govern¬ 
ments  was  improperly  included  in  income  is  now  conceded  by  the 
respondent  in  view  of  the  decisions  in  Standard  Marine  Insurance 
Co.,  Ltd.,  4  B.  T.  A.  853,  and  Marine  Insurance  Co.,  Ltd.,  4  B.  T.  A. 
867.  These  amounts  are:  $15,470.83  for  1918;  $19,391.67  for  1919;  and 
$15,134.77  for  1920.  In  so  far  as  the  deficiencies  result  from  the 
inclusion  of  these  amounts  in  income,  they  will  be  revised  under 
Rule  50.  In  other  respects  the  respondent’s  determinations  for  the 
years  1919  and  1920  are  approved  and  the  case  in  so  far  as  those 
years  are  concerned  will  be  closed  under  the  Rule  50  settlement.  As 
to  1918  the  case  will  be  retained  on  the  docket  for  further  proceedings 
under  Rule  62. 

Judgment  will  be  entered  under  Rule  50. 
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Ferdinand  Buedingen  Co.,  Inc.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  8359.  Promulgated  October  16,  1928. 

Borrowing  funds  for  operating  expenses,  although  in  large  amount 
•  compared  with  invested  capital,  does  not,  per  se,  entitle  a  corpora¬ 
tion  to  special  assessment. 

H.  Earlton  Hones ,  Esq .,  for  the  petitioner. 

R.  H.  Rittefrbush ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  a  redetermination  of  a  deficiency  in  income 
and  profits  taxes  for  the  calendar  year  1920  in  the  amount  of 
$2,442.56.  Petitioner  alleges  two  errors,  the  substance  of  both  being 
that  the  Commissioner  erred  in  failing  to  find  that  abnormalties 
existed  with  reference  to  petitioner’s  invested  capital,  entitling  it  to 
special  assessment  under  section  328  of  the  Revenue  Act  of  1918,  and 
refusing  to  grant  such  special  assessment. 

findings  of  fact. 

Petitioner  is  a  New  York  corporation  with  its  principal  office  in 
Rochester.  Its  business  is  the  manufacture  of  paper  boxes.  The 
capital  stock  of  the  corporation  was  $5,000,  and  with  its  surplus  in 
1920  its  invested  capital  was  $23,497.54.  Its  net  income  for  1920 
was  $27,429.91,  and  it  paid  a  tax  of  $5,835.20,  that  is  21.27  per  cent 
if  its  net  income.  No  gains,  profits,  commissions  or  other  income 
inured  to  petitioner  for  the  taxable  year  on  cost-plus-basis  Govern¬ 
ment  contracts. 

Almost  the  whole  amount  of  its  invested  capital  was  invested  in 
machinery  and  other  properties,  which  condition  left  it  with  no 
>perating  capital.  By  reason  of  having  no  operating  capital,  it  was 
forced  to  pay  current  bills,  for  raw  material,  rents,  labor  and  other 
terns,  by  and  through  notes,  bills  payable  and  accounts  payable. 

Those  evidences  of  indebtedness  usually  ran  from  60  to  120  days. 
The  notes  given  to  the  banks  for  borrowed  money,  as  well  as  some  of 
he  bills  payable  for  raw  materials,  had  to  be  endorsed  by  the 
)ersonal  endorsement  of  two  of  its  wealthy  stockholders  before  they 
vould  be  accepted. 

Operating  capital  thus  borrowed  averaged  during  the  taxable  year 
ihout  $30,000.  There  was  no  abnormal  feature  in  petitioner’s  bu,si- 
less  operations  during  the  taxable  year,  urged  by  petitioner,  other 
ban  the  large  ratio  of  borrowed  capital  as  compared  with  invested 

apital. 

17173—28 - 9 
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I  he  deficiency  notice  is  not  in  the  record  and  there  was  no  evi¬ 
dence  in  regard  to  the  method  of  computation  adopted  by  the  Com¬ 
missioner  in  arriving  at  the  deficiency;  but  counsel  for  the  respond¬ 
ent  stated  at  the  hearing  that  the  tax  liability  had  been  computed 
under  section  302  of  the  Revenue  Act  of  1918,  and  that  as  so  com¬ 
puted  the  petitioner  in  efFect  had  gotten  a  benefit  equal  to  that 
which  it  would  have  gotten  without  applying  that  section  with  an 
invested  capital  of  $71,000.  That  .statement  was  in  no  wise  contro¬ 
verted  or  challenged. 

OPINION. 

Love:  In  this  case  the  only  issue  involved  is  whether  or  not  there 
existed  such  abnormal  conditions  in  the  conduct  of  petitioner’s  busi¬ 
ness  in  1920  as  would  justify  a  holding  that  it  was  entitled  to  have 
its  taxes  assessed  under  section  328  of  the  Revenue  Act  of  1918. 

It  may  be  conceded  that  petitioner’s  percentage  of  profit  in  the 
taxable  year  was  very  high,  but  that  does  not  entitle  it  to  special 
assessment.  Section  327  (d),  Revenue  Act  of  1918.  Its  average 
borrowed  capital  was  somewhat  in  excess  of  its  invested  capital,  and 
if  it  be  held  that  such  an  amount  wa.s  unusual  with  corporation  ex¬ 
periences,  such  abnormality  alone  and  within  itself  would  not  entitle 
a  corporation  to  special  assessment.  See  Decline  Manufacturing  Co ., 
6  B.  T.  A.  711;  C.  A.  Dahl ,  10  B.  T.  A.  915;  IIlggenbotham-Balleg- 
Logan  Co .,  8  B.  T.  A.  566. 

In  view  of  all  the  facts  in  this  case  we  are  convinced  that  in  having 
its  taxes  computed  under  section  302  it  obtained  all  the  benefits  to 
which  it  was  legally  entitled. 

Judgment  will  be  entered  for  the  respondent. 


Gus  Si  n  Booking  Exchange  Co.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 


Docket  No.  10786.  Promulgated  October  16,  1928. 

Littleton  :  This  proceeding  heretofore  came  on  for  hearing  and 
was  heard  on  May  9,  1927,  and  on  January  12,  1928,  the  Board  pro¬ 
mulgated  its  findings  of  fact  and  opinion  holding  that  the  petitioner 
was  not  entitled  to  personal  service  classification.  The  Board  also 
held  that  the  petitioner  was  not  entitled  to  have  its  profits  tax 
computed  under  section  328  of  the  Revenue  Act  of  1918. 

January  28  petitioner  filed  a  motion  for  rehearing  and  on  February 
7.  1928,  t lie  Board  granted  the  motion  for  a  new  trial  upon  the  issue 
whether  petitioner  was  entitled  to  special  assessment  and  denied  the 
motion  on  the  question  of  personal  service  classification.  I  pon 
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motion  of  the  Commissioner,  the  hearing  on  the  special  assessment 
issue  was  limited  to  the  question  whether  there  existed  such  abnor¬ 
malities  under  section  327  of  the  Revenue  Act  of  1918  as  to  warrant 
computation  of  the  tax  under  section  328.  Hearing  was  had  upon  the 
special  assessment  issue  and  by  order  made  and  entered  May  28,  1928, 
a  Division  of  the  Board  found  that  there  were  abnormalities  such  as 
to  warrant  computation  of  the  tax  under  section  328  of  the  Revenue 
Act  of  1918,  and  on  July  25  the  Commissioner  filed  a  notice  of  settle¬ 
ment  and  recomputation  of  the  tax  liability  for  the  years  1918,  1919, 
and  1920,  computing  the  profits  tax  for  those  years  under  the 
provisions  of  section  328. 

August  20,  1928,  petitioner  filed  a  motion  asking  the  Board  to 
require  the  Commissioner  to  show  the  basis  of  his  computation  of  the 
profits  tax  under  section  328,  which  motion  was,  by  order  entered 
September  12,  denied. 

In  the  order  of  September  12,  the  Board  placed  the  proceeding 
upon  the  day  calendar  of  October  10,  1928,  for  consideration  of  entry 
of  final  decision  under  Rule  62  (c).  September  22  counsel  for  the 
petitioner  filed  an  ‘Application  for  Subpoena  to  Answer  Interroga¬ 
tories,”  which  motion  was  denied  by  the  Board  September  25,  1928. 
Thereafter,  on  October  5,  counsel  for  petitioner  filed  with  the  Board 
an  application  for  a  subpoena  duces  tecum  for  the  production  by  the 
Commissioner  on  October  10  of  certain  information,  comparative 
statistics,  data  sheets,  card  records,  returns,  etc.,  as  set  forth  in  items 
1,  2  and  3  of  said  application  now  on  file.  In  paragraph  numbered  1 
of  the  application  petitioner  asks  for  a  subpoena  requiring  the  Com¬ 
missioner  to  produce  “Any  and  all  comparative  statistics,  data  sheets, 
record  cards,  and/or  data  records  prepared  or  compiled  by  said 
Commissioner  of  Internal  Revenue  prior  to  September  28,  1925,  as 
incident  to  petitioner’s  request  then  made  for  special  assessment  of  its 
profits  taxes  for  1918,  1919,  and  1920  under  section  328  of  the  Revenue 
Act  of  1918  ”  which  then  formed  the  basis  for  the  Commissioner’s 
refusal  on  September  28,  1925,  to  grant  the  petitioner  special 
assessment. 

The  Board  has  held  that  petitioner  is  entitled  to  special  assess¬ 
ment  and  there  is  nothing  in  this  application  to  show  that  the  records 
referred  to  in  this  paragraph  of  the  application  will  have  any 
reasonable  bearing  or  be  relevant  or  necessary  to  the  determination 
of  the  rate  of  petitioner’s  profits  tax  under  section  328.  The  appli¬ 
cation  for  a  subpoena  for  the  production  of  the  records  set  forth  in 
paragraph  numbered  1  of  the  application  is  hereby  denied. 

In  paragraph  numbered  2  of  the  application,  petitioner  asks  that 
the  Commissioner  be  required  to  produce  at  the  hearing  “Any  and 
all  comparative  statistics,  data  sheets,  record  cards,  and/or  data 
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records  prepared  or  compiled  by  said  Commissioner  of  Intern? 
Revenue  as  the  basis  of  his  proposed  redetermination  of  this  pet 
tioner’s  income  and  profits  taxes  for  1918,  1919  and  1920,  filed  b 
him  in  this  proceeding  on  July  25,  1928.”  The  records  called  for  i 
this  paragraph  of  the  application  are  those  records  which  the  Con 
missioner  compiled  and  used  in  the  recomputation  filed  by  him  wit 
the  Board  as  the  basis  for  the  entry  of  the  final  decision  in  this  prc 
ceeding  with  respect  to  the  petitioner’s  tax  for  the  years  1918,  19ld 
and  1920.  The  application  for  the  production  of  records  specifie< 
in  paragraph  2  of  the  application  is  granted  and  subpoena  will  issu 
accordingly. 

In  paragraph  numbered  3  of  the  application,  petitioner  request 
that  the  Commissioner  be  required  to  produce  on  October  10  “Anj 
and  all  comparative  statistics,  data  sheets,  record  cards,  and/or  dak 
records,  showing  the  profits  taxes  for  each  of  the  years  1918,  1919  anc 
1920,  and  also  the  ratio  of  each  such  profits  tax  to  net  income  for  th< 
corresponding  year  ”  of  six  named  corporations.  It  is  not  shown  oj 
claimed  that  the  Commissioner  has  compiled  any  statistics,  dat; 
sheets  or  made  any  card  records  or  data  records  relating  to  the  taxes 
income  and  invested  capital  of  the  six  corporations  named  in  the 
application  and  there  appears  no  necessity  why  the  Commissions 
should  be  required  to  compile  any  such  statistics.  Furthermore,  ever 
if  the  Board  could  require  the  Commissioner  to  compile  such  infor¬ 
mation  for  use  by  petitioner  upon  consideration  of  the  recomputation 
under  Rule  62(c),  the  application  for  subpoena  was  not  made  in  time 
to  enable  the  Board  to  issue  a  subpoena  and  give  the  Commissions 
sufficient  time  to  do  this.  However,  petitioner  is  entitled  under  Rule 
62(c),  upon  the  showing  made  in  the  application,  to  have  produced, 
upon  the  consideration  of  the  proper  rate  of  profits  tax  to  be  deter¬ 
mined  under  section  328,  the  income  and  profits-tax  returns  of  the 
corporations  mentioned  in  the  application,  together  with  the  Com¬ 
missioner’s  final  approved  determinations  in  respect  of  their  income, 
invested  capital,  and  tax  for  the  years  1918.  1919,  and  1920,  and  if 
such  documents  are  properly  offered  and  received  in  evidence,  peti¬ 
tioner  may  make  such  deductions  from  the  information  in  the  record 
as  it  may  desire  the  Board  to  consider.  Wherefore,  the  request  that 
the  Commissioner  be  required  to  appear  and  testify,  and  bring  with 
him  comparative  statistics,  data  sheets,  record  cards,  and/or  data 
records  showing  the  profits  taxes  for  the  years  1918,  1919,  and  1920 
and  ratio  of  each  such  profits  tax  to  net  income  for  the  correspond¬ 
ing  year  of  the  corporations  specified  in  paragraph  numbered  3  of 
the  application  is  denied. 

Subpoena  will. therefore  issue  requiring  the  Commissioner  or  such 
person  as  he  may  designate  to  appear  and  testify  before  the  Board 
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at  Washington  on  October  10,  1928,  and  that  he  bring  with  him  the 
income  and  profits-tax  returns  of  the  six  corporations  named  in  the 
application,  together  with  copies  of  his  final  determination  of  the 
income  and  profits-tax  liability  and  the  invested  capital  of  these 
corporations  for  the  years  1918,  1919,  and  1920. 


Minneapolis  Trust  Co.,  Successor  by  Consolidation  to  Wells- 
Dickey  Trust  Co.,  Trustee,  E.  P.  Wells  Family  Trust,  Peti¬ 
tioner,  v.  Commissioner  of  Internal  Revenue,  Respondent 


Docket  No.  14695.  Promulgated  October  16,  1928. 

A  legally  formed  trust  is  not  dissolved  by  an  instrument  jointly 
executed  by  the  donor,  the  trustees  and  all  of  the  beneficiaries, 
which  declares  that  the  same  is  thereby  revoked  but  conditioned 
upon  the  formation  of  a  new  trust  for  the  same  property  in  accord¬ 
ance  with  terms  therein  set  forth  and  naming  the  trustee  therefor. 

Egbert  S.  Oakley ,  Esq.,  and  Leamtt  R.  Barker ,  Esq.,  for  the 

petitioner. 

A.  H.  Fast,  Esq.,  for  the  respondent. 

Respondent  asserted  deficiencies  in  the  income  and  profits  tax  of 
petitioner,  as  follows: 


1920 

1921 

1922 
1923. 
1924 


$2,  981.  2S 
21.  777.  73 
1,  082.  68 
1,  553.  79 
47.  77 


and  petitioner  appeals,  assigning  as  error  on  the  part  of  respondent 
his  determination  of  a  taxable  gain  resulting  from  the  sale  of  trust 
assets. 


FINDINGS  OF  FACT. 

On  the  21st  day  of  June,  1911,  Edward  P.  Wells,  being  the  owner 
of  1,500  shares  of  the  common  stock  of  Russell-Miller  Milling  Co.  and 
26G  shares  of  the  stock  of  Wells  &  Dickey  Co.,  executed  a  certain 
declaration  of  trust  wherein  he  conveyed  to  Marguerite  Milton  Wells 
Stuart  Wilder  Wells,  Charles  G.  Ireys  and  Frank  G.  Jewett,  as 
trustees,  the  title  to  said  property,  to  be  held  by  them  in  trust  for 
certain  specific  purposes  set  forth  therein,  as  folknvs  : 


First:  To  possess,  retain,  hold,  keep,  manage  and  care  for  said  property  and 
the  whole  thereof,  with  full  power  to  sell,  exchange  and  dispose  of  the  same  or 
any  part  thereof,  at  such  times  and  on  such  terms  as  a  majority  of  said  Trus¬ 


tees  may  deem  best,  and  to  execute  and  deliver  conveyances  thereof  in  such 
manner  and  form  as  will  convey  to  purchasers  all  the  title  possessed  and 
enjoyed  by  the  party  of  the  first  part  at  the  date  hereof,  and  to  invest  and 
reinvest  the  proceeds  of  any  such  sales  in  such  interest  bearing  or  dividend 
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paying  stocks,  bonds  or  other  securities  from  time  to  time  as  may  be  determined 
by  a  majority  of  said  Trustees,  and  to  handle,  manage,  conserve  and  protect 
said  property  in  all  proper  ways. 

Second:  To  collect  and  receive  all  interest,  income  and  profits  arising  from 
such  personal  property  or  from  any  investment  or  reinvestment  of  said  trust 
estate  or  any  part  thereof,  and  after  paying  all  proper  charges  and  expenses,  to 
pay  the  net  interest,  income  and  profit  so  received  by  them  from  time  to  time 
as  so  received,  to  the  party  of  the  first  part  during  the  full  term  of  the  natural 
life  of  said  party  of  the  first  part,  and  upon  the  decease  of  the  said  party  of  the 
first  part,  to  pay  said  net  income,  interest  and  profit,  from  time  to  time  as 
received,  to  Nellie  M.  Wells,  wife  of  the  party  of  the  first  part,  if  then  living, 
during  the  full  term  of  her  natural  life,  and  after  the  death  of  the  party  of  the 
first  part  and  of  the  said  Nellie  M.  Wells,  to  pay  over  all  of  the  interest,  income 
and  profits  received  from  said  trust  estate  to  Marguerite  Milton  Wells,  Stuart 
Wilder  Wells,  Nora  Wells  Jewett  and  Florence  Wells  Ireys,  children  of  said 
party  of  the  first  part,  share  and  share  alike,  during  the  term  of  their  and  each 
of  their  natural  lives ;  and  in  the  event  of  the  death  of  either  of  said  children 
of  Edward  P.  Wells  leaving  issue  him  or  her  surviving,  such  deceased  person’s 
share  of  said  income  shall  be  paid  to  his  or  her  surviving  issue ;  if  only  one, 
then  all  to  that  one,  and  if  more  than  one,  then  share  and  share  alike.  Should 
any  one  of  said  children  die  or  have  died  leaving  a  will  but  no  issue,  then  such 
deceased  person’s  share  of  said  income  shall  thereafter  be  paid  in  accordance 
with  the  terms  of  said  will  and  to  the  beneficiary  named  therein;  but  should 
either  of  the  said  children  die  or  have  died  intestate  and  leaving  no  issue,  such 
deceased  person’s  share  of  said  income  shall  thereafter  be  paid  to  the  surviving 
children  of  Edward  P.  and  Nellie  M.  Wells,  equally ;  excepting  only,  that  should 
said  Stuart  Wilder  Wells,  one  of  said  children,  die  or  have  died  leaving  no 
issue  but  survived  by  his  wife,  Beatrice  Ireys  Wells,  then  one-half  of  all  said 
income  which  would  thereafter  have  been  by  the  terms  hereof  payable  to  said 
Stuart  Wilder  Wells  if  living,  shall  be  paid  to  his  said  widow,  Beatrice  Ireys 
Wells,  while  she  lives  and  remains  unmarried,  and  the  other  one-lmlf  of  such 
share  or  the  whole  thereof  after  the  death  or  remarriage  of  said  Beatrice 
Ireys  Wells,  shall  be  paid  thereafter  to  the  surviving  children  of  said  first  party, 
or  to  their  issue  if  either  of  them  be  then  deceased  leaving  issue;  the  children 
or  issue  of  any  deceased  person  to  take  only  the  share  which  its  or  their  father 
or  mother  would  have  been  entitled  to  if  living. 

Fifth:  It.  is  the  understanding  and  intention  hereof  that  the  trust  created 
hereby  shall  never  be  administered  by  fewer  than  three  Trustees,  the  remaining 
Trustees  after  the  death  of  any  one  of  the  Trustees  hereinbefore  named,  having 
the  power  and  it  being  their  duty,  immediately  upon  the  death  of  any  one  of  said 
Trustees,  to  elect  a  successor  to  such  deceased  Trustee,  and  whenever,  by  death, 
disability  or  refusal  to  act  the  number  of  said  Trustees  shall  be  reduced  to 
three,  it  is  understood  and  agreed  that  said  three  surviving  Trustees,  by  an 
instrument  in  writing  to  be  signed  by  at  least  two  of  them  shall  immediately 
select  and  appoint  a  competent  person  as  additional  Trustee,  *  *  * 

No  reservation  of  the  right  to  alter,  amend  or  revoke  said  trust 
instrument  was  contained  therein.  These  trustees  joined  in  the  exe¬ 
cution  of  said  trust  agreement,  accepted  the  trust,  and  functioned  as 
trustees  thereunder  until  on  or  about  the  27th  day  of  August,  1919, 
at  which  time  they,  together  with  certain  beneficiaries  named  in  said 
trust  instrument,  joined  in  the  execution  of  a  so-called  revocation  of 
trust,  as  follows: 
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Whereas,  Edward  P.  Wells  on  June  21st,  1911  established  a  certain  trust 
wherein  Marguerite  Milton  Wells,  Stuart  Wilder  Wells,  Charles  G.  Ireys 
and  Frank  G.  Jewett  were  Trustees,  which  trust  was  established  for  the  imme¬ 
diate  benefit  of  the  Donor,  and  for  the  ultimate  benefit  of  Nellie  M.  Wells,  his 
wife,  and  Marguerite  Milton  Wells,  Stuart  Wilder  Wells,  Nora  Wells 
Jewett  and  Florence  Wells  Ireys,  the  children  of  the  Donor,  and  Beatrice 
Ireys  Wells,  and 

Whereas,  such  trust  has  been  in  full  force  and  effect  since  June  21st,  1911 
and  the  trust  estate  has  been  and  still  is  in  tbe  possession  of  said  Trustees,  and 

Whereas,  the  Donor  is  now  desirous  of  surrendering  the  right  to  the  income 
from  the  trust  estate  and  to  eliminate  both  himself  and  Nellie  M.  Wells,  his 
wife,  from  among  the  beneficiaries  of  that  trust  so  as  to  give  the  present  use  and 
enjoyment  of  said  trust  fund  to  his  said  children  and  to  make  Wells-Dickey 
Trust  Company  the  Trustee  of  such  trust,  and 

Whereas,  it  is  deemed  advisable  by  all  parties  concerned  to  have  the  terms 
and  conditions  of  such  trust  re-written  in  a  new  document  wherein  Edward  P. 
Wells  shall  be  Donor,  Wells-Dickey  Trust  Company  shall  be  Trustee  and 
the  terms  and  conditions  of  such  trust  and  the  rights  of  the  respective  parties 
re-stated. 

Now  Thereeore,  in  consideration  of  the  making  of  such  new  Trust  Agreement 
by  said  Donor  and  at  his  request,  such  Trustees  do  hereby  assign,  transfer, 
and  convey  the  entire  trust  estate  to  Wells-Dickey  Trust  Company  as  Trustee 
in  trust  and  all  of  the  parties  hereto,  each  for  himself  or  herself  and  on  behalf 
of  their  respective  issue,  do  hereby  cancel  and  agree  to  the  termination  of  said 
former  trust  and  the  full  and  complete  revocation  thereof  by  said  Donor,  but 
solely  for  the  puropse  of  having  the  entire  trust  estate  impressed  with  the  terms 
of  the  new  trust  wherein  the  changes  are  solely  for  the  benefit  and  to  the 
advantage  of  each  and  every  beneficiary,  present  and  future. 

Each  of  the  parties  hereto,  who  were  former  beneficiaries,  does  hereby  under¬ 
take  and  agree  to  and  with  the  others  and  Wells-Dickey  Trust  Company 
that  all  of  the  beneficiaries  of  said  former  trust  will  accept  the  benefits  pro¬ 
vided  for  them  respectively  under  said  new  Trust  Agreement  with  said  Wells- 
Dickey  Trust  Company  as  Trustee  in  lieu  of  all  probable  or  possible  benefits 
Tat  might  ever  accrue  under  said  former  trust  and  that  this  promise  shall  be 
binding  upon  the  heirs,  executors,  administrators  and  assigns  of  said  respective 
parties,  so  undertaking  and  agreeing. 

It  is  mutually  understood  and  agreed  that  in  making  the  change  herein 
proposed  that  said  trust  estate  shall  not  hereby  become  the  property  of  said 
Donor  nor  be  subject  to  his  authority  or  dominion,  save  and  except  for  the  pur¬ 
pose  of  reestablishing  said  trust,  authority  for  the  doing  of  which  is  hereby 
granted. 

Dated  at  Minneapolis,  Minnesota,  this  27th  day  of  August,  1919. 

Edward  P.  Wells 
Nellie  M.  Wells 
Marguerite  Milton  Wells 
►Stuart  Wilder  Wells 
Charles  G.  Ireys,  as  Trustee 
Florence  Wells  Ireys 
Frank  G.  Jewett,  as  Trustee 
Nora  Wells  Jewett 
Marguerite  M.  Wells,  as  Trustee 
S.  W.  Wells,  as  Trustee 
Beatrice  Ireys  Wells 
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On  the  same  date  the  original  donor,  Edward  P.  Wells,  assuming 
the  dissolution  of  the  first  trust,  executed  a  second  so-called  trust 
agreement  with  intent  to  establish  a  new  and  different  trust  over  the 
property  conve}"ed  to  the  trustees  in  the  former  declaration  of  trust. 
In  the  new  trust  agreement  certain  essential  departures  from  the 
terms  of  the  first  created  trust  are  noted,  viz.,  (1)  The  Wells-Dickey 
Trust  Co.  is  made  trustee;  (2)  the  rights  of  the  donor  and  his  wife, 
Xellie  M.  W  ells,  to  the  income  during  their  respective  lives  are  sur¬ 
rendered  to  the  four  children,  who  take  at  once,  share  and  share 
alike;  (3)  certain  provisions  are  made  to  protect  the  capital  against 
impairment  below  $450,000;  (4)  the  power  of  the  trustee  to  sell  the 
original  securities  without  written  consent  of  certain  beneficiaries  is 
denied;  (5)  rights  of  a  majority  of  the  living  children  of  donor  to 
remove  trustee;  and  (6)  the  right  of  the  donor  to  revoke  or  modify 
the  trust  as  to  any  of  its  terms  is  reserved.  Other  changes  in  admini¬ 
strative  details  are  noted,  but  the  foregoing  are  sufficient  to  illustrate 
the  fundamental  departures  from  the  original  trust  idea. 

On  August  27,  1919,  the  Wells-Dickev  Trust  Co.  duly  assumed 
duties  as  trustee  for  the  property  sought  to  be  affected  by  these  sev¬ 
eral  trust  instruments  and  later  the  petitioner,  its  successor,  sold  the 
same.  The  Commissioner  reckoned  the  profit  to  petitioner  from  the 
sale  of  the  stock  of  the  Russell-Miller  Milling  Co.  by  deducting  the 
March  1,  1913,  value  of  $173  per  share  from  the  price  received. 


OPINION. 


Lansdon  :  It  is  conceded  that  the  declaration  of  trust,  executed 
July  21,  1911,  by  Edward  P.  Wells,  created  a  valid  trust  and  vested 
legal  title  to  the  property  in  the  trustee  named  therein;  also,  that  if 
said  trust  survived  the  efforts  of  August  27,  1919,  to  revoke  it.  it 
was  still  in  existence  and  the  owner  of  the  securities  on  the  date  of 
sale  and  that  in  such  event  the  March  1,  1913,  value  as  fixed  by  the 
Commissioner  is  the  true  cost  price  to  petitioner.  All  other  facts 


being  stipulated,  the  sole  question  for  determination  by  this  appeal  is 
t lie  legal  effect  of  the  so-called  revocation  of  trust,  executed  August 
27,  1919,  by  the  trustees,  the  donor,  Xellie  M.  Wells,  and  the  four 
children  named  as  beneficieries  of  the  trust. 

The  intentions  of  the  parties,  in  the  execution  of  this  revocation 
instrument,  may  be  gathered  from  the  reasons  tliev  assign  in  the  in- 
ducement  clauses  of  the  instrument  itself,  and  in  the  qualifying  re¬ 
strictions  they  impose  upon  their  successors  to  the  trust.  The  in¬ 
strument  first  enumerates  four  specific  objects  which  the  original 
maker  of  the  trust  desires  to  accomplish,  as  follows: 

(a)  To  surrender  his  rights  to  the  income  of  the  trust  estate; 

(b)  To  eliminate  both  himself  and  Xellie  M.  Wells  from  among 
the  beneficiaries  of  the  trust,  so  as 
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(c)  To  give  the  present  use  and  enjoyment  of  the  funds  to  the 
children;  and 

(d)  To  make  Wells-Dickey  Trust  Co.  trustee  of  the  estate. 

To  accomplish  this  the  instrument  then  states  that  it  is  deemed 
advisable  by  all  of  the  parties  concerned  to  have  the  terms  and  con¬ 
ditions  of  such  trust  rewritten  in  a  new  document  and  the  rights  of 
the  respective  parties  restated ,  and  that  “  In  consideration  of  the 
making  of  such  new  trust  agreement  by  said  donor  and  at  his 
request  ”  said  trustees  thereby  transfer  and  convey  the  entire  trust 
estate  to  Wells-Dickey  I  rust  Co.  as  trustee.  The  signers  of  this 
instrument  then  declare  that  they,  each  for  himself  or  herself  and  on 
behalf  of  their  respective  issue,  do  thereby  cancel  and  agree  to  the 
termination  of  the  said  former  trust  and  the  complete  revocation 
thereof  by  said  donor,  but  “solely  for  the  purpose  of  having  the 
entire  trust  estate  impressed  with  the  terms  of  the  new  trust  wherein 
the  changes  are  solely  for  the  benefit  and  to  the  advantage  of  each 
and  every  beneficiary ,  present  cmd  future (Italics  ours.) 

There  is  no  question  as  to  what  these  parties  desired  to  accomplish 
in  the  execution  of  this  instrument,  but  there  is  much  confusion 
indicated  in  their  minds  as  to  how  they  were  to  effect  these  changes 
without  losing  their  rights  under  the  trust.  It  is  noted  that  the 
trust  estate  i,s  conveyed  direct  to  the  Wells-Dickey  Trust  Co.  as 
trustee,  but  conditioned  that  the  donor  revoke  the  original  trust  and 
create  a  new  one  to  be  impressed  upon  said  property.  There  is  no 
attempt  to  revest  the  title  to  the  trust  estate  in  the  donor  and  they 
provide  against  such  a  contingency  by  the  provisions  contained  in  the 
concluding  paragraph  of  their  instrument,  as  follows : 

It  is  mutually  understood  and  agreed  that  in  making  the  change  herein 
pioposed  that  the  said  trust  estate  shall  not  become  the  property  of  said  donor 
nor  be  subject  to  his  authority  or  dominion  save  and  except  for  the  purpose  of 
re-establishing  said  trust,  authority  for  the  doing  of  which  is  hereby  granted. 

If  the  donor,  then,  was  given  any  authority  whatever  by  this  so- 
called  revocation  instrument,  which  is  extremely  doubtful,  it  was 
limited  to  the  rewriting  of  the  original  trust  agreement  and  restat¬ 
ing  the  terms  to  conform  to  the  changes  to  be  made  as  announced  in 
‘he  inducement  clauses  of  the  instrument.  The  fact  that  the  parties 
to  the  revocation  instrument  declared  their  intention  to  cancel  and 
revoke  said  trust  in  no  way  affected  or  impaired  its  status,  since  said 
feclarations  were  coupled  with  conditions  and  reservations  which 
preserved  the  ultimate  equities  of  the  parties  in  the  trust  property  and 
xmtinued  their  influence  and  control  over  it.  There  can  be  no  revoca¬ 
tion  which  does  not  revoke.  Whether  the  efforts  of  the  parties  in 
:his  case  effected  an  amendment  to  the  original  trust,  with  changed 
erms,  conditions  and  trustee,  is  immaterial  since  the  petitioner,  in 


1074 


13  U.  S.  BOARD  OP  TAX  APPEALS  REPORTS. 


(1069) 


possession  of  the  trust  property,  is  held  as  substituted  trustee,  under 
a  resulting  trust  in  favor  of  the  beneficiaries  of  the  trust  estate,  and 
as  such  must  administer  the  trust  until  relieved  of  same  according  to 
law.  Perry  on  Trusts  and  Trustees,  6th  Ed.,  ch.  24,  25;  Sprague  v. 
Trustee,  186  Mich.  554;  Drew  v.  Wakefield ,  54  Me.  291 ;  In  Re  Wells 
Estate ,  79  Minn.  58.  The  beneficial  ownership  of  the  securities  in¬ 
volved  having  remained  in  the  same  named  beneficiaries  since  the 
creation  of  the  trust  on  June  21,  1911,  until  the  date  of  their  sale  by 
the  petitioner  as  trustee,  and  it  being  conceded  in  such  event  that  the 
March  1,  1913,  value  is  the  true  basis  for  determination  of  gain  or 
loss  on  said  sales,  the  action  of  the  Commissioner  will  be  sustained. 

Decision  will  be  entered  for  the  respondent. 


United  States  Trust  Company  of  New  York,  Petitioner,  v. 

Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  12941.  Promulgated  October  16,  1928. 

1.  New  York  State  franchise  tax  on  trust  companies  which 
accrues  rateably  over  the  year,  is  deductible  as  it  accrues,  for  the 
purpose  of  determining  taxable  income  and  invested  capital  when 
accounts  are  kept  on  an  accrual  basis. 

2.  No  basis  for  the  application  of  equitable  estoppel  exists  in 
the  absence  of  a  showing  that  the  party  asserting  the  estoppel 
has  been  damaged. 

3.  No  basis  for  the  application  of  equitable  estoppel  exists 
where  the  facts  were  known  to  botli  parties  and  they  had  equal 
opportunity  to  ascertain  the  effects  thereof. 

4.  The  basis  on  which  returns  of  income  should  be  made  having 
been  established,  no  discretion  is  lodged  in  the  Commissioner  to 
determine  the  year  in  which  taxes  are  deductible. 

5.  Overpayments  of  taxes  of  prior  years,  which  are  subject 
to  refund,  are  properly  to  be  included  in  assets  in  computing 
invested  capital. 

6.  There  being  no  provision  for  the  payment  of  interest  on 
refunds  of  taxes  overpaid,  prior  to  the  enactment  of  the  Revenue 
Act  of  1921.  no  interest  on  refunds  accrued  prior  thereto. 

George  L.  Shearer ,  Esq.,  for  the  petitioner. 

Maxwell  E.  McDowell,  Esq.,  for  the  respondent. 

The  petitioner  seeks  a  redetermination  of  a  deficiency  of  $30.- 
424.78  in  income  and  profits  taxes  for  1921.  It  urges  that  the  Com¬ 
missioner  committed  error  in  (1)  disallowing  as  a  deduction  from 
gross  income  the  amount  of  $82,565  representing  New  York  State 
franchise  tax  accrued  during  the  last  six  months  of  1920  and  paid 
in  1921;  (2)  reducing  earned  surplus  by  $82,565  on  account  of  such 
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New  York  State  franchise  tax;  and  (3)  refusing  to  include  in  in¬ 
vested  capital  of  the  petitioner  $89,523.89  representing  an  overpay¬ 
ment  of  Spanish  war  taxes  in  the  amount  of  $52,014.23,  plus  interest 
on  such  amount  to  March  1,  1913,  of  $37,509.66.  The  petitioner 
further  alleged  error  with  respect  to  the  determination  of  inadmissi¬ 
ble  assets  in  computing  invested  capital,  but  such  allegation  of  error 
has  been  abandoned. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  New  York  corporation  with  its  principal  place 
of  business  located  at  No.  45  Wall  Street,  New  York  City. 

The  petitioner  at  all  times  herein  mentioned  has  kept  its  books 
on  the  accrual  basis.  The  New  York  franchise  tax  to  which  the 
23etitioner  was  subject  was  an  annual  tax,  payable  prior  to  Septem¬ 
ber  1  of  each  year  and  was  based  upon  the  average  capital,  surplus 
and  undivided  profits  of  the  company  for  the  year  ending  on  the 
preceding  June  30. 

The  petitioner  filed  a  return  for  the  year  1920,  and  deducted  in 
its  return  for  that  }^ear  an  amount  of  $82,565  appearing  on  its 
books  and  representing  accrued  New  York  franchise  tax  for  the 
period  from  July  1,  1920,  to  December  31,  1920,  which  was  payable 
prior  to  September  1,  1921,  and  paid  in  August,  1921.  Prior  to 
the  time  that  the  petitioner  prepared  its  returns  for  1921,  the  return 
for  1920  was  audited.  The  Commissioner  refused  to  allow  the 
deduction  of  the  said  amount  of  $82,565  accrued  franchise  taxes 
on  the  basis  that  such  tax  was  deductible  only  in  the  year  of  pay¬ 
ment.  In  preparing  its  return  for  the  year  1921  the  petitioner 
deducted  the  said  amount  of  $82,565  so  disavowed  in  the  year  1920 
as  a  deduction  for  1921. 

Thereafter  the  petitioner’s  return  for  1921  was  audited  and  this 
deduction  of  the  said  amount  of  $82,565  New  York  franchise  tax 
was  disallowed  for  the  year  1921  on  the  basis  that  it  was  a  proper 
deduction  in  the  year  of  accrual,  to  wit,  1920,  and  not  a  deduction  in 
1921  when  paid.  At  the  time  such  audit  of  the  1921  return  was 
made,  claim  for  refund  of  the  1920  tax  was  outlawed  by  the  period 
of  limitation  fixed  by  statute. 

The  petitioner  has  never  received  the  benefit  of  a  deduction  from 
its  income  for  the  said  amount  of  $82,565  franchise  tax,  although 
the  same  was  duly  paid  by  petitioner  to  the  State  of  New  York. 

The  invested  capital  of  the  petitioner  for  1921  was  adjusted  by 
respondent  by  reducing  the  petitioner’s  surplus  as  of  January  1, 
1921,  by  this  amount  of  $82,565,  on  the  ground  that  this  tax  was  a 
properly  entered  reserve  for  taxes  on  the  books  of  the  petitioner  as  of 
that  date.  After  the  said  amount  of  $82,565  New  York  franchise  tax 
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was  disallowed  as  a  deduction  in  the  1920  return,  the  petitioner 
in  preparing  its  1921  return  had  restored  that  amount  to  its  invested 
capital  for  1921. 

The  petitioner  paid  the  following  Spanish  War  taxes,  which  were 
known  as  special  bankers'  taxes,  on  the  following  dates: 

July  25,  1898 - L - $23,562.60 

July  3,  1899 -  24,244.00 

July  2,  1900 - - - - -  24,000.00 

July  3,  1910 _  24,000.00 

Total _  95,806.60 

Prior  to  January  1,  1914,  the  petitioner  filed  a  claim  for  refund  of 
said  taxes  upon  the  ground  that  only  part  of  its  capital  was  employed 
in  banking.  The  Supreme  Court  of  the  United  States  on  May  29, 
1922,  in  the  test  case  of  the  Fidelity  Deposit  Co.  of  Maryland  against 
the  United  States,  held  that  the  Act  of  1898  which  imposed  these 
war  taxes  placed  a  tax  only  upon  such  capital  as  was  actually  em¬ 
ployed  in  the  banking  business  and  that  the  capital  used  in  other 
branches  of  the  company  was  not  subject  to  the  tax.  Under  this 
decision  the  taxpayer  was  successful  in  its  claims  and  the  Treasury 
Department  reduced  the  tax  and  allowed  a  refund  of  $52,014.23,  with 
interest  in  the  amount  of  $81,609.36,  a  total  of  $133,623.59.  This 
refund  was  received  by  the  taxpayer  on  February  27,  1926.  Neither 
during  the  taxable  year  1921  nor  prior  thereto  has  any  entry  ap¬ 
peared  on  the  petitioner’s  book  of  this  claim  as  a  company  asset.  No 
part  of  such  amount  was  included  by  the  Commissioner  in  the  com¬ 
putation  of  petitioner’s  invested  capital. 

OPINION. 

Phillips:  This  proceeding  was  submitted  on  a  stipulation  of. the 
facts  which  have  been  adopted  as  our  findings  of  fact.  The  stipu¬ 
lation  was  supplemented  by  testimony  which  established  that  the 
New  York  State  franchise  tax  on  trust  companies  accrues  rateably 
over  the  year,  although  not  payable  until  after  its  close. 

It  appears  that  petitioner  was  subject  to  the  New  York  franchise 
tax  on  trust  companies,  which  is  an  annual  tax  imposed  for  the  year 
beginning  on  July  1  and  ending  on  June  30.  Under  the  decisions 
of  the  courts  of  that  State,  this  tax  accrues  rateably  over  such  year 
and  is  to  be  based  upon  the  average  capital,  surplus  and  undivided 
profits  for  the  year.  The  taxpayer  kept  its  books  on  a  calendar  year 
basis  and  on  December  31,  1920,  it  set  up  on  its  books  a  reserve  of 
$82,565  which  represented  the  franchise  tax  which  had  accrued  at 
that  date.  This  was  the  amount  of  franchise  tax  which  it  would 
have  been  required  to  pay  had  it  ceased  business  on  that  day  and, 
under  United  States  v.  Anderson ,  269  U.  S.  422;  5  Am.  Fed.  Tax 
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Rep.  5674,  was  properly  an  accrued  tax  and  constituted  a  proper 
deduction  from  income.  The  petitioner  claimed  it  as  such.  Some 
time  before  petitioner  filed  its  1921  return,  the  1920  return  was 
audited.  The  case  cited  above  was  not  decided  until  1926,  and  the 
audit  of  the  1920  return  must  have  been  made  prior  to  that  time. 
The  Commissioner  took  the  position  that  the  tax  in  question  did  not 
accrue  until  its  due  date  and  disallowed  the  deduction  claimed.  The 
petitioner  thereupon  claimed  the  amount  in  question  as  a  deduction 
for  1921.  After  the  statute  had  run  on  any  claim  for  refund  of  1920 
tax,  an  audit  of  the  1921  return  was  made  and  the  deduction  was 
disallowed  on  the  ground  that  the  amount  in  question  had  accrued 
in  1920. 

The  petitioner  takes  the  position  that  the  Commissioner  is  estopped 
to  deny  petitioner  the  right  to  deduct  this  amount  in  1921.  We  are 
of  the  opinion  that  some  of  the  elements  of  equitable  estoppel  are 
missing.  In  the  first  place,  it  has  not  been  shown  that  petitioner  was 
damaged.  It  is  true  that  it  never  will  receive  a  deduction  of  the  taxes 
which  accrued  during  the  last  half  of  1920,  but  it  is  also  true  that  if 
the  Commissioner  was  consistent  in  the  application  of  his  ruling,  it 
was  improperly  allowed  to  deduct  from  its  1920  income  the  tax  which 
accrued  in  the  latter  half  of  1919.  While  the  stipulation  is  silent 
as  to  the  amount  allowed  as  a  deduction  in  1920,  the  ruling  of  the 
Commissioner  upon  the  1920  return  was  that  such  taxes  were  de¬ 
ductible  in  the  year  of  payment;  presumably  the  amount  of  taxes 
paid  in  1920  was  allowed  as  a  deduction  for  that  year.  This  pre: 
sumption  is  strengthened  when/  we  consider  that  no  claim  for  re¬ 
fund  was  filed  for  1920.  The  deficiency  letter  discloses  the  capital 
and  surplus  of  the  petitioner  as  of  January  1,  1921,  as  in  excess  of 
$18,000,000.  The  amount  of  its  state  franchise  tax  indicates  sub¬ 
stantially  the  same  net  worth.  It  is  not  to  be  presumed  that  a  trust 
company  of  this  size,  doing  business  in  the  largest  city  in  the  United 
States,  would  not  have  protested  the  action  of  the  Commissioner  had 
it  been  so  inconsistent  on  its  face  as  to  have  ruled  that  taxes  were 
leductible  when  payable  and  at  the  same  time  have  disallowed  a  part 
if  the  taxes  which  became  payable  in  the  taxable  year.  The  posi¬ 
tion  assumed  by  the  Commissioner  in  the  two  years  wTas  inconsistent, 
lut  it  does  not  follow  that  any  loss  resulted  to  petitioner.  The  burden 
vas  on  the  petitioner  to  establish  that  such  was  the  case,  for  this  is 
>ne  of  the  elements  of  equitable  estoppel  upon  which  petitioner  relies. 

It  is  another  element  of  equitable  estoppel  that  the  party  claiming 
he  estoppel  should  have  had  the  right  to  rely  upon  the  position  taken 
iy  his  adversary.  Here  there  was  no  misrepresentation  of  facts ;  the 
•uling  was  solely  one  of  law.  Petitioner  had  claimed  that  these  taxes 
iccrued  rateably;  the  respondent  ruled  that  they  accrued  wThen  pay- 
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able.  Each  was  in  a  similar  position  with  respect  to  ability  to  deter¬ 
mine  what  was  the  law.  Petitioner  seeks  to  avoid  this  conclusion  by 
urging  that  the  statute  left  it  to  the  sound  discretion  of  the  Commis¬ 
sioner  to  determine  when  the  franchise  tax  should  be  deducted,  and 
cites  section  212  (b)  of  the  Revenue  Acts  of  1918  and  1921  and  Hymns 
(  ool  Co.  v.  I  nited  States ,  26  Fed.  (2d)  805.  In  some  matters  dis¬ 
cretion  is  lodged  in  the  Commissioner,  but  with  respect  to  such  deduc¬ 
tions  as  taxes  the  Commissioner  has  no  such  discretion  as  the  taxpayer 
urges.  United  States  v.  Anderson ,  supra.  The  statute  provides 
when  they  shall  be  deducted.  We  see  no  ground  upon  which  peti¬ 
tioner  could  be  said  to  have  been  justified  in  relying  upon  the  ruling 
of  the  Commissioner  upon  a  question  of  law  to  the  extent  necessary 
to  constitute  an  estoppel.  We  are  of  the  opinion  that  if  there  are 
circumstances  under  which  the  United  States  may  be  estopped  from 
collecting  taxes  legally  due  except  for  such  estoppel,  they  no  not 
exist  in  the  instant  case. 

It  may  be  proper  to  point  out  that  the  question  here  involved  is 
essentially  different  from  that  which  arises  where  one  public  officer 
seeks  to  invalidate  or  vacate  an  action  or  decision  made  by  his  prede¬ 
cessor  in  office.  Although  having  some  matters  in  common,  the 
bases  on  which  the  two  doctrines  rest  are  so  dissimilar  that  we  have 
not  felt  it  necessary  in  this  opinion  to  discuss  the  court  and  Board 
decisions  which  deal  with  the  power  of  a  successor  in  office. 

I  he  petitioner  contends  that  its  earned  surplus  as  of  January  1. 
1-921,  was  improperly  reduced  by  the  amount  of  the  franchise  tax 
which  had  accrued  at  that  date  for  the  last  six  months  of  1920.  We 


are  of  the  opinion  that  as  such  taxes  were  a  proper  charge  against  the 
income  of  the  petitioner  for  1920  they  were  properly  deducted  in 
computing  its  surplus  on  January  1,  1921. 

The  petitioner  claims  that  its  invested  capital  should  not  have  been 
reduced  by  $52,014.23,  the  amount  of  Spanish  War  taxes  which  had 
been  illegally  exacted  from  it  in  past  years,  for  the  refund  of  which  it 
had  filed  a  claim  which  was  paid  in  1926.  The  respondent  in  his 
brief  confesses  error  in  reducing  earned  surplus  by  reason  of  such 
payment.  1  he  petitioner  has  also  claimed  the  right  to  have  included 
in  invested  capital  interest  on  such  amount  from  the  date  of  payment 
to  March  1,  1913.  This  must  be  denied  if  only  for  the  reason  that 
until  the  enactment  of  the  Revenue  Act  of  1921  on  November  23.  1921, 
no  right  existed  to  recover  interest  from  the  United  States  on  a 
refund  of  taxes  overpaid.  It  follows  that  on  January  1,  1921,  the 
date  to  be  used  in  computing  invested  capital,  no  interest  had  accrued 
which  could  be  included  in  the  determination  of  petitioner’s  surplus 
on  that  date. 


Decision  will  be  entered  under  Rule  50. 


FARMERS  ELEVATOR  CO.  1079 

Farmers  Elevator  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13424.  Promulgated  October  17,  1928. 

Held,  that  at  the  date  of  the  deficiency  notice  the  statute  of 
limitations  had  run  against  the  assessment  and  collection  of  any 
additional  taxes.  Fred  T.  Ley  &  Co.,  9  B.  T.  A.  749. 

C.  H.  Preston ,  C .  P.  A.,  for  the  petitioner. 

Arthur  H.  Murray ,  Esq.,  for  the  respondent. 

The  respondent  asserts  a  deficiency  in  income  and  profits  tax  for 
the  fiscal  year  ended  June  30,  1921,  in  the  amount  of  $78.28.  The 
only  issue  is  whether  the  statute  of  limitations  had  run  against  the 
deficiency  at  the  date  of  the  deficiency  notice. 

The  following  stipulation  of  the  parties  is  accepted  and  adopted 
by  the  Board  as  its 

FINDINGS  OF  FACT. 

1.  Petitioner  is  a  Minnesota  corporation  with  its  principal  office  at 
Brewster. 

2.  The  taxes  in  controversy  are  income  and  excess-profits  taxes  for 
thejiscal  year  ended  June  30,  1921,  and  amount  to  $78.28. 

3.  Petitioner  prepared  its  return  for  the  fiscal  year  June  30,  1921, 
in  accordance  with  the  then  existing  requirements  of  the  Revenue  Act 
of  1918,  and  said  return  was  filed  with  the  collector  of  internal 
revenue  on  August  25,  1921. 

4.  That  petitioner  had  established  its  fiscal  year  by  closing  its 
books  and  reporting  its  income  on  years  ending  June  30,  which  fiscal 
year  basis  had  been  accepted  by  respondent  for  several  years  preced¬ 
ing  the  fiscal  year  ended  June  30,  1921. 

5.  That  subsequent  to  the  filing  of  the  return  referred  to  in  para¬ 
graph  3  hereof,  and  subsequent  to  the  enactment  of  the  Revenue  Act 
of  1921,  no  other  or  further  return  for  the  fiscal  year  ended  June  30, 
1921,  was  filed  by  petitioner  with  the  collector  of  internal  revenue. 

6.  The  deficiency  letter  was  mailed  to  petitioner  on  February  2, 
1926. 

7.  The  deficiency  in  controversy  resulted  from  the  disallowance  by 
respondent  of  certain  bad  debts  deducted  by  petitioner  in  its  return 
filed  for  the  fiscal  year  ended  June  30,  1921,  under  the  provisions  of 
the  Revenue  Act  of  1918. 

8.  That  no  waiver  of  the  statutory  limitation  period  on  assessment 
or  collection  of  the  1921  income  or  excess-profits  taxes  was  executed 
or  filed  by  petitioner  with  respondent. 
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OPINION. 

Lansdon  :  The  stipulation  here  establishes  a  state  of  facts  on  al 
fours  with  the  record  in  the  proceeding  of  Fred  T.  Ley  &  Co .,  { 
B.  T.  A.  749,  and  that  of  M.  Broken  &  Co .,  9  B.  T.  A.  753.  On  tin 
authority  of  our  decisions  in  such  proceedings  we  hold  that  in  this! 
proceeding  the  statute  of  limitations  had  run  at  February  2,  1926. 

Decision  will  be  entered  for  the  petitioner. \ 


Farmers  Co-operative  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  16342.  Promulgated  October  17,  1928. 

Held,  that  at  the  date  of  the  deficiency  notice  the  statute  of  lim¬ 
itations  had  run  against  the  assessment  and  collection  of  any  addi¬ 
tional  taxes.  Fred  T.  Ley  d  Co.,  9  B.  T.  A.  749. 

Charles  H.  Preston ,  C.  P.  A .,  for  the  petitioner. 

A.  II.  Fast ,  Esq .,  rfor  the  respondent. 

The  respondent  asserts  a  deficiency  in  income  and  profits  tax  for 
the  fiscal  year  ended  April  30,  1921,  in  the  amount  of  $1,436.24. 
The  only  issue  is  whether  the  statute  of  limitations  had  run  against 
the  deficiency  at  the  date  of  the  deficiency  notice. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  South  Dakota  corporation,  with  its  principal 
office  at  Brookings. 

During  the  taxable  period  involved  in  this  appeal  the  taxpayer 
kept  its  books  on  the  basis  of  a  fiscal  year  ending  April  30.  On 
June  9,  1921,  the  taxpayer  filed  with  the  proper  collector  of  internal 
revenue  its  return  of  income  for  the  fiscal  period  ending  April  30. 
1921.  After  the  enactment  of  the  Revenue  Act  of  1921  no  other  or 
further  return  *for  the  fiscal  year  ending  April  30,  1921,  was  filed  by 
this  taxpayer. 

No  waiver  of  the  statutory  limitation  period  on  assessment  or  col¬ 
lection  of  the  1921  income  or  excess-profits  taxes  was  ever  executed 
or  filed  with  the  Commissioner  of  Internal  Revenue  by  this  taxpayer. 

On  March  6,  1926,  the  Commissioner  of  Internal  Revenue  mailed 
to  this  taxpayer  the  so-called  60-dav  or  deficiency  letter  provided 
for  in  section  274  of  the  Revenue  Act  of  1926,  showing  a  deficiency 
due  from  this  taxpayer  for  the  fiscal  year  ending  April  30,  1921,  in 
the  amount  of  $1,436.24.  Neither  the  $1,436.24  nor  any  part  thereof 
has  been  assessed  against  this  taxpayer  prior  to  or  since  the  mailing 
of  said  deficiency  letter  on  said  March  26,  1926. 
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In  its  income-tax  return  for  the  fiscal  year  ended  April  30,  1921, 
the  petitioner  deducted  the  amount  of  $19,217.80  as  patronage  divi¬ 
dends  prorated  and  paid  to  its  members.  Upon  audit  of  such  return 
the  Commissioner  disallowed  such  patronage  dividends  as  deductions 
from  taxable  income,  made  some  minor  adjustments  which  imposed 
no  additional  tax  under  the  Revenue  Act  of  1921,  and  asserted  the 
deficiency  here  in  question. 

,  OPINION. 

Lansdon:  The  evidence  in  this  proceeding  establishes  a  state  of 
facts  on  all  fours  with  the  records  of  the  proceedings  of  Fred  T. 
Ley  &  Co .,  9  B.  T.  A.  749;  M.  Brown  &  Co. ,  9  B.  T.  A.  753; 
and  Farmers  Elevator *  Co.,  13  B.  T.  A.  1079.  On  the  authority  of  our 
decisions,  in  the  proceedings  cited,  we  hold  that  in  this  proceeding 
the  statute  of  limitations  had  run  against  the  proposed  deficiency 
at  March  26,  1926. 

.  Decision  will  be  entered  for  the  petitioner. 


Clarence  A.  Miller,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  14087.  Promulgated  October  17,  1928. 

1.  Held,  that  during  1920  the  petitioner  was  not  domiciled  in 
Texas  but  was  domiciled  in  the  State  of  Tamaulipas,  Mexico. 

2.  Held,  that  under  the  laws  of  petitioner’s  domicile  during  1920 
the  wife  had  vested  interest  in  the  community  property  and  under 
section  1212  of  the  Revenue  Act  of  1926  separate  or  community 
returns  filed  by  them  were  proper. 

3.  Where  petitioner  filed  a  joint  or  combined  return  and  at  the 
same  time  he  and  his  wife  filed  separate  or  community  returns, 
all  of  which  were  transmitted  by  a  letter  wherein  the  petitioner 
expressed  a  belief  that  he  was  entitled  to  the  benefits  resulting 
from  the  filing  of  community  returns  and  where  he  continually 
thereafter  has  contended  that  he  was  entitled  to  such  benefits, 
held  that  the  filing  of  the  joint  return  does  not  now  prevent  the 
acceptance  of  the  separate  or  community  returns. 

Chester  A.  Bennett ,  Esq.,  for  the  petitioner. 

Brice  Toole ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
ncome  tax  of  $4,192.90  for  1920.  The  deficiency  results  from  the 
“Ction  of  the  respondent  in  accepting  a  joint  return  filed  by  the 
>etitioner  and  refusing  to  accept  separate  returns  filed  at  the  same 
ime  by  the  petitioner  and  his  wife  on  the  community  basis. 
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FINDINGS  OF  FACT. 


The  petitioner  was  born  in*  Hou,stonia,  Saline  County,  Mo.  Fron 
about  1883  until  about  March,  1903,  he  lived  in  Kansas  City,  Mo. 
in  which  city  he  married  o£  May  29,  1901.  In  1903  the  petitioner  and 
his  wife  left  Kansas  City  and  resided  in  Washington,  D.  C.,  where 
petitioner  was  employed  in  the  civil  service  of  the  Federal  Govern 
ment.  While  so  employed,  and  in  1907,  he  was  appointed  United 
States  Consul  at  Matamoros,  Mexico,  and  served  there  until  Febru¬ 
ary,  1910,  when  he  was  transferred  to  Tampico,  Mexico.  He  wa.« 
accompanied  by  hi,s  wife  at  Matamoros  and  Tampico.  The  petitionei 
served  as  United  States  Consul  at  Tampico,  which  is  in  the  State  oi 
Tamaulipas,  Mexico,  until  about  September  1,  191-4,  when  he  resigned 
to  accept  a  position  in  Tampico  with  the  Texas  Company,  which  had 
its  headquarters  at  Houston,  Tex.  The  petitioner  while  in  the  em¬ 
ployment  of  the  Texas  Company  went  once  or  twice  a  year  tc 
Houston  for  conferences.  In  1920  he  resigned  his  position  with  the 
Texas  Company  in  Tampico.  He  then  opened  a  law  office  in  that 
city  and  engaged  in  various  business  enterprises  there  until  he  left 
Tampico  permanently  in  October.  1922,  and  moved  to  Houston,  lex 

Before  going  to  Mexico  in  1907,  the  petitioner  had  never  actualh 
lived  in  Texas,  nor  did  he  own  any  property  there.  After  resigning 
as  consul  in  1914,  it  was  his  intention  to  make  Houston,  Tex.,  his 
home  at  such  time  as  he  might  leave  Mexico  and  he  thereafter  re 
garded  Houston  as  his  place  of  residence  in  the  United  States.  About 
1915  he  opened  an  account  with  the  First  National  Bank  of  Houston 
During  the  entire  15  years  he  wa£  in  Mexico  he  had  his  home  there 
He  moved  to  Texas  for  the  first  time  when  he  left  Mexico  in  October 
1922.  While  probably  knowing  that  as  a  nonresident  citizen  of  tlu 
United  States  he  should  file  his  income-tax  returns  with  the  collectoi 
of  internal  revenue  at  Baltimore,  Md.,  the  petitioner  from  the  time 
he  resigned  as  consul  filed  his  returns  with  the  collector  of  internal 
revenue  at  Austin,  Tex.,  since  he  considered  that  Texas  was  hi* 
headquarters.  The  first  return  and  the  only  one  filed  by  the  petitionei 
while  serving  as  consul  was  filed  at  Kansas  City,  Mo. 

For  the  year  1920  the  petitioner  forwarded  to  the  collector  of 
internal  revenue  at  Austin,  Tex.,  three  income-tax  returns,  which 
were  accompanied  by  the  following  letter  dated  March  2G,  1921 : 


I  hand  you  herewith  return  for  year  1920  made  in  same  form  as  I  have  been 
making  same  to  your  office  for  the  past  few  years.  In  addition  I  hand  you 
herewith  return  for  same  period  and  same  income  but  as  separate  returns  foi 
myself  and  wife. 

Since  1914  have  been  paying  my  income  tax  to  the  Austin  office  and  wish  t< 
avail  myself,  if  entitled  thereto,  to  recent  decision  considering  income  of  husbaix 
as  community  property.  In  so  far  as  I  have  legal  residence  for  income  ta> 
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purposes  it  has  been  Austin  Texas  since  1914.  I  have  been  in  Mexico  since 
Oct.  1907 — as  American  Consul  in  Matamoros  then  later  as  consul  in  Tampico. 
Later  Vice  President  and  Gen.  Mgr.  Texas  Co.  of  Mexico  and  for  the  last  year 
independent  attorney.  I  am  still  carried  as  honorary  vice  consul. 

To  the  best  of  my  recollection  I  have  not  voted  or  exercised  act  of  citizenship 
in  any  state  since  1908  due  always  to  important  matters  which  kept  me  at  my 
post. 

In  view  of  all  facts  of  case  believe  that  I  am  entitled  to  benefits  of  this 
ruling  but  respectfully  submit  same  to  you  for  your  consideration — requesting 
that  I  be  notified  of  your  decision  at  an  early  date. 

I  trust  that  my  delay  in  filing  these  returns  will  be  pardoned  as  we  were 
unable  to  get  forms  here  as  shown  by  statement  of  Consul  in  Tampico.  In  addi¬ 
tion  will  state  that  on  March  3rd.  I  wrote  you  asking  for  an  extension  of  30  days 
within  which  to  make  return. 

I  enclose  herewith  New  York  draft  for  $2,989.53  first  payment  as  computed 
on  my  original  or  combined  return  with  request  that  if  allowed  to  make 
separate  returns  that  same  will  be  applied  as  first  payments  on  separate  returns 
of  myself  and  wife. 


In  determining  the  deficiency  involved  herein  the  respondent  ac¬ 
cepted  the  return  referred  to  by  the  petitioner  in  his  letter  as  his 
u  original  or  combined  return.”  In  so  doing  the  respondent  refused 
to  accept  the  separate  returns  in  each  of  which  was  reported  one- 
half  of  the  amounts  shown  in  the  combined  return  as  the  income 
received  by  the  petitioner  as  salary  and  from  his  profession  and  from 
the  sale  of  stock  owned  by  him  to  the  acquisition  of  which  his  wife 
did  not  contribute.  The  stock  sold  in  1920  was  also  acquired  by  the 
petitioner  in  that  year. 

During  the  entire  year  1920  the  petitioner’s  principal  place  of  busi¬ 
ness  was  in  the  City  of  Tampico,  State  of  Tamaulipas,  Mexico,  where 
he  and  his  wife  were  also  living  and  had  their  home. 

OPINION. 


Trammell  :  The  petitioner  contends  that  the  respondent  erred  in 
accepting  the  “  original  or  combined  ”  return  and  rejecting  the  sepa¬ 
rate  or  community  returns.  In  support  of  this  contention  the  peti¬ 
tioner  urges  that  in  1920  he  had  a  domicile  either  in  the  State  of 
Texas  or  in  the  State  of  Tamaulipas,  Mexico,  and  in  whichever 
State  his  domicile  may  be  determined  to  have  been  he  was  entitled 
to  file  a  return  on  a  community  basis,  since  there  existed  in  each 
State  a  community  system  of  holding  property  which  vested  in  his 
wife  the  right  to  one-half  of  his  income  from  the  time  such  income 
came  into  existence. 

The  respondent  admits  that  if  it  be  determined  that  the  petitioner 
was  domiciled  in  Texas  during  1920  he  and  his  wife  were  entitled  to 
file  returns  on  the  community  basis  provided  they  were  not  barred 
from  so  doing  by  the  combined  and  community  returns  having  been 
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filed  at  the  same  time.  The  respondent  contends,  however,  that  the 
petitioner  having  filed  a  combined  return  and  he  and  his  wife  having 
filed  community  returns  at  the  same  time,  leaving  to  the  respondent 
the  election  as  to  which  he  would  accept  as  correct,  and  he  having 
accepted  the  joint  return,  the  petitioner’s  tax  liability  then  became 
fixed  and  community  returns  may  not  therefore  be  accepted. 

The  question  of  domicile  was  considered  in  Mitchell  v.  United 
States ,  88  U.  S.  350,  where  the  court  said : 

Domicile  has  been  thus  defined:  “A  residence  at  a  particular  place  accom¬ 
panied  with  positive  or  presumptive  proof  of  an  intention  to  remain  there  for 
an  unlimited  time.”  This  definition  is  approved  by  Phillimore  in  his  work  on 
the  subject.  By  the  term  domicile,  in  its  ordinary  acceptation,  is  meant  the 
place  where  a  person  lives  and  has  his  home.  The  place  where  a  person 
lives  is  taken  to  be  his  domicile  until  facts  adduced  establish  the  contrary. 
******* 

A  domicile  once  acquired  is  presumed  to  continue  until  it  is  shown  to  have 
been  changed.  Where  a  change  of  domicile  is  alleged  the  burden  of  proving 
it  rests  upon  the  person  making  the  allegation.  To  constitute  the  new  domicile 
two  things  are  indispensable :  First,  residence  in  the  new  locality ;  and  second, 
the  intention  to  remain  there.  The  change  cannot  be  made  except  facto  et 
ammo.  Both  are  alike  necessary.  Either  without  the  other  is  insufficient. 
Mere  absence  from  a  fixed  home,  however  long  continued,  cannot  work  the 
change.  There  must  be  the  animus  to  change  the  prior  domicile  for  another. 
Until  the  new  one  is  acquired,  the  old  one  remains.  These  principles  are 
axiomatic  in  the  law  upon  the  subject. 

******* 
Among  the  circumstances  usually  relied  upon  to  establish  the  animus  manendi 
are :  Declarations  of  the  party ;  the  exercise  of  political  rights ;  the  payment  of 
personal  taxes;  a  house  of  residence,  and  a  place  of  business. 


During  the  entire  15  years  the  petitioner  was  in  Mexico  he  had  his 
home  there,  and  from  the  time  he  resigned  as  consul  in  1914  he  had 
his  place  of  business  there.  While  he  went  to  Houston  once  or  twice 
a  year  for  conferences  during  the  time  he  was  in  the  employment  of 
the  Texas  Company,  it  was  not  until  1922  that  he  moved  to  Texas  for 
the  first  time.  While  he  testified  that  after  resigning  as  consul  he 
intended  to  make  Houston  his  home  at  such  time  as  he  might  leave 
Mexico,  there  is  nothing  in  the  record  to  indicate  that  at  that  time 
or  prior  to  1922  he  entertained  an  intention  to  leave  Mexico  or  to 
leave  there  at  any  particular  time.  Even  though  after  entering  the 
employment  of  the  Texas  Company  he  considered  Houston  as  his 
place  of  residence  in  the  United  States  and  thereafter  opened  a  bank 
account  at  that  place  and  during  subsequent  years  filed  his  income- 
tax  returns  at  Austin,  we  do  not  think  these  facts  when  considered  in 
connection  with  other  facts  in  the  case  are  sufficient  to  establish  that 
Miller  was  domiciled  in  Texas  during  1920.  The  petitioner  at  most 
intended  to  establish  his  domicile  in  Texas  at  a  future  time.  There 
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is  nothing  to  indicate  that  during  the  taxable  year  he  had  actually 
done  so.  He  had  never  resided  there. 

The  next  question  is,  Had  the  petitioner  established  his  domicile 
in  the  State  of  Tamaulipas  during  the  taxable  year?  In  examining 
the  question  from  the  standpoint  of  the  law  of  Tamaulipas,  we  find 
that  Article  27  of  the  Civil  Code  of  the  Mexican  Federal  District 
and  Territories,  which  was  promulgated  on  March  31,  1884,  and  effec¬ 
tive  in  such  district  and  territories  from  June  1,  1884,  and  which  was 
subsequently  adopted  by  the  State  of  Tamaulipas  and  came  into  force 
in  that  State  on  September  16,  1896,  provides: 

The  domicile  of  a  person  is  the  place  in  which  he  habitually  resides ;  in  de¬ 
fault  of  this,  that  in  which  he  has  the  principal  seat  of  his  business.  Wanting 
ioth,  the  domicile  of  a  person  shall  be  reputed  to  be  the  place  in  which  he 
nay  be  found. 

Article  209  of  the  Code  of  Civil  Procedure  for  the  Mexican  Fed¬ 
eral  District  and  Territories  which  was  promulgated  on  June  15, 
1908,  and  became  effective  July  1,  1908,  provides: 

In  order  for  the  residence  spoken  of  in  article  27  of  the  Civil  Code  to  be  con- 
idered  habitual,  it  should  last  six  months.  He  who  does  not  wish  to  lose  his 
lomicile  should  thus  manifest  to  the  municipal  authority,  and  said  authority 
rill  issue  a  certificate  of  declaration  which  will  serve  as  proof  in  the  place  in 
rhich  he  has  resided  longer  than  that  shown  by  the  law  to  acquire  a  domicile. 

Considering  the  facts  in  this  case  in  connection  with  the  above 
[uoted  provisions  of  the  law,  we  are  of  the  opinion  that  the  petitioner 
net  the  requirements  of  domicile  in  Tamaulipas,  and  that  during 
920  he  was  domiciled  in  that  State. 

With  respect  to  the  remainder  of  the  contention  relating  to  the 
xistence  in  the  State  of  Tamaulipas  of  a  community  system  of  hold- 
ug  property  by  which  there  was  vested  in  the  petitioner’s  wife  the 
ight  to  one-half  of  his  income,  it  will  be  necessary  to  determine  what 
iw  was  applicable. 

In  advising  the  petitioner  of  the  deficiency  involved  herein  the  re- 
pondent  informed  him  that  he  was  not  entitled  to  report  his  income 
n  the  community  basis  according  to  the  laws  of  Mexico  and  relied 
n  I.  T.  1646,  Cumulative  Bulletin  II-l,  p.  145.  In  I.  T.  1646  it 
5  held  that  in  general,  married  citizens  of  the  United  States  residing 
i  Mexico  are  not  entitled  to  report  for  purposes  of  income  tax  upon 
le  same  basis  as  married  residents  of  Texas  may  report  community 
icome.  The  basis  of  this  holding  is  a  decree  issued  by  Carranza  in 
)1  < ,  in  which  the  community  system  of  marital  property  was  abol- 
hed  within  the  Federal  District  and  Territories,  with  certain  reser- 
itions  applicable  to  marriages  previously  contracted. 

The  record  in  this  case  shows  that  the  Law  of  Family  Relations 
3  contained  in  the  Carranza  decree  referred  to  above  and  which 


1086 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(1081) 


was  issued  on  April  9,  1917,  and  promulgated  on  the  12th  of  the 
same  month  was  for  the  Federal  District  and  Territories,  and 
Tamaulipas  being  a  State,  it  was  not  included  within  such  district 
and  territories.  The  record  further  shows  that  before  the  Federal 
Constitution  of  1917  was  adopted,  and  which  went  into  effect  on  May 
1,  1917,  the  governors  of  the  States  were  invested  during  the  revolu¬ 
tion  with  all  classes  of  powers,  even  that  of  legislation.  The  con¬ 
stitutional  order  was  reestablished  in  the  Republic  on  May  1.  1917. 
and  all  the  Federal  agencies  recommended  to  be  ruled  by  the  Fed¬ 
eral  Pact  which  does  not  concede  to  the  governors  of  the  States  the 
power  to  legislate  but  gives  such  power  to  the  legislatures  of  the 
States.  Among  the  powers  granted  by  the  constitution  of  the  State 
to  the  governors  is  not  found  authority  to  “  issue"  laws,  which  power 
is  reserved  to  the  legislature. 

In  this  state  of  affairs  and  on  June  29,  1918,  Osuna,  the  provi¬ 
sional  governor  of  Tamaulipas,  issued  a  decree  purporting  to  put 
in  force  in  the  State  the  Law  of  Family  Relations  which  Carranza 
had  promulgated  on  April  12,  1917,  for  the  Federal  District  and 
Territories.  When  Osuna  issued  the  decree  of  June  29,  1918,  he 
did  not  have  the  power  to  legislate.  While  the  Supreme  Court  of 
Mexico  has  never  passed  on  the  question  of  the  effect  or  constitu¬ 
tionality  of  this  particular  decree  of  Osuna,  it  has,  however,  held  that 

another  decree  issued  bv  him  under  similar  circumstances  was  uncon- 

%> 

stitutional  for  the  reason  that  he  did  not  have  authority  to  legislate. 

Many  acts  of  civil  status,  including  marriages,  were  performed 
in  accordance  with  the  federal  Law  of  Family  Relations  which  Osuna 
purported  to  put  into  effect  by  his  decree  of  June  29,  1918.  In 
order  to  validate  the  acts  performed  on  the  basis  of  the  Law  of 
Family  Relations  purported  to  be  put  into  effect  by  this  decree, 
the  legislature  of  the  State  of  Tamaulipas  “  issued  "  a  new  Law  of 
Family  Relations  almost  identical  with  the  federal  law.  I  his  new 
law  was  promulgated  on  September  1, 1923,  and  from  that  date  was  in 
full  force  and  effect.  This  new  law  validated  only  acts  of  civil  status, 
that  is,  marriages,  divorces,  adoptions,  etc.,  which  might  have  been 
made  in  accordance  with  the  law  as  contained  in  the  Carranza  decree, 
but  it  did  not  refer  in  any  way  to  acts  based  on  the  relations  between 
tiie  spouses  in  accordance  with  the  Civil  Code,  such  as  properties 
acquired  during  marriage.  If  any  attempt  had  been  made  in  the  law 
of  September  1,  1923,  to  give  it  a  retroactive  effect  with  reference  to 
contracts  and  deeds  made  prior  to  that  date,  such  attempt  would  have 
been  prohibited  by  the  constitution.  (Article  XIV.) 

The  affidavits  of  two  Mexican  lawyers  of  the  State  of  Tamaulipas 
were  put  in  evidence  by  agreement  of  counsel.  I  hese  lawyers  were 
of  the  opinion  that  property  acquired  by  the  petitioner  during  1920 
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was  community  property  and  was  governed  by  the  Civil  Code  and  not 
by  the  Law  of  Family  Relations  as  contained  in  the  Carranza  decree 
issued  and  promulgated  in  April,  1917,  and  adopted  by  the  provisional 
governor  of  Tamaulipas  on  June  29,  1918.  Such  opinion  is  based, 
among  other  things,  on  the  fact  that  the  petitioner’s  marriage  having 
been  consummated  prior  to  June  29,  1918,  the  provisions  of  the  Civil 
Code  were  applicable,  since  it  was  not  until  1923  that  the  Law  of 
Family  Relations  as  set  forth  in  the  Osuna  decree  was  actually  put 
into  force  in  Tamaulipas  by  the  onH  authority  capable  of  making 
such  law — the  legislature  of  that  State. 

From  the  record  in  this  case  we  are  of  the  opinion,  since  the  Car¬ 
ranza  decree  relating  to  the  Law  of  Family  Relations  was  not  appli¬ 
cable  to  the  State  of  Tamaulipas,  and  as  the  decree  of  Osuna  issued 
in  June,  1918,  attempting  to  put  the  law  of  the  Carranza  decree  into 
effect  in  Tamaulipas  was  not  constitutional,  since  this  was  legislation 
which  he  did  not  have  authority  to  enact,  that  insofar  as  the  property 
acquired  by  the  petitioner  during  1920  Avas  concerned,  it  Avas  gov¬ 
erned  by  the  provisions  of  the  Civil  Code. 

Having  reached  the  foregoing  conclusion  as  to  the  application  of 
the  provisions  of  the  Civil  Code  to  the  petitioner’s  income  in  1920,  Ave 
will  consider  the  pertinent  provisions  of  that  code,  which,  with  ref¬ 
erence  to  the  separate  and  community  property  of  the  spouses,  pro- 
Andes  as  follows : 

Art.  1999.  Each  conjugal  partner  is  the  owner  of  the  property  which  he  or 
she  had  at  the  time  of  celebrating  the  marriage,  and  of  that  which  each  pos¬ 
sessed  before  that,  although  not  then  the  owner  thereof,  if  he  or  she  shall 
acquire  same  by  prescription  during  the  partnership. 

Art.  2000.  Each  is  also  the  owner  of  the  property  which  he  or  she  may 
acquire  during  the  partnership  by  the  gift  of  fortune,  by  donation  of  any  kind, 
by  inheritance,  or  by  legacy,  constituted  in  favor  of  one  of  them  alone. 

Art.  2008.  The  following  constitute  the  assets  of  the  legal  partnership  : 

I.  All  the  property  acquired  by  the  husband  in  military  sendee,  or  by  either 
of  the  conjugal  partners  in  the  exercise  of  a  scientific,  mercantile  or  industrial 
profession,  or  occupation,  or  by  mechanical  work ; 

II.  Property  which  arises  from  inheritance,  legacy,  or  donations  made  to  both 
conjugal  partners  without  designation  of  parts ;  if  there  should  be  a  designation 
of  parts,  and  these  should  be  unequal,  the  products  alone  of  the  inheritance, 
legacy,  or  donation  shall  be  in  common ; 

******* 

III.  The  fruits,  accessions,  rents  and  interests  received,  becoming  due,  during 
the  partnership  proceeding  from  the  common  property,  or  from  the  individual 
property,  of  each  of  the  consorts. 

******* 

Concerning  the  administration  of  the  “  legal  partnership,”  the  code 
provides : 

Art.  2023.  The  ownership  and  possession  of  the  common  property  belong  to 
both  conjugal  partners  while  the  partnership  subsists. 
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Art.  2024.  The  husband  can  alienate  and  obligate  with  an  “  onerous  title’' 
(for  valuable  consideration)  the  movable  property  without  the  consent  of  the 
wife. 

Art.  2025.  Real  estate  belonging  to  the  social  fund  cannot  be  obligated  noi 
alienated  in  any  manner  by  the  husband  without  the  consent  of  the  wife. 
******* 

Art.  2031.  The  wife  can  only  administer  by  the  consent  of  the  husband  or  in 
the  absence,  or  through  an  impediment,  of  the  latter. 

Although  under  the  Civil  Code  the  ownership  and  possession  of  the 
common  property  belong  to  both  conjugal  partners  during  the  exist¬ 
ence  of  the  “  partnership,”  the  husband  is  the  manager  and  the  wife 
can  only  administer  the  affairs  of  the  partnership  by  the  consent  of 
the  husband  or  in  his  absence  or  on  account  of  an  impediment  of  his. 

On  February  26,  1926,  the  Revenue  Act  of  1926  went  into  effect. 
Section  1212  of  that  Act  provides  as  follows: 

Income  for  any  period  before  January  1,  1925,  of  a  marital  community  in 
the  income  of  which  the  wife  has  a  vested  interest  as  distinguished  from  an 
expectancy,  shall  be  held  to  be  correctly  returned  if  returned  by  the  spouse  to 
whom  the  income  belonged  under  the  State  law  applicable  to  such  marital  com¬ 
munity  for  such  period.  Any  spouse  who  elected  so  to  return  such  income  shall 
not  be  entitled  to  any  credit  or  refund  on  the  ground  that  such  income  should 
have  been  returned  by  the  other  spouse. 

In  R.  W.  Ramming ,  6  B.  T.  A.  188,  we  had  occasion  to  consider 
the  effect  of  the  above  quoted  provision  of  the  Act  and  held  that  this 
section  precluded  the  respondent  from  taxing  to  the  husband  living 
in  Texas  the  entire  income  of  the  community,  where  separate  returns 
on  the  community  basis  were  filed,  since  it  appeared  that  under  the 
Texas  laws  the  wife's  interest  was  vested  rather  than  contingent. 
The  statutes  of  Texas  (Art.  4622,  Vernon’s  Complete  Texas  Statutes. 
1920)  provide: 

All  property  acquired  by  either  the  husbaud  or  wife  during  marriage,  except 
that  which  is  the  separate  property  of  either,  shall  be  deemed  the  common 
property  of  the  husband  and  wife,  and  during  coverture  may  be  disposed  of 
by  the  husband  only  *  *  *. 

With  respect  to  the  husband’s  dominion  over  the  community  prop¬ 
erty,  the  foregoing  provision  of  the  Texas  statute  gives  the  husband 
more  power  and  control  than  the  laws  of  Tamaulipas,  and  having 
decided  that  a  wife  takes  a  vested  interest  under  the  Texas  law  and 
that  the  husband  and  wife  are  entitled  to  file  separate  returns  on  the 
community  property  basis  we  are  of  the  opinion  that  she  would  like¬ 
wise  have  a  vested  interest  and  a  like  right  under  the  law  of 
Tamaulipas.  Having  such  a  vested  interest,  section  1212  of  the 
Revenue  Act  of  1926  precludes  the  respondent  from  refusing  to 
accept  the  separate  returns  of  the  petitioner  and  his  wife  on  the  com- 
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munity  property  basis,  Juan  F.  Brittingham ,  13  B.  T.  A.  375:  R.  W. 
Ramming,  supra ,  unless  the  act  of  the  petitioner  in  filing  ’a  joint 
return  at  the  same  time  otherwise  prevents  such  acceptance. 

The  respondent,  in  support  of  his  contention  that  since  the  peti¬ 
tioner  filed  a  combined  or  joint  return  at  the  same  time  the  separate 
or  community  returns  were  filed  and  he  (respondent)  having  elected 
to  accept  the  joint  return  the  community  returns  may  not  now  be 
accepted,  relies  on  our  decisions  in  Kwnkel  &  Co.,  3  B.  T.  A.  133,  and 
Herman  Einstein,  10  B.  T.  A.  240. 

The  facts  in  those  cases  differ  very  materially  from  those  in  the 
instant  case  in  that  in  those  cases  the  petitioners  had  filed  their 
i  etui  ns  and  subsequently  had  sought  to  have  the  respondent  accept  so- 
called  amended  returns.  From  a  reading  of  the  petitioner’s  letter 
which  accompanied  the  three  returns  in  this  case  it  is  apparent  that 
!ie  wished  in  the  first  instance  by  original  returns  to  obtain  the 
benefits  resulting  from  the  filing  of  separate  returns  on  the  com- 
nunity  property  basis.  He  stated  that  he  believed  he  was  entitled 
o  such  benefits  and  submitted  returns  on  that  basis  at  the  same 
ime  and  in  the  same  envelope  with  the  joint  return  which  he  did 

I  lot  desire  to  file  unless  it  was  actually  required  by  law.  There  is 
lothing  in  the  record  to  indicate  that  at  any  time  the  petitioner  has 
nade  any  statement  or  done  any  act,  which  shows  that  he  intended 
or  his  tax  liability  to  be  determined  upon  any  other  basis  than  upon 
hat  of  the  separate  returns  if  he  was  entitled  to  return  the  com- 
nunity  income  on  that  basis.  In  fact,  the  copy  of  the  notice  of  the 
deficiency  attached  to  the  petition  indicates  that  he  continually  con- 
ended  before  the  respondent  up  until  the  time  of  the  determination 
hat  he  was  entitled  to  have  his  liability  determined  on  the  basis 
f  the  separate  returns.  From  a  consideration  of  the  facts  in  the  case 
a  connection  with  our  previous  decisions,  we  are  of  the  opinion  that 
he  filing  of  the  joint  return  at  the  same  time  the  separate  returns 
-ere  filed  does  not  now  prevent  the  acceptance  of  the  separate 
eturns.  Under  the  law  and  the  facts  of  this  case  the  right  to  file 
iparate  returns  or  a  joint  return  was  a  right  given  to  the  taxpayer, 
he  Commissioner  is  not  given  the  discretion  or  power  to  determine 
i  what  manner  the  taxpayer  should  report  the  income  in  an  original 
3turn.  The  question  of  the  right  of  a  taxpayer  to  file  returns  on 
ne  basis  after  he  has  once  filed  them  on  another  basis  is  not  here 
lvolved.  The  law  provides  a  method  by  which  it  may  be  done, 
'he  Commissioner  is  required  to  compute  the  tax  on  the  basis  of 
‘parate  returns  when  those  returns  are  filed  according  to  law.  In 
fis  case  the  separate  returns  were  submitted  with  the  request  that 
iey  be  considered  the  taxpayer’s  returns,  notwithstanding  the  fact 
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that  the  taxpayer,  at  the  same  time  submitted  a  joint  return  on 
which  the  tax  was  to  be  computed  only  in  the  event  that  the  separate 
returns  were  not  accepted  and  he  was  not  entitled  in  law  to  have 
his  tax  computed  on  that  basis.  The  action  of  the  Commissioner 
was,  therefore,  erroneous. 

Reviewed  bv  the  Board. 

%J 

Judgment  will  be  entered  under  Rule  50. 


Chappelow  Advertising  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  12688.  Promulgated  October  17,  1928. 

Personal  service  classification  denied  petitioner  for  the  year  1918 
and  allowed  for  the  year  1919. 


Thomas  II.  Cobbs ,  Esq.,  for  the  petitioner. 
J.  E.  Marshall ,  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  taxes  for  the  years  1918  and  1919,  in  the  respective  amounts 
of  $3,720.76  and  $4,407.90.  ■' 

The  petition  alleges  error  of  the  respondent  in  holding  that  the 
petitioner  was  not,  in  1918  and  1919.  a  personal  service  corporation. 

It  is  further  alleged  by  the  petitioner  that  since  the  petitioner  was 
denied  personal  service  classification,  and  since  it  was  also  denied  the 
right  to  deduct,  as  an  expense,  a  reasonable  salary  for  its  president, 
although  the  same  was  not  actually  paid  to  him,  the  respondent  erred 
in  holding  that  petitioner  was  not  entitled  to  special  relief  under 
sections  327  and  328  of  the  Revenue  Act  of  1918. 


FINDINGS  OF  FACT. 

The  petitioner  is  a  Missouri  corporation  with  its  principal  office 
in  St.  Louis.  Prior  to  its  incorporation  in  1904.  the  business  was  con¬ 
ducted  as  a  partnership.  The  original  incorporators  were  David  J. 
Gol,  Harry  M.  Pollard,  H.  F.  Mildrum  and  B.  E.  Chappelow.  In 
1918  and  1919  the  officers  were  B.  E.  Chappelow,  president,  W.  E. 
Blacklidge,  vice  president  and  A.  B.  Chappelow,  treasurer.  AV.  E. 
Blacklidge  is  the  father-in-law  of  B.  E.  Chappelow,  and  A.  B. 
Chappelow  is  the  wife  of  I>.  E.  Chappelow.  From  the  latter  part  of 
1917  to  the  present  time,  these  three  have  held  all  of  the  stock  of 
petitioner.  The  petitioner  was  originally  incorporated  for  $5,000,  but 
prior  to  1918  the  capital  stock  was  increased  to  $25,000.  In  1918  the 
stockholdings  were: 
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Shares 

1918 

1919 

W.  E.  Blacklidge  _  __ 

1 

86^ 

162^ 

25 

224 

A.  B.  Chappelow _ 

B.  E.  Chappelow _ 

Blacklidge  is  an  elderly  gentleman  and  while  he  was  the  vice 
president  and  a  director  of  the  petitioner  in  1918  and  1919,  he  was 
not  actively  engaged  in  the  business,  but  assisted  in  an  advisory 
capacity.  A.  B.  Chappelow  was  also  inactive,  except  in  an  advisory 
capacity.  Neither  Blacklidge  nor  A.  B.  Chappelow  received  a  salary 
in  1918  or  1919. 

The  business  conducted  by  the  petitioner  was  that  of  a  general 
advertising  agent.  It  consisted  of  giving  advice  as  to  advertising, 
submitting  plans  for  advertising  and  carrying  out  such  advertising 
by  means  of  various  types  of  advertising  media.  These  media  in¬ 
cluded  all  kinds  of  publications,  street  cars,  billboards  and  direct 
mail.  The  petitioner  prepared  advertising  material,  which  necessi¬ 
tated  preparing  the  art  work  and  furnishing,  in  many  cases,  a  plate 
or  plates  for  use  in  connection  with  the  advertising.  The  petitioner 
reserved  space  in  the  publications  in  the  name  of  the  client. 

A  certain  rate  was  set  by  the  publisher  which  the  petitioner  was 
required  to  charge  the  client.  Upon  this  amount  the  petitioner 
received  as  compensation  a  certain  percentage,  usually  15  per  cent. 
The  petitioner  also  charged  the  clients  for  the  cost  involved  in  the 
preparation  of  the  work  and  a  service  charge  was  also  imposed  based 
upon  the  cost.  This  was  for  professional  service  rendered.  Some 
publications  allowed  a  discount  for  cash  paid  before  a  certain  date 
md  if  it  was  paid  by  the  client  to  the  petitioner  before  that  date,  the 
dient  received  the  benefit  of  this.  If  no  discount  was  allowed,  the 
unount  was  payable  in  30  days  or  thereabouts.  All  business  with 
various  media  was  handled  on  the  same  basis. 

The  clients  were  billed  for  costs  of  advertising  space  before  the 
Publication  date  in  order  that  payment  might  be  received  by  the 
petitioner  from  the  client  about  3  days  before  payment  was  due  to 
he  publishers.  In  no  case  in  1918  and  1919  did  clients  fail  to  pay 
he  petitioner  ultimately  although,  at  times,  they  did  not  pay  the 
petitioner  before  the  petitioner  wfcs  required  to  pay  the  publisher. 
Hie  petitioner  was  always  careful  to  pay  the  publishers  upon  the 
late  the  amount  was  due  in  order  to  retain  good  will  and  a  iiood 
eputation.  The  petitioner  never  held  itself  out  as  being  respon- 

ible  to  the  publishers  for  any  amounts  due  from  clients  who  did 

i°t  pay. 
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Iii  1018  the  petitioner  did  not  accept  notes  in  settlement  of  opei 
accounts.  At  the  end  of  1919  there  were  notes  due  petitioner  amount 
ing  to  $6,000.  In  1919  the  petitioner  received  in  settlement  of  th< 
account  of  Otto  F.  Stiefer,  Union  Brewing  Co.,  the  following  notes 


Date 

Paid 

Amount 

Oct.  20,  1919 

Oct.  24,  1919 _  .  _ _ 

$1,  791.  7 
1.500.0 
1,500.0 
1.  .500.0 
1,500.0 

Nov.  1,  1919.  .  ...  _ 

Feb.  13,  1920 _  _  _ 

Nov.  20,  1919.  _  _ 

Apr.  13,  1920 _ .<* . . - _ _ 

Dec.  5,  1919 _ 

Dec.  9,  1919 _ 

Dec.  20,  1919.  .  ...  _  _ 

Jan.  5,  1920 _ 

• 

Prior  to  the  date  of  payment  of  these  notes  the  petitioner  paid 
these  accounts  to  the  parties  to  whom  they  were  due. 

On  June  20,  1918,  the  petitioner  borrowed  $3,000  from  the  ban! 
for  27  days  and  on  June  30,  1918,  it  borrowed  $5,500  for  82  days 
This  money  was  used  in  the  business. 

The  petitioner  employed  clerical  help,  bookkeepers,  stenographer:- 
and  people  to  help  on  the  copy.  In  1918  the  petitioner  had  no  art 
department  and  the  art  work  was  bought  on  the  outside.  In  1919  the 
petitioner  installed  an  art  photo  department  in  which  it  employed 
generally,  two  or  three  artists.  In  January  only  one  artist  was  em¬ 
ployed  and  in  December  four  were  employed.  Petitioner  continued  t< 

buv  some  art  work  on  the  outside. 

^  • 

In  1918  B.  E.  Chappelow  handled  87.7  per  cent  of  the  business  ol 
the  petitioner  and  in  1919  he  handled  86  per  cent.  This  includes  botli 
securing  the  business  and  handling  the  accounts,  and  no  plans  were 
ever  submitted  to  advertisers  that  had  not  been  formulated  by  him. 
In  1918  he  received  a  salary  of  $5,000  and  in  1919,  a  salary  of  $6,591.64. 
The  customary  amount  paid  salesmen  for  securing  advertising  client.- 
for  an  advertising  agency  in  1918  and  1919  was  one-third  of  the  com¬ 
missions.  In  1918  the  professional  fees  and  commissions  secured  for 
petitioner  by  B.  E.  Chappelow  amounted  to  $81,225.  In  1919  the 
total  fees  and  commissions  secured  by  him  amounted  to  $75,797.89. 
In  1918  the  total  fees  and  commissions  received  by  petitioner 
amounted  to  $92,864.  The  total  for  1919  was  $87,259.72.  The  total 
advertising  space  reserved  for  clients  amounted  to  $232,934.24  in 
1918  and  $396,277.42  in  1919. 

In  1918  the  petitioner  employed  Clarence  Cooksey  until  Julv  30. 
1918,  at  a  salary  of  $368.33%  per  month.  F.  H.  Codding  was  em¬ 
ployed  during  the  whole  year  upon  a  salary  basis.  Both  these 
employees  solicited  business  in  St.  Louis.  In  1919  Codding  continued 
to  work  for  petitioner  as  assistant  to  B.  E.  Chappelow  and  Leonard 
McGrath  was  employed  from  February  24.  1919,  on.  The  petitioner 
also  employed  D.  E.  Roubel  from  June  1,  1919,  to  the  end  of  that 
year.  He  was  formerly  employed  by  the  St.  Louis  Union  Trust  Co. 
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and  i emained  there  under  directions  of  the  petitioner  to  organize  an 
advertising  department  for  this  bank  which  was  at  that  time  con¬ 
solidated  and  was  known  as  the  First  National  Bank  of  St.  Louis. 
B.  E.  Chappelow  cooperated  with  Roubel  on  this  work.  In  the  latter 
part  of  1919  the  petitioner  entered  into  an  agreement  with  Stephen 
Houghton,  a  former  employee  of  petitioner,  by  which  petitioner 
agreed  to  handle  the  business  of  Doughton,  who  was  located  in  Chat¬ 
tanooga,  Tenn.,  and  to  help  him  develop  his  advertising  business. 
Petitioner  did  this  because  it  was  thought  that  this  business  might 
become  identified  with  petitioner  later.  In  November  or  December, 
1919,  the  petitioner  furnished  Doughton  $137.25. 

The  assets  and  liabilities  of  the  petitioner  for  each  of  the  years  in 
controversy  were  as  follows : 


!  Dec.  31, 
1917 

Dec.  31, 
1918 

ASSETS 

Cash.  _ 

$4,  356. 16 
4,  185.  47 

$5,  439.  97 
2,  620.  88 
250.  00 

3,  621.  04 

4,  000.  00 
1,  105.  22 

Accounts  due  petitioner 

Liberty  bonds.  . 

Furniture  and  fixtures 

3,  465.  32 

4,  000.  00 
838.  22 

Designs  and  engraving. 

Paper  stock _ 

LIABILITIES 

Accounts  payable. 

16,  845.  17 

17,037.  11 

869.  62 
25,  000.  00 

Capital  stock. 

1 

25,  000.  00 

25,  000.  00 

25,  869.  62 

The  expenditures  of  petitioner  during  1918  were  as  follows  : 


Salaries - $31,  967.  66 

Printing* -  19,  096.  55 

Paper  stock -  8,  278.  53 

Engraving  and  electros _  8,  001.  68 

Art  work  and  photos _  7,358.90 

C.  A.  Co.  postage -  805.  39 

Postage  for  customers _  13,  702.  79 


Space  in  publications _ $230,  710.  58 

Improvements; _  328.  99 

B.  G.  expense -  860.  84 

Miscellaneous  (office  ex¬ 
pense,  drayage,  etc.)___  7,006.77 


328, 118.  68 


The  item  Ait  Work  &  Photos — $7,358.90  v  represents  the  amount 
paid  for  work  received  from  the  outside. 

The  expenditures  of  petitioner  during  1919  were  as  follows : 


Printing _ 

Paper  stock _ 

Sngraving  and  electros 
Vrt  work  and  photos—. 

'•  A.  Co.  postage _ 

*ostage  for  customers-. 
>pace  in  publications 
3ns  getting  expense... 


.$34,  596.  63 
8,  911.  28 
18,  714.  74 
8,  709.  28 
1, 111.32 
12,  750.  67 
397,  847.  25 
780.  55 
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Miscellaneous : 

Rent _  $3,967.30 

Phone _  468.  76 

Association  of  Advertising  Agencies -  200.  00 

Barbour's  rate  sheets -  100.  00 

Long  &  Co.  (posters) - - : —  2,322.95 

E.  J.  Baker _  1,720.13 

Loan _  5,  500.  00 


14.  279. 14 

Office  expense,  drayage,  etc -  4,  908.  91 

-  $19, 188. 05 

502,  609.  87 

The  item  “Art  Work  &  Photos — $8,709.28  ”  represents  the  amount 
paid  for  outside  work  and  also  salaries  to  individuals  in  petitioner’s 
employ. 

OPINION. 


Siefkin  :  The  error  assigned  in  this  case  is  the  denial  by  the 
respondent  of  personal  service  classification  for  the  petitioner  dur¬ 
ing  the  years  1918  and  1919.  An  alternative  contention  of  the  peti¬ 
tioner  is  that  if  personal  service  classification  is  denied  and  it  is  not 
permitted  to  deduct  as  an  expense  a  reasonable  salary  for  its  presi¬ 
dent.  it  being  contended  that  the  amount  actually  paid  to  him  was 
inadequate,  the  petitioner  is  entitled  to  special  relief  under  sections 
327  and  328  of  the  Revenue  Act  of  1918. 

Section  200  o.f  the  Revenue  Act  of  1918  states: 


The  term  “  personal  service  corporation  ”  means  a  corporation  whose  income 
is  to  he  ascribed  primarily  to  the  activities  of  the  principal  owners  or  stock¬ 
holders  who  are  themselves  regularly  engaged  in  the  active  conduct  of  the 
affairs  of  the  corporation  and  in  which  capital  (whether  invested  or  borrowed) 
is  not  a  material  income-producing  factor;  *  *  * 


It  seems  clear  that  the  income  of  the  petitioner  during  the  years 
in  controversy  must  be  ascribed  primarily  to  the  activities  of  B.  E. 
Chappelow.  In  1918  C-happelow  held  16214  shares  of  the  total 
shares  of  the  petitioner,  and  in  1919  he  held  224  shares.  The  other 
two  stockholders  were  more  or  less  inactive,  assisting  only  in  an 
advisory  capacity.  In  1918  Chappelow  secured  about  87  per  cent  of 
t lie  business  of  the  petitioner  and  in  1919  he  secured  about  80  per 
cent.  Furthermore,  he  handled  all  the  business  secured  by  the  peti¬ 
tioner,  since  no  plans  were  ever  submitted  to  the  advertisers  that  had 
not  been  formulated  by  him.  In  1918  t lie  professional  fees  and  com¬ 
missions  secured  for  the  petitioner  by  B.  E.  Chappelow  amounted  to 
$81,225.  The  total  fees  and  commissions  received  by  petitioner  in 
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1018  amounted  to  $92,864.  In  1919  Chappelow  secured  $75,797.89 
of  the  total  professional  fees  and  commissions  of  $87,259.92.  The 
petitioner  had  other  employees  but  it  seems  apparent  that  the  income 
must  be  ascribed  primarily  to  the  activities  of  this  one  stockholder. 

During  1919  B.  E.  Chappelow  owned  about  90  per  cent  of  the  stock 
of  the  petitioner  and,  therefore,  constituted  the  principal  stockholder, 
liis  wife,  A.  B.  Chappelow  holding  only  about  10  per  cent  of  the  stock. 
He  was  regularly  engaged  in  the  active  conduct  of  the  business  of  the 
petitioner. 

However,  with  regard  to  the  year  1918.  when  A.  B.  Chappelow 
iwned  about  35  per  cent  of  the  stock,  it  can  not  be  said  that  she  was 
lot  one  of  the  principal  stockholders,  and  since  she  was  not  regularly 
mgaged  in  the  active  conduct  of  the  business,  the  petitioner  is  not 
mtitled  to  personal  service  classification  for  that  year. 

The  evidence  discloses  that  the  petitioner  customarily  received  pay- 
nent  for  advertising  and  space  from  its  clients  about  three  days  prior 
o  the  date  the  payment  was  due  to  the  publisher  rendering  the  serv- 
ce.  In  some  cases  payment  was  not  received  before  the  petitioner 
)aid  the  publisner.  In  no  case  in  1918  or  1919  did  any  client  fail  to 
>ay  ultimately,  but  occasionally  payment  by  the  clients  would  be 
lelayed  for  a  short  while  after  the  petitioner  paid  the  publisher. 
Vhile  it  is  true  that  the  petitioner  received,  in  1919,  certain  notes 
otaling  $<p91.76  in  payment  of  an  open  account,  which  notes  were 
tot  paid  prior  to  the  time  the  petitioner  paid  the  publisher,  and  that 
>etitioner  expended  $8,709.28  in  1919  for  art  work  and  photos  received 
rom  the  outside  and  for  salaries  to  individuals  employed  in  the  peti- 
ioner’s  art  department,  we  do  not  believe  that  these  facts  indicate  that 
apital  was  a  material  income-producing  factor  since  the  total  amount 
f  business  done  by  the  petitioner  in  reserving  advertising  space  for 
bents  was  $396,277.42  in  1919. 

TV  e  hold  that  the  petitioner  is  entitled  to  classification  as  a  personal 
irvice  corporation  during  the  year  1919. 

The  petitioner  advances,  as  an  alternative  contention,  that  if  per- 
mal  service  classification  is  denied  and  it  is  not  allowed  to  deduct 
3  an  expense  an  adequate  and  reasonable  salary  for  its  president, 
ithough  the  same  was  not  actually  paid  to  him,  the  petitioner  is 
ititled  to  special  assessment.  We  have  held  contrary  to  this  conten- 
on  where,  as  here,  there  is  no  showing  that  the  low  salary  creates 
ich  an  abnormality  as  to  justify  special  assessment.  See  United 
hoe  Stores  Co .,  2  B.  T.  A.  73;  Eagle  Piece  Dige  Works ,  10  B.  T.  A. 
*60,  and  Bailey  Dental  Co.  of  Iowa ,  11  B.  T.  A.  860. 

Reviewed  by  the  Board. 


Judgment  unit  he  entered  under  Rule  50. 
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First  National  Bank  of  Duluth,  Special  Administrator,  Estate 

of  Thomas  A.  Merritt,  Petitioner,  v.  Commissioner  of  Inter¬ 
nal  Revenue,  Respondent. 

Ducket  Nos.  1S502,  18503.  Promulgated  October  17,  1928. 

Where  a  husband  and  wife  establish  a  joint  account  and  take 
into  it  property  belonging  to  each  and  where  each  owns  approxi¬ 
mately  onedialf  of  the  property  in  such  account,  the  income  from 
such  property  is  the  income  of  the  husband  and  wife  in  proportion 
to  their  ratable  contributions  to  the  principal  amount  thereof. 

A.  McC .  Washburn ,  Esq.,  and  Frank  IF.  Wilson,  C .  P.  A.,  for  the 
petitioner. 

L.  A.  Luce,  Esq.,  for  the  respondent. 

The  respondent  has  asserted  a  deficiency  in  income  and  surtaxes 
for  the  year  1916  in  the  amount  of  $12,119.19,  and  for  the  }Tear  1917 
has  assessed  such  taxes  in  the  amount  of  $34,846.46  and  has  refused 
to  abate  any  part  thereof.  The  petitioner  avers  that  only  the  amount 
of  $19,420.64  is  in  controversy  as  to  the  year  1917.  Subsequent  to 
the  filing  of  the  petitions  herein  and  prior  to  the  hearing  thereof 
the  original  petitioner,  Thomas  A.  Merritt,  died,  and  at  the  hearing 
counsel  for  the  parties  agreed  that  the  First  National  Rank  of 
Duluth,  as  special  administrator  of  the  estate  of  Merritt,  should  be 
substituted  as  the  petitioner.  Counsel  also  agreed  that  the  two  pro¬ 
ceedings  should  be  consolidated  for  hearing  and  decision. 

FINDINGS  OF  FACT. 

In  his  lifetime  Thomas  A.  Merritt  was  a  resident  of  the  State  of 
Minnesota,  with  his  principal  office  and  place  of  business  at  Duluth, 
where  he  was  engaged  in  the  business  of  buying  and  selling  real 
estate  and  securities,  and  in  the  management  and  investment  of  the 
personal  funds  of  himself  and  his  wife,  Jennie  S.  Merritt.  The 
substituted  petitioner  of  record  is  engaged  in  the  banking  business 
in  Duluth  under  the  provisions  of  the  National  Ranking  Acts. 

On  November  15,  1900,  Merritt  opened  the  books  of  Thomas  A. 
Merritt,  et  ux,  consisting  of  a  journal  and  a  ledger,  with  the  follow¬ 
ing  opening  entry : 

Mr.  Thomas  A.  Merritt  and  Mrs.  Jennie  S.  Merritt  open  this  set  of  books 
this  15th  day  of  November,  1900.  with  the  following  resources  and  liabilities, 
the  resources  of  each  being  included  and  kept  under  the  account  of  “  Merr.tt 
and  Wife”  regardless  of  the  fact  of  whether  they  may  own  the  same  jointly 
or  severally. 
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Following  the  above  entry  there  appears  the  following  list  of 
property  and  values  in  the  total  amount  of  $34,354.40  : 

1.  Idaho  Ranch - $lf  150.  00 

2.  Idaho  timber  claim _  959  99 

3.  Fuller  mortgage,  balance  of  $1,750  loan _  p  500.  50 

4.  Droz  mortgage -  ’  593  00 

5.  Lot  350,  block  52,  Duluth  property,  second  division _  4,  008.  00 

6.  The  Interstate  Co.’s  stock _  2,  500.  00 

7.  Lot  443,  block  SO,  Duluth  property,  second  division _  1,  069.  50 

8.  E.  G.  Swanstrom  notes _ _ _  359,  99 

9.  Charles  L.  Pauley  note _  200  00 

10.  Charles  J.  Birch  note _  200  00 

11.  George  Hall  note _  10  99 

12.  W.  H.  Birch  note _  425  00 

13.  W.  N.  Edson  note _  7-  99 

14.  Lot  347,  and  E  2  349,  block  110,  Duluth  property,  second  division__  3,  500.  00 

15.  Life-insurance  policies,  net  cost  to1  date _  10,  728.  90 

16.  The  Interstate  Co.,  on  account _ ’  327,  73 

17.  First  National  Bank  deposit,  Oct.  27,  1900 _  750.  00 

18.  Alex  C.  Gordon  mortgage _  599.  00 

19.  Certificate  of  deposit,  Zions  Savings  Bank _  249.  50 

20.  Interest-bearing  deposit,  First  National  Bank _  5  770  22 


To  Merritt  and  wife,  on  account _ 34;  350.  40 

At  November  15,  1900,  the  record  titles  of  items  1,  3,  5,  7,  14,  16, 
and  20,  with  aggregate  values  in  the  amount  of  $17,315.90,  were  in 
rlie  name  of  Jennie  S.  Merritt. 

Subsequent  to  November  15,  1900,  and  prior  to  January  1,  1916, 
additional  items  of  property  of  the  aggregate  value  of  $11,666.93 
were  entered  in  the  joint  account  and  the  record  title  of  more  than 
iialf  of  such  property  was  in  the  name  of  Jennie  S.  Merritt. 

The  property  in  the  amounts  above  set  forth  was  handled  and 
nanaged  by  Thomas  A.  Merritt  for  the  joint  account  of  Merritt  and 
wife  down  to  and  through  the  taxable  years  and  for  several  years 
hereafter.  As  sales  were  made  the  proceeds  were  reinvested  for 
he  joint  account  of  Merritt  and  wife  and  all  investments  for  such 
omt  account  were  made  from  the  proceeds  resulting  from  sales  of 
he  original  and  added  properties  above  described  or  from  reinvest- 
nent  of  profits  resulting  from  sales  thereof.  All  the  income  in 
•ontroversy  here  was  produced  either  by  the  property  originally 
aken  into  the  joint  account  as  set  forth  above  or  by  property  ac- 
(uired  by  the  reinvestment  of  the  proceeds  of  sales  of  the  original 
md  added  property  or  from  the  investment  and  the  profits  resulting 
rom  such  sales.  Merritt  kept  the  record  of  all  such  transactions 
n  account  books  consisting  of  an  original  journal  and  ledger  and 
uch  additional  journals  and  ledgers  as  the  volume  of  business  re¬ 
tired  and  such  journals  and  ledgers,  all  in  his  own  handwritin 
17173—28 - ll 
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are  in  evidence  in  this  proceeding.  As  properties  belonging  to  the 
joint  account  of  Merritt  and  wife  were  sold  the  proceeds  of  such 
sales  were  deposited  in  the  First  National  Bank  of  Duluth  to  the 
credit  of  Merritt,  who  checked  on  such  account  at  will. 

In  his  income-tax  returns  for  1916  and  1917,  Merritt  included  in 
his  gross  income  for  each  of  the  respective  years  one-half  of  the 
income  flowing  from  the  joint  account  of  himself  and  wife.  Upon 
audit  of  such  returns  the  Commissioner  included  all  the  income  from 
such  joint  account  in  each  year  in  the  gross  income  of  Merritt  and 
determined  the  deficiencies  here  in  controversy. 

OPINION. 

Lansdon  :  The  only  question  here  is  whether  all  the  income  flow¬ 
ing  from  the  joint  business  activities  of  Thomas  A.  Merritt  and  wife 
in  the  manner  set  forth  in  our  findings  of  fact  is  taxable  to  Merritt. 
The  petitioner  contends  that  when  the  joint  account  was  opened 
more  than  half  the  value  taken  thereinto  was  owned  by  Jennie  S. 
Merritt  as  her  individual  property  and  that  she  OAvned  a  moiety  of 
all  additional  property  taken  into  such  account  other  than  by  rein- 
Arestment.  If  the  fact  of  ownership  by  the  Avife  of  more  than  half 
the  principal  amounts  used  by  Merritt  and  wife  in  the  conduct  of 
their  joint  business  for  the  production  of  the  income  in  controversy 
is  established,  the  petitioner  contends  that  as  a  matter  of  fact  at 
least  one-half  of  the  income  from  such  jointly  OAvned  property  was 
the  income  of  Mrs.  Merritt  and  com^ersely,  of  course,  that  Thomas  A. 
Merritt  was  not  the  recipient  of  the  income  that  as  a  matter  of  fact 
belonged  to  his  wife,  and  consequently  can  not  be  taxed  thereon. 

Chapter  8617  of  the  Revised  Statutes  of  Minnesota  is  as  follows : 

All  property,  real,  personal  and  mixed,  and  all  clioses  in  action  owned  by 
any  woman  at  the  time  of  her  marriage,  shall  continue  to  be  her  separate 
property,  notwithstanding  such  marriage,  and  any  married  Avoman  during 
coverture  may  receive,  acquire  and  enjoy  property  of  every  description,  and 
the  rents,  issues  and  profits  thereof  and  all  aArails  of  her  contracts  and  industry, 
ffee  from  the  control  of  her  husband  and  from  any  liability  on  account  of  his 
debts,  as  fully  as  if  she  were  unmarried. 

Whether  property  and  the  income  or  proceeds  therefrom  is  indi¬ 
vidually  OAvned  by  a  married  woman  resident  in  the  State  of  Minne¬ 
sota  is  wholly  a  matter  of  fact  to  be  determined  by  a  jury  on  pre¬ 
ponderance  of  e\ldence.  Laib  v.  Brandenburg ,  34  Minn.  367 ;  25 
N.  W.  803.  The  evidence  is  convincing  that  more  than  half  the  values 
taken  into  the  joint  account  of  Merritt  and  Avife  at  November  la, 
1900,  and  at  certain  later  dates  Avas  individually  OAvned  by  Jennie  S. 
Merritt.  The  record  titles  Avere  in  her  name  and  in  the  absence  of 
any  proof  to  the  contrary  it  must  be  presumed  that  she  Avas  the 
beneficial  as  Avell  as  the  record  owner  of  such  property. 
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In  Hass  felt  v.  Dill ,  28  Minn.  469;  10  N.  W.  781,  the  court  held  that 
a  married  woman  might  engage  in  any  lawful  business  independent 
of  her  husband  and  that  no  legal  consequence  vesting  ownership  of 
any  part  of  the  product  thereof  should  be  deduced  from  the  fact  of 
coverture.  Also,  in  Ladd  v.  Newell ,  34  Minn.  107 ;  24  N.  W.  366,  the 
same  court  said :  “  No  question  can  be  raised  under  our  laws  as  to  the 
legal  rights  of  a  married  woman  to  the  increase  and  product  of  her 
own  estate,  real  and  personal,”  and,  also,  UA  married  woman  is 
entitled  to  the  rents,  increase,  and  product  of  her  property,  real  or 
personal,  and  may  manage  the  same  through  the  agency  of  her 
husband.” 

It  is  not  disputed  that  the  joint  account  was  handled  and  managed 
by  Thomas  A.  Merritt,  that  the  cash  received  from  the  various  sales 
of  property  included  in  such  account  was  deposited  in  a  bank  account 
to  the  credit  of  Merritt,  and  that  reinvestments  of  the  funds  resulting 
from  sales  were  paid  by  Merritt  with  checks  on  the  bank  account 
that  stood  in  his  own  name.  In  many  instances  the  property  acquired 
by  reinvestment  of  funds  was  real  estate  and  there  is  no  evidence  as 
to  whether  Merritt  or  his  wife  took  title  of  record  to  such  property. 
Some  of  the  reinvestments  of  the  funds  of  the  joint  account  were  in 
stocks  or  other  securities  and  there  is  no  evidence  as  to  whether  such 
stocks  were  issued  to  Merritt,  to  his  wife,  or  to  them  jointly.  All 
these  facts  and  absences  of  fact  indicate  that  so  far  as  the  individ¬ 
ual  property  of  Jennie  S.  Merritt  made  up  a  part  of  the  body  of 
assets  handled  and  rehandled  by  Merritt  in  the  joint  account,  he  must 
have  acted  as  the  agent  of  his  Avife  in  conformity  with  some  sort  of 
contract,  either  express  or  implied,  or  if  not,  that  whenever  necessary 
she  personally  joined  in  the  transactions. 

The  controversy  here  must  be  regarded  as  based  on  a  contract  of 
agency,  expiess  or  implied,  between  husband  and  wife.  MTiere  such 
contracts  involve  the  rights  of  such  third  parties,  as  the  taxing  au¬ 
thorities  of  the  Federal  Government,  they  should  be  subject  to  the 
closest  scrutiny.  P.  B.  Fouke ,  2  B.  T.  A.  219.  Since  the  contract 
or  relationship  here  in  controversy  was  made  many  years  before  the 
imposition  of  Federal  income  taxes  under  the  statutes  of  1913,  we 
think  the  whole  matter  may  be  considered  without  any  reference  to 
the  effect  upon  taxes  subsequently  imposed  on  the  income  flowing 
from  the  joint  account. 

No  contract  or  power  of  attorney  authorizing  Merritt  to  act  as 
agent  for  his  wife  is -in  evidence.  The  extent  to  which  husband  and 
wife  may  contract  with  each  other  in  Minnesota  is  prescribed  in 
section  8621  (G.  S.  1923)  of  that  State,  as  follows: 

Sec.  8621.  (G.  S.  1923)  Contracts  betiveen  husband,  and  wife.  No  contract 
between  husband  and  wife  relative  to  the  real  estate  of  either,  or  any  interest 
herein,  nor  any  power  of  attorney  or  other  authority  from  one  to  the  other 
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to  convey  renl  estate,  or  any  interest  therein,  shall  be  valid;  but,  in  relation 
to  all  other  subjects,  either  may  be  constituted  the  agent  of  the  other,  or 
contra.ct  with  the  other,  *  *  *. 

Much  of  the  value  of  Mrs.  Merritt’s  property  that  was  taken  into 
the  joint  account  was  real  estate.  The  record  shows  that  such  real 
estate  was  sold.  It  is  obvious  that  under  the  law  title  to  real  estate 
sold  that  was  the  property  of  Mrs.  Merritt  could  not  be  made  by 
Merritt,  and  that  in  making  title  to  real  estate  owned  by  his  wife, 
Merritt  could  not  under  the  law  act  as  the  agent  of  his  wife  under 
any  form  of  contract.  This,  however,  is  not  material  to  the  issue 
here.  It  is  not  in  dispute  that  parcels  of  real  estate  belonging  to 
Mrs.  Merritt  were  taken  into  the  joint  account  and  later  sold  and 
the  proceeds  thereof  retained  in  the  account  either  as  cash  or  as 
property  acquired  for  investment.  It  must  be  presumed  that  Mrs. 
Merritt,  as  vendor,  personally  transferred  the  title  to  such  real 
estate  to  the  vendees  thereof.  Such  real  estate  having  been  con¬ 
verted  into  cash,  or  other  personal  property  and  taken  into  the  joint 
account,  it  could  then  be  handled  by  Merritt  as  agent  for  his  wife 
without  violence  to  the  statute  cited  above. 

It  appears  from  the  record  that  a  substantial  portion  of  the  income 
here  involved  resulted  from  the  profitable  sale  of  certain  stocks  in 
which  the  funds  of  the  joint  account  had  been  invested.  TVe  do  not 
know  the  record  owner  of  such  stocks,  but  in  our  view  it  is  not 
material  whether  the  certificates  were  issued  to  Merritt,  to  his  wife, 
or  to  them  jointly,  since  the  beneficial  ownership  is  determined  by 
the  ownership  of  the  funds  therein  invested,  which  we  are  con¬ 
vinced  was  to  the  extent  of  more  than  half  thereof  the  property  of 
Mrs.  Merritt. 

There  is  no  way  to  determine  the  exact  proportions  in  which 
Merritt  and  his  wife  contributed  to  the  joint  account,  but  the  proof 
is  convincing  that  at  all  times  from  the  opening  of  such  account  down 
to  and  through  the  taxable  years  at  least  a  moiety  of  such  assets 
was  the  individual  property  of  Mrs.  Merritt,  and  as  such  property 
was  indistinguishably  commingled  the  presumption  arises  that  in¬ 
come  resulted  in  proportions  equal  to  the  respective  individual  owner¬ 
ship  thereof.  It  follows,  therefore,  we  think,  that  the  income  from 
such  moiety  was  taxable  to  Mrs.  Merritt  and  that  the  original  peti¬ 
tioner  accepted  more  than  his  actual  tax  liability  when  he  included 
one-half  the  income  from  the  joint  account  in  the  total  of  his  gross 
income  for  each  of  the  taxable  years.  The  Commissioners  determi¬ 
nation  that'  the  entire  income  from  this  joint  'account  was  taxable 
to  Merritt  in  the  years  here  involved  was  erroneous.  J.  Gdotis, 

8  B.  T.  A.  213;  cf.  R.  L.  Hinckeley,  G  B.  T.  A.  312;  T.  F.  KeUey , 

9  B.  T.  A.  833 ;  L.  B.  Sumlin,  6  B.  T.  A.  1232.  v  V 

Reviewed  by  the  Board. 

Decision  will  l>e  entered  for  the  'petitioner  under  Rule  oO. 
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Estate  of  John  W.  Peale,  by  Franklin  D.  Peale  and  William 

D.  Peale,  Executors,  Petitioner,  u.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  5575.  Promulgated  October  17,  1928. 

1.  Held,  that  collection  of  the  deficiency  herein  is  not  barred  by 
the  statute  of  limitations. 

2.  Held,  that  the  income  in  controversy  was  derived  from  a  trade 
or  business  having  no  invested  capital  or  not  more  than  a  nominal 
capital,  within  the  purview  of  section  209  of  the  Revenue  Act  of 
1917,  and  that  the  tax  should  be  computed  at  the  8  per  cent  rate 
as  provided  therein. 

Hugh  Satterlee ,  Esq.,  for  the  petitioner. 

Eugene  Meacham ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  in¬ 
come  and  profits  taxes  for  the  calendar  year  1917,  in  the  amount  of 
$34,059.19.  The  issues  are  (1)  whether  the  .collection  of  the  deficiency 
is  barred  by  the  statute  of  limitations,  and  if  not,  (2)  whether  the 
amount  of  $200,183.36  of  the  taxpayer’s  net  income  for  said  year  is 
taxable  under  section  209  of  the  Revenue  Act  of  1917. 

FINDINGS  OF  FACT. 

John  W.  Peale,  deceased,  was  an  individual  with  offices  at  No.  1 
Broadway,  New  York,  N.  Y.  He  died  May  7,  1925,  and  Franklin  D. 
Peale  and  William  B.  Peale  are  the  duly  qualified  and  acting  execu¬ 
tors  of  the  estate  of  said  John  W.  Peale,  deceased,  with  offices  at  No. 
15  William  Street,  New  York,  N.  Y. 

On  or  about  June  15,  1918,  the  said  John  W.  Peale,  deceased, 
hereinafter  referred  to  as  the  taxpayer,  made  and  filed  with  the 
Collector  of  Internal  Revenue  for  the  Second  District  of  New  York 
his  verified  income  and  excess-profits  tax  returns  for  the  calendar 
year  1917,  under  the  Revenue  Act  of  1917,  on  the  official  forms  pre¬ 
scribed  therefor  by  the  Treasury  Department. 

Said  income  and  excess-profits  tax  returns  were  prepared  by 
Franklin  D.  Peale,  as  attorney  for  said  taxpayer,  in  accordance  with 
the  books  and  records  kept  by  the  taxpayer  in  the  regular  course  of 
his  business. 

On  or  about  February  13,  1923,  said  taxpayer  executed  and  for¬ 
warded  to  respondent  an  instrument  in  writing,  which  was  thereafter 
executed  by  the  respondent,  as  follows : 

Feb.  13,  1923. 

INCOME  AND  PROFITS  TAX  WAIVER. 

In  pursuance  of  the  provisions  of  subdivision  (d)  of  Section  250  of  the 
Revenue  Act  of  1921,  J.  W.  Peale  of  New  York,  N.  Y.  and  the  Commissioner 
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of  Internal  Revenue,  hereby  consent  to  a  determination,  assessment,  and  col¬ 
lection  of  the  amount  of  income,  excess-profits,  or  war-profits  taxes  due  under 
any  return  made  by  or  on  behalf  of  the  said  J.  W.  Peale  for  the  year  1917 
under  the  Revenue  Act  of  1921,  or  under  prior  income,  excess-profits,  or  war- 
profits  tax  Acts,  *  *  *  irrespective  of  any  period  of  limitations. 

This  waiver  shall  not  he  effective  after  March  1,  1924. 

(Signed)  John  W.  Peale, 

Taxpayer. 

( Signed )  I).  II.  Blair, 

Commissioner. 

Oil  or  about  February  16,  1924,  the  respondent  addressed  to  the 
taxpayer  a  letter  reading  in  part  material  here  as  follows : 

An  examination  of  your  income  tax  return  and  of  your  books  of  account  and 
records  for  the  year  1917  discloses  an  additional  tax  liability  of  $74,821.91,  as 
shown  in  the  attached  statement. 

The  additional  assessment  indicated  above  will  be  listed  immediately  with¬ 
out  giving  the  usual  30-day  notice  as  provided  in  Section  250  (d)  of  the  Revenue 
Act  of  1921. 

The  Bureau  wall  therefore  entertain  a  claim  in  abatement  if  filed  within  ten 
days  of  receipt  of  notice  and  demand  from  the  Collector  of  Internal  Revenue 
for  your  district,  in  accordance  with  the  provisions  of  Article  1006  of  Regula¬ 
tions  62. 

On  receipt  of  said  letter  of  February  16,  1924,  the  taxpayer's 
counsel  in  Washington  wrote  to  F.  I).  Peale,  attorney  for  the  tax¬ 
payer,  requesting  that  he  obtain  an  “extension  waiver,”  and  at  the 
same  time  said  counsel  took  up  with  the  officers  of  the  Bureau  of  In¬ 
ternal  Revenue  in  Washington  the  matter  of  delaying  assessment 
until  such  “  waiver  ”  could  be  obtained.  It  was  agreed  that  the 
assessment  would  be  held  up  as  long  as  possible,  in  order  to  give  the 
taxpayer’s  counsel  time  to  get  the  “  extension  waiver.” 

Pursuant  to  the  correspondence  with  F.  D.  Peale,  said  “extension 
waiver  ”  was  received  by  the  taxpayer’s  counsel  in  Washington  on  or 
about  March  1,  1924,  and  on  said  date  was  filed  with  the  Special  As¬ 
sessment  Division  of  the  Bureau  of  Internal  Revenue,  where  the  mat¬ 
ter  had  been  pending,  on  the  understanding  that  the  case  would  be 
recalled  from  the  Proving  Division,  if  possible,  and  the  assessment 
held  in  abeyance,  if  possible. 

The  deficiency  in  tax  indicated  by  the  respondent's  letter  of  Febru¬ 
ary  16,  1924,  was  assessed  against  the  taxpayer  on  February  29,  1924, 
and  he  thereafter  filed  claims  in  abatement  and  for  credit  of  such 
tax  on  or  about  March  14,  1924,  claiming  a  credit  of  $40,762.72  and 
abatement  of  $34,059.19.  The  claim  in  abatement  was  rejected  in 
the  amount  of  $34,059.19,  and  a  certificate  of  overassessment  in  the 
amount  of  $40,762.72  was  issued  on  August  29,  1925. 

On  or  about  February  28,  1924,  the  taxpayer  executed,  and  on 
March  1,  1924,  in  the  circumstances  stated,  his  counsel  delivered  to 


(1101) 


ESTATE  OF  JOHN  W.  PEALE. 


1103 


the  respondent  an  instrument  in  writing,  referred  to  above  as  the 
“  extension  waiver,”  which  was  subsequently  executed  by  the  respond¬ 
ent,  reading  as  follows  : 

February  28,  1924. 

INCOME  AND  PROFITS  TAX  WAIVER. 

In  pursuance  of  the  provisions  of  subdivision  (d)  of  Section  250  of  the 
Revenue  Act  of  1921,  J.  W.  Peale,  of  New  York,  N.  Y.  and  the  Commissioner 
of  Internal  Revenue,  hereby  consent  to  a  determination,  assessment,  and  col¬ 
lection  of  the  amount  of  income,  excess-profits,  or  war-profits  taxes  due  under 
any  return  made  by  or  on  behalf  of  the  said  taxpayer  for  the  year  1917  under 
the  Revenue  Act  of  1921,  or  under  prior  income,  excess-profits,  or  war-profits 
tax  Acts,  *  *  *•  This  waiver  is  in  effect  from  the  date  it  is  signed  by  the 

taxpayer  and  will  remain  in  effect  for  a  period  of  one  year  after  the  expiration 
of  the  statutory  period  of  limitation,  or  the  statutory  period  of  limitation  as 
extended  by  any  waivers  already  on  file  with  the  Bureau,  within  which  assess¬ 
ments  of  taxes  may  be  made  for  the  year  or  years  mentioned. 

(Signed)  J.  W.  Peale, 

Taxpayer. 

(Signed)  D.  H.  Blair, 

Commissioner. 

On  May  21,  1925,  the  respondent  made  a  final  determination  of 
deficiency  for  the  year  1917.  No  part  of  the  claimed  deficiency  has 
been  paid  or  collected. 

Under  date  of  April  17,  1910,  the  taxpayer  leased,  for  a  term  of  5 
to  7  years  from  the  Hollenback  Coal  Co.,  a  culm  bank  known  as  the 
“  Diamond  Bank,”  located  at  Wilkes  Barre,  Pa.,  with  the  right  to 
take,  prepare  for  market,  remove  and  ship  the  coal  therein  at  a  stipu¬ 
lated  royalty,  payable  quarterly. 

From  1910  to  1915,  the  taxpayer  did  not  conduct  any  operations  on 
said  culm  bank.  During  the  latter  year  the  coal  situation  became 
more  favorable,  and  the  taxpayer  decided  it  would  be  worth  while  to 
erect  a  washery  to  prepare  the  coal  for  market.  He  thereupon  had  a 
small  shed  erected  at  the  culm  bank  preliminary  to  the  erection  of  the 
washery,  and  immediately  thereafter  the  Lehigh  &  Wilkes  Barre  Coal 
Co.  notified  taxpayer  that  it  claimed  title  to  the  culm  bank. 

As  a  result  of  subsequent  negotiations  the  taxpayer  and  the  Lehigh 
&  Wilkes  Barre  Coal  Co.  entered  into  an  agreement,  dated  July  28, 
1915,  which  provided  that  the  coal  company  should  recover  the  coal  in 
said  culm  bank  and  prepare  it  for  market  at  its  Empire  Washery, 
turning  over  to  the  taxpayer,  upon  orders  to  be  filed  by  him  from  time 
to  time,  47.31  per  cent  of  the  coal  produced  from  the  culm  bank  each 
day,  in  consideration  of  the  payment  of  his  proportionate  part  of  the 
cost  of  recovering  and  preparing  the  coal,  not  to  exceed  45  cents  per 
ton,  such  payment  to  be  made  on  the  25th  day  of  each  month  for  all 
coal  shipped  during  the  preceding  calendar  month. 
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Under  date  of  August  13,  1915,  the  taxpayer  and  the  Hollenback 
Coal  Co.  entered  into  an  agreement  extending  the  lease  of  April  7, 
1910,  for  an  additional  period  of  5  years,  and  amending  it  in  conform¬ 
ity  with  the  arrangement  with  the  Lehigh  &  Wilkes  Barre  Coal  Co. 

The  taxpayer  forwarded  orders  to  the  Lehigh  &  Wilkes  Barre  Coal 
Co.  for  coal  in  excess  of  his  47.31  per  cent  of  the  daily  output.  Such 
excess  orders  were  filled  by  said  coal  company  out  of  its  proportion 
of  the  coal  recovered  from  the  Diamond  Culm  Bank  and  billed  to  the 
taxpayer  at  the  circular  rate  or  current  market  price.  The  coal  so 
purchased  by  the  taxpayer  in  1917  in  excess  of  his  proportion, 
amounted  to  $41,313.05. 

The  royalty  payments  to  the  Hollenback  Coal  Co.  were  made 
quarterly  in  accordance  with  the  lease  contract  of  April  7,  1917,  and 
all  payments  to  the  Lehigh  &  Wilkes  Barre  Coal  Co.,  representing 
taxpayer’s  proportionate  part  of  the  cost  of  recovery  as  well  as  pay¬ 
ments  for  coal  purchased  to  fill  excess  orders,  were  made  on  the  25th 
day  of  the  month  following  the  month  of  shipment. 

The  operation  of  the  Diamond  Culm  Bank  was  begun  about 
October,  1915,  and  was  completed  about  March,  1918.  The  taxpayer 
never  erected  a  washery  in  connection  with  the  culm  bank,  and  had 
nothing  to  do  with  the  management  of  the  enterprise.  He  merely 
received  from  the  Lehigh  &  Wilkes  Barre  Coal  Co.  his  proportion  of 
the  coal  produced  each  day,  and  his  proportion  he  promptly  sold. 

During  1917  the  taxpayer  was  manager  of  the  anthracite  depart¬ 
ment  of  Peale,  Peacock  &  Kerr,  Inc.,  a  Pennsylvania  corporation, 
chiefly  engaged  in  mining  and  selling  bituminous  coal.  He  pur¬ 
chased  and  sold  practically  no  coal  on  his  own  account  except  that 
from  the  Diamond  Culm  Bank. 

William  C.  Lawson,  an  employee  of  Peale,  Peacock  &  Kerr,  Inc., 
kept  books  for  the  taxpayer  in  connection  with  the  Diamond  Culm 
Bank  business,  for  which  the  taxpayer  paid  him  some  additional  com¬ 
pensation.  The  books  were  kept  by  Lawson  at  home  in  the  evening. 
The  taxpayer  had  no  other  employees  engaged  in  handling  the  culm 
bank  business.  The  taxpayer  and  Lawson  sold  the  coal  mostly  bv 
telephone.  In  a  few  instances,  coal  was  sold  through  commission 
brokers.  There  was  a  brisk  demand  for  coal,  and  it  was  easy  to  sell. 
Lawson  took  most  of  the  orders. 

The  coal  was  sold  on  a  cash  basis,  either  cash  with  order  or  cash 
on  receipt  of  invoice.  Xo  coal  was  sold  on  credit.  I  he  coal  was 
usually  sold  before  actual  shipment  from  the  washery,  but  some  coal 
was  shipped  to  tidewater  and  sold  while  en  route.  In  every  instance 
the  coal  was  sold  before  shipment  from  the  washery  or  while  in 
transit  to  tidewater. 
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The  taxpayer  did  not  invest  any  capital  in  the  Diamond  Culm 
Bank  business.  No  capital  account  was  opened  on  his  books.  He 
did  not  find  it  necessary  to  advance,  as  payment  for  royalties  or  cost 
of  preparing  the  coal  or  for  incidental  expenses,  any  sums  in  addition 
to  the  cash  received  from  the  sales  of  coal.  The  cash  receipts  were  at 
all  times  in  excess  of  expenditures. 

The  taxpayer  did  not  maintain  any  office  for  the  purpose  of  the 
Diamond  Culm  Bank  operations.  In  addition  to  Lawson’s  salary 
and  the  royalty  and  preparation  costs,  there  were  incidental  expenses 
for  stationery  and  for  railroad  freights  when  coal  was  brought  to 
tidewater,  and  also  commission  expenses.  All  expenses  were  paid 
from  receipts  from  the  sale  of  coal.  The  taxpayer  did  not  maintain 
any  storage  facilities,  and  did  not  have  occasion  to  store  any  coal. 

The  taxpayer’s  culm  bank  business  during  1917  had  no  invested 
capital  or  not  more  than  a  nominal  capital. 

OPINION 

Trammell:  The  first  issue  for  consideration  presents  the  question 
whether  collection  of  the  deficiency  in  this  case  is  barred  by  the 
statute  of  limitations.  With  respect  thereto,  the  Be  venue  Act  of 
1921,  in  effect  when  the  assessment  was  made,  provides  as  follows : 

Sec.  250.  (d)  The  amount  of  income,  excess-profits,  or  war-profits  taxes  due 
under  any  return  made  under  this  Act  *  *  *  for  prior  taxable  years  or 

under  prior  income,  excess-profits,  or  war-profits  tax  Acts,  *  *  *  shall  be 

determined  and  assessed  within  five  years  after  the  return  was  filed,  unless 
both  the  Commissioner  and  the  taxpayer  consent  in  writing  to  a  later  deter¬ 
mination,  assessment,  and  collection  of  the  tax ;  and  no  suit  or  proceeding  for 
the  collection  of  any  such  taxes  *  *  *  shall  be  begun,  after  the  expiration 

of  five  years  after  the  date  when  such  return  was  filed  *  *  *. 

The  return  for  the  calendar  year  1917  was  filed  by  the  taxpayer  on 
or  prior  to  June  15,  1918,  and  the  five-year  period  provided  in  the 
statute  above  quoted  for  determination,  assessment  and  collection  of 
the  tax,  expired  not  later  than  June  15,  1923,  unless  both  the  Com¬ 
missioner  and  the  taxpayer  consented  in  writing  to  a  later  determina¬ 
tion,  assessment  and  collection.  ' 

By  an  instrument  in  writing  dated  February  13,  1923,  the  parties 
did  consent  to  such  later  determination,  assessment  and  collection,  and 
the  statutory  period  was  thus  extended  to  include  March  1,  1924.  The 
deficiency  was  assessed  on  February  29,  1924,  within  the  statutory 
period  as  extended  by  said  consent,  but  collection  thereof  was  barred 
on  and  after  March  2,  1924,  unless  the  statutory  period  was  further 
extended  by  a  consent  in  writing  of  said  parties.  Bowers  v.  New 
Y orh  <&  Albany  Lighterage  Co .,  273  U.  S.  346. 
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By  an  instrument  in  writing  dated  February  28,  1924,  signed  by 
the  taxpayer  on  or  about  that  date  and  filed  with  the  respondent  on 
March  1,  1924,  and  thereafter  executed  by  the  respondent,  the  parties 
consented  to  a  determination,  assessment  and  collection  of  the  amount 
of  tax  due  for  the  year  1917  within  a  period  of  one  year  after  the 
expiration  of  the  statutor}^  period  of  limitation  as  extended  by  the 
instrument  first  above  referred  to.  The  statutory  period  for  col¬ 
lection  was  thus  extended  to  March  1,  1925,  if  said  second  instrument 
was  valid. 

A  consent  extending  the  time  for  assessment  and  collection  of 
taxes  beyond  June  2,  1924,  executed  pursuant  to  the  Revenue  Act 
of  1921,  continues  iu  force  after  the  date  of  enactment  of  the  Revenue 
Act  of  1924.  Cunningham  Sheep  &  Land  Co .,  7  B.  T.  A.  652. 

The  Revenue  Act  of  1924  provides,  in  section  277  (a)  (2),  that  the 
amount  of  income,  excess-profits  or  war-profits  taxes  imposed  by 
the  Revenue  Act  of  1916  or  the  Revenue  Act  of  1917,  or  such  Acts 
as  amended,  shall  be  assessed  within  5  years  after  the  return  was 
filed,  and  provides  in  section  278  (c)  that  where  both  the  Commis¬ 
sioner  and  the  taxpayer  lulve  consented  in  writing  to  the  assessment 
of  the  tax  after  the  time  prescribed  in  section  277  for  its  assessment, 
the  tax  may  be  assessed  at  any  time  prior  to  the  expiration  of  the 
period  agreed  upon.  Thus,  it  appears  that  the  deficiency  tax  involved 
herein  was  assessed  within  the  period  prescribed  in  section  277,  as 
extended  by  the  consent  in  writing  provided  in  section  278.  The 
Revenue  Act  of  1924  further  provides  as  follows : 

Sec.  278.  (d)  Where  the  assessment  of  the  tax  is  made  within  the  period 
prescribed  in  section  277  or  in  this  section,  such  tax  may  be  collected  by 
distraint  or  by  a  proceeding  in  court,  begun  within  six  years  after  the  assess¬ 
ment  of  the  tax  *  *  *. 

The  Revenue  Act  of  1926  contains  substantially  the  same  provisions, 
insofar  as  relevant  to  the  facts  of  this  case. 

Where  an  assessment  was  made  prior  to  the  enactment  of  the 
Revenue  Act  of  1924,  within  the  five-year  period  of  limitation  pro¬ 
vided  by  section  250  (d)  of  the  Act  of  1921,  and  the  Revenue  Act  of 
1924  was  enacted  prior  to  the  expiration  of  that  five-year  period,  we 
have  held  that  respondent  has  six  years  from  the  date  of  the  assess¬ 
ment  within  which  to  begin  a  suit  or  other  proceeding  for  the  col¬ 
lection  of  such  tax,  under  section  278  (d)  of  the  Revenue  Act  of 
1924,  above  quoted.  Art  Metal  Vkorks,  9  B.  T.  A.  491.  See  also 
•  United  States  v.  Russell ,  22  Fed.  (2d)  249.  > 

And  where  the  five-year  period  provided  by  section  250  (d)  of 
the  1921  Act,  as  extended  by  consents  in  writing,  did  not  expire  until 
subsequent  to  the  enactment  of  the  Revenue  Act  of  1924,  and  the 
assessment  was  made  within  such  period,  as  extended,  which  are 
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the  facts  in  this  case,  the  same  rule  applies.  G.  L.  Ramsey,  11  B. 
T.  A.  345. 

It  follows  that  collection  of  the  deficiency  herein  is  not  barred 
by  limitations,  unless,  as  contended  by  the  petitioner,  the  consent 
in  writing  or  so-called  “extension  waiver”  of  February  28,  1924, 

is  invalid. 

The  petitioner  contends  substantially,  first,  that  section  278  (d)  of 
the  1924  Act  should  not  be  construed  to  extend  for  a  six-year 
period  from  the  date  of  assessment,  the  time  for  collection  of  the 
deficiency  herein,  for  the  reason  that  prior  to  the  enactment  of 
the  Revenue  Act  of  1924  the  taxpayer  and  the  Commissioner,  pur¬ 
suant  to  express  statutory  authority  contained  in  section  250  (d) 
of  the  1921  Act,  then  in  effect,  had,  by  the  consent  agreement  of 
February  28,  1924,  definitely  fixed  and  limited  the  period  within 
which  collection  should  be  made,  and  the  period  so  fixed  expired 
not  later  than  April  1,  1925.  This  point  has  been  decided  adversely 
to  the  petitioner’s  contentions,  in  G.  L.  Ramsey,  supra.  See  also 
Sunshine  Cloak  &  Suit  Co .,  10  B.  T.  A.  971. 

The  petitioner  further  contends  that  said  last  mentioned  consent 
or  so-called  “  extension  waiver  ”  is  not  valid,  for  the  reason  that  it 
was  executed  and  filed  by  the  taxpayer  under  a  mistake  of  fact, 
that  is,  under  the  belief,  based  upon  representations  of  officers  of 
the  Bureau  of  Internal  Revenue,  that  the  jeopardy  assessment  had 
not  been  made  but  would  be  held  in  abeyance,  and  that,  relying 
upon  such  representations,  the  consent  was  filed  on  March  1,  1924, 
solely  with  a  view  to  holding  up  the  assessment. 

Without  passing  upon  the  question  whether,  or  in  what  circum¬ 
stances,  a  consent  executed  by  a  taxpayer  under  a  mistake  of  fact 
would  be  invalid,  it  is  sufficient  to  point  out  that  the  evidence  before 
us  falls  far  short  of  establishing  such  a  situation  as  that  upon  which 
the  petitioner’s  contentions  are  predicated. 

In  his  letter  of  February  16,  1924,  the  Commissioner  officially  and 
formally  advised  the  taxpayer  that  the  additional  assessment  would 
be  listed  immediately,  without  giving  the  usual  30-day  notice  as 
provided  in  section  250  (d)  of  the  Revenue  Act  of  1921.  On  receipt 
of  this  letter,  the  taxpayer’s  Washington  counsel  took  steps  to  ob¬ 
tain  an  u  extension  waiver  ”  and  at  the  same  time  took  up  with  the 
officers  of  the  Bureau  of  Internal  Revenue  the  matter  of  delaying 
assessment  until  such  “  waiver  ”  could  be  secured.  At  that  time 
it  was  agreed,  according  to  the  testimony,  that  the  assessment  would 
be  held  up  as  long  as  possible  in  order  to  give  counsel  time  to  get 
the  u  extension  waiver.”  The  time  within  which  the  assessment 
could  be  made  under  the  consent  dated  February  13,  1923,  expired 
March  1,  1924,  and  the  time  not  then  having  been  further  extended. 
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the  assessment  was  made  on  February  29,  1924.  From  these  facts 
it  would  appear  that  the  officers  of  the  Bureau  acted  in  good  faith 
and  held  up  the  assessment  as  long  as  might  reasonably  be  expected 
in  the  circumstances. 

TV  ith  respect  to  the  filing  of  the  so-called  “  extension  waiver  ”  on 
March  1,  1924,  and  what  occurred  in  connection  therewith,  the  only 
evidence  before  us  is  the  testimony  of  P.  S.  Talbert,  the  taxpayer’s 
Washington  counsel,  who  testified  as  follows: 

Following  correspondence  with  Mr.  Peale,  the  waiver  was  finally  received 
as  I  recall,  on  March  1,  1924,  and  I  took  it  down  and  arranged  with  the  special 
assessment  division,  where  the  case  had  been  pending,  to  stop  the, — to  recall 
the  case  from  the  Proving  Division,  if  possible,  and  not  to  have  the  assess¬ 
ment  made  at  that  time,  and  filed  the  waiver  with  it,  with  the  understanding 
that  that  would  be  done,  if  possible ;  it  developed  afterwards  that  at  the  time 
I  filed  the  waiver,  the  assessment  had  already  been  made,  and  of  course  it  was 
impossible  to  stop  it. 

Q.  And  those  were  the  circumstances  in  which  the  waiver  was  filed  on  March 
1,  1924,  is  that  right? 

A.  That  is  right ;  it  was  filed  with  a  view  to, — and  only  with  a  view  to 
holding  up  the  bringing  of  that  jeopardy  assessment,  which  was  proposed  by 
the  letter. 

iNo  where  does  the  record  disclose  that  either  the  taxpayer  or  his 
representative  was  advised  prior  to  the  filing  of  the  “extension 
waiver  ”  on  March  1,  1924,  that  the  assessment  had  in  fact  not  been 
made,  or  that  it  would  in  any  event,  upon  the  filing  of  said  “  waiver,” 
be  further  delayed.  According  to  the  testimony  of  the  taxpayer’s 
counsel,  he  was,  on  March  1,  1924,  merely  advised  by  the  officers  of 
the  Special  Assessment  Division,  where  the  case  had  been  pending, 
that  if  the  “  extension  waiver  ”  was  filed,  the  case  would  be  with¬ 
drawn  from  the  Proving  Division,  if  possible,  and  the  assessment 
held  up,  if  possible.  However,  this  was  obviously  impossible,  since 
it  developed  afterwards  that  the  assessment  had  then  already  been 
made. 

It  is  not  shown  that  any  representation  was  made  to  said  counsel 
with  respect  to  the  actual  status  of  the  matter  at  that  time,  other  than 
tlie  fact  that  the  case  was  then  in  the  Proving  Division,  impliedly  for 
the  purpose  of  listing  the  assessment.  It  can  not  be  said,  therefore, 
that  any  misrepresentation  of  fact  was  made  to  the  taxpayer’s  counsel, 
nor  that  he  was  misled  into  believing  that  by  filing  said  “waiver” 
assessment  would  be  delayed.  If  the  “  waiver  ”  was  filed  with  a  view 
to  holding  up  the  assessment,  it  was  apparently  so  filed  only  in  the 
hope  of  realizing  a  bare  possibility. 

In  the  light  of  these  facts,  we  are  unable  to  reach  the  conclusion 
that  the  consent  in  writing  dated  February  28,  1924,  extending  the 
period  for  collection  to  March  1,  1925,  is  invalid.  It  follows,  there¬ 
fore,  that,  under  the  statutes  and  decisions  above  cited,  the  respondent 
has  six  years  from  February  29,  1924,  the  date  of  the  assessment,  in 
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which  to  make  collection.  Accordingly,  collection  of  the  deficiency 
herein  is  not  now  barred  by  limitations. 

The  second  issue  for  consideration  is  whether  the  amount  of 
$200,183.36  of  the  taxpayer’s  net  income  for  the  calendar  year  1917  is 
taxable  under  section  209  of  the  Revenue  Act  of  1917,  which  pro¬ 
vides  as  follows : 

Sec.  209.  That  in  the  case  of  a  trade  or  business  having  no  invested  capital 
or  not  more  than  a  nominal  capital  there  shall  be  levied,  assessed,  collected  and 
paid,  in  addition  to  the  taxes  under  existing  law  and  under  this  Act,  in  lieu  of 
the  tax  imposed  by  section  two  hundred  and  one,  a  tax  equivalent  to  eight  per 
centum  of  the  net  income  of  such  trade  or  business  *  *  *. 

In  determining  the  deficiency  in  controversy,  the  respondent  com¬ 
puted  the  tax  on  said  amount  under  the  provisions  of  section  210  of 
said  Act. 

During  the  year  1917,  the  taxpayer  received  salaries  from  two  cor¬ 
porations  in  the  total  amount  of  $93,859.77,  which  he  reported  in  his 
return  as  taxable  under  section  209,  supra ,  and  on  which  respondent 
computed  the  tax  under  said  section.  During  said  year,  the  taxpayer 
received  a  total  net  income  of  $11,726.33  from  the  operation  of  coal 
barges,  which  amount  he  reported  as  taxable  under  section  210,  and 
on  which  the  respondent  computed  the  tax  under  said  section. 
During  said  year,  the  taxpayer  also  received  net  income  in  the 
amount  of  $225,183.36  from  the  sale  of  coal  from  the  Diamond  Culm 
Bank,  under  the  circumstances  set  out  in  our  findings  of  fact  above. 
This  amount  taxpayer  reported  as  taxable  under  section  209,  but 
respondent  computed  the  tax  on  $25,000  thereof  under  said  section 
and  on  the  balance  of  $200,183.36  under  section  210.  It  is  with  re¬ 
spect  to  the  correctness  of  this  action  of  the  respondent  that  the 
issue  before  us  relates. 

The  uncontroverted  evidence  shows  that  in  1910  the  taxpayer  en¬ 
tered  into  a  lease  contract  with  the  Hollenback  Coal  Co.  whereby  he 
acquired  the  right,  for  a  period  of  5  to  7  years,  to  take,  prepare  for 
market,  remove  and  ship  the  coal  contained  in  a  certain  culm  bank 
known  as  the  “Diamond  Bank,”  located  at  Wilkes  Barre,  Pa.,  in 
consideration  of  a  stipulated  royalty,  payable  quarterly. 

In  1915  the  taxpayer  erected  a  small  shed  at  the  culm  bank,  pre¬ 
liminary  to  the  erection  of  a  washery  for  reclaiming  the  coal.  He 
was  thereupon  advised  by  the  Lehigh  &  Wilkes  Barre  Coal  Co.  that 
it  claimed  title  to  said  culm  bank.  As  a  result  of  subsequent  negotia¬ 
tions,  the  taxpayer  and  said  coal  company  entered  into  an  agreement, 
under  date  of  July  28,  1915,  which  provided  that  the  coal  company 
should  recover  the  coal  in  said  culm  bank  and  turn  over  to  the  tax¬ 
payer  47.31  per  cent  of  the  daily  output,  for  which  he  was  to  pay  to 
said  company  preparation  coste  not  to  exceed  45  cents  per  ton,  pay¬ 
ment  to  be  made  on  the  25th  day  of  each  month  for  all  coal  shipped 
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during  the  preceding  calendar  month.  The  taxpayer  filed  orders 
with  the  coal  company  from  time  to  time  to  be  filled  from  his  portion 
of  the  coal  recovered,  and  also  purchased  a  portion  of  the  coal  com¬ 
pany's  share  of  the  coal  reclaimed,  which  was  paid  for  by  him  on  the 
same  terms  as  the  preparation  costs. 

The  taxpayer’s  contract  with  the  Hollenback  Coal  Co.  was  modi¬ 
fied  in  accordance  with  the  agreement  with  the  Lehigh  &  Wilkes 
Barre  Coal  Co.,  and  the  royalties  due  thereunder  to  the  former 
company  were  paid  quarterly. 

All  of  said  coal  was  sold  by  the  taxpayer  either  before  shipment  or 
while  en  route  to  tidewater,  and  was  sold  for  cash  with  order  or  cash 
on  receipt  of  invoice.  During  the  taxable  year  1917,  the  receipts  from 
the  sale  of  coal  were  at  all  times  sufficient  to  meet  the  royalty  pay¬ 
ments,  preparation  costs,  the  cost  of  additional  coal  purchased  to 
fill  excess  orders,  and  incidental  expenses. 

The  taxpayer  had  no  employees  engaged  in  the  operation  of  the 
business,  other  than  an  employee  of  Peale,  Peacock  &  Kerr,  Inc.,  to 
whom  he  paid  some  additional  compensation  for  keeping  his  books 
and  records.  The  taxpayer  did  not  maintain  any  storage  facilities, 
and  did  not  store  any  coal.  He  did  not  have  any  capital  account  on 
his  books,  and  did  not  use  any  capital  in  said  business,  either  invested 
or  borrowed,  other  than  receipts  from  the  sale  of  coal. 

In  the  case  of  Henry  Monk ,  9  B.  T.  A.  16,  we  had  before  us  the 
same  issue  as  that  under  consideration  here,  and  in  many  respects,  the 
material  facts  there  are  comparable  to  the  facts  in  this  proceeding. 

We  held  that  the  petitioner  was  entitled  to  have  his  profits  tax 
computed  under  section  209,  supra ,  and  in  arriving  at  that  conclusion, 
said : 

On  beginning  the  business  in  1917  the  petitioner  had  no  money  except  bor¬ 
rowed  money  and  no  capital  or  materials  except  a  few  small  tools  of  neg¬ 
ligible  value.  The  contracts  with  the  Government  had  been  obtained  upon  open 
bids  without  cost.  It  is  clear  that  there  was  no  invested  capital  employed  in 
the  business  as  the  term  is  defined  in  section  207  of  the  1917  Act.  See  Cartier 
v.  Doyle  (C.  C.  A.)  277  Fed.  152;  Gus  Sun  Booking  Exchange  Co.  v.  Deane,  10 
Fed.  (2d)  378;  Empire  Fuel  Co.  v.  Hayes r  295  Fed.  704.  It  is  admitted  that 
the  $25,000  .of  borrowed  money  was  used  in  the  business  and  was  perhaps  neces¬ 
sary  to  its  existence  in  the  beginning.  In  Empire  Fuel  Co.  v.  Hayes,  supra, 
the  court  found  that  a  corporation  which  had  borrowed  all  of  the  money  used 
to  purchase  and  operate  a  mine  had  no  invested  capital  and  was,  therefore, 
subject  to  be  taxed  under  section  209.  In  Cartier  \.  Doyle,  supra,  it  was  held 
that  a  partnership  engaged  in  buying  and  selling  timber  and  lumber  products 
which  conducted  its  business  entirely  on  borrowed  money  in  considerable 
amount  had  “  nominal  capital  ”  but  not  “  invested  capital  ”  and  was  entitled  to 
have  its  excess-profits  tax  computed  under  section  209.  The  facts  in  these 
cases  are  not  distinguishable  in  any  material  respect  from  those  in  the  case 
at  bar.  Those  businesses  can  not  be  said  to  require  any  less  use  of  capital  than 
the  one  in  which  the  petitioner  was  engaged. 
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Tiie  petitioner’s  total  expenditures  for  the  year  were  $607,404.78.  He  was 
not  required  to  complete  his  contracts  before  receiving  any  remuneration  from 
the  Government.  A  part  of  the  contract  price  was  paid  as  soon  as  the  material 
was  delivered  upon  the  job  and  another  part  paid  when  the  work  was  com¬ 
pleted.  These  funds,  together  with  the  $25,000  borrowed  money,  the  petitioner 
kept  in  a  general  account  out  of  which  all  the  expenses  of  operation  were  paid. 
In  Park  Amusement  Co.  v.  McCaughn,  14  Fed.  (2d)  553,  a  corporation  conduct¬ 
ing  an  amusement  park  had  a  capital  stock  of  $2,000.  Gross  expenditures  of 
approximately  $150,000  for  the  year  were  made  out  of  current  receipts.  It  had 
a  net  income  for  the  taxable  year  of  $30,000.  The  court  held  that  the  corpora¬ 
tion  had  not  more  than  a  nominal  capital  of  any  kind  and  was  subject  to  excess- 
profits  tax  at  the  flat  rate  of  8  per  cent  under  section  209. 

See  also  Railroad  Stevedoring  C orporation  v.  Bowers ,  7  Fed.  (2d) 
981. 

The  facts  in  the  instant  case  tend  perhaps  more  strongly  to  bring 
it  within  the  purview  of  section  209  than  do  the  facts  in  any  of  the 
cases  above  cited.  Here  the  taxpayer  had  no  invested  capital,  within 
the  statutory  definition  of  that  term,  and  used  no  borrowed  capital 
whatever  in  the  operation  of  the  business.  The  lease  contract  cost 
him  nothing  other  than  the  royalty  paid  upon  his  share  of  the  coal 
recovered;  and  all  expenses,  as  well  as  the  purchase  price  of  addi¬ 
tional  coal,  were  paid  out  of  current  receipts.  It  is  true  that  during 
the  year  1917,  the  taxpayer  conducted  other  businesses  which  required 
the  use  of  capital,  and  that  all  of  his  funds  were  kept  in  the  same 
bank  account  or  accounts,  but  it  is  also  clearly  established  that  no 
part  of  such  funds  was  used  in  the  operation  of  the  business  which 
produced  the  taxable  income  involved  in  this  controversy.  It  fur¬ 
ther  appears  that  the  respondent  computed  the  tax  on  $25,000  of 
said  income  under  section  209  and  on  the  balance  under  section  210. 
We  are  not  advised  why  a  portion  of  the  net  income  should  be  taxed 
under  the  one  section  and  another  portion  of  the  net  income  derived 
from  the  same  business  should  be  taxed  under  the  other  section. 

It  is  our  opinion  that  the  tax  should  be  computed  at  the  8  per  cent 
rate  as  provided  in  section  209  of  the  Revenue  Act  of  1917,  supra. 
The  deficiency  should  be  redetermined  accordingly. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 

Green  dissents. 


Marshall  Brothers  Lumber  Co.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  Nos.  12987,  16608.  Promulgated  October  17,  1928. 

1.  Installment  Sales. — The  filing  of  original  returns  on  accrual 
basis  is  no  bar  to  later  filing  amended  returns  on  installment 
basis  providing  books  contain  sufficient  information  to  so  compute 
the  net  income. 
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2.  Id. — Petitioner  held  to  be  “  regularly  ”  selling  personal  property 
on  the  installment  plan  within  the  meaning  of  that  term  as  used 
in  section  212(d)  of  the  Revenue  Act  of  1926. 

3.  Id. — Evidence  held  insufficient  to  properly  compute  the  income 
on  the  installment  sales  basis. 

4.  Id. — Section  705  of  the  Revenue  Act  of  1928  held  not  applica¬ 
ble  where  change  of  reporting  net  income  from  accrual  to  install¬ 
ment  basis  was  made  on  amended  rather  than  original  returns. 

5.  Evidence. — Where  counsel  for  petitioner  states  at  the  hearing 
that  certain  depositions  previously  taken  will  not  be  offered  and 
counsel  for  respondent  does  not  offer  them,  they  are  not  a  part  of 
the  record. 

T.  B.  Benson ,  Esq.,  Han'y  Schwartz ,  Esq.,  and  E.  R.  Zane,  C.  P.  A., 
for  the  petitioner. 

Harold  Allen,  Esq.,  and  W.  R.  Lansford ,  Esq.,  for  the  respondent. 

In  these  proceedings,  which  were  consolidated,  the  petitioner  seeks 
a  redetermination  of  its  income  and  profits-tax  liabilities  for  the 
calendar  years  1920  and  1921,  for  which  the  respondent,  as  set  forth 
in  his  deficiency  letters  dated  February  16,  1926,  and  April  30,  1926, 
determined  deficiencies  of  $5,315.59  and  $4,379.16,  respectively. 

The  only  issue  is  whether  the  respondent  erred  in  determining  the 
petitioner’s  income  on  an  accrual  basis  rather  than  on  the  installment 
basis.  A  second  error  relating  to  bad  debts  was  alleged  with  respect 
to  the  year  1921,  but  was  abandoned  at  the  hearing. 

FINDINGS  OF  FACT. 

Petitioner  is  a  Tennessee  corporation  with  its  principal  office  at 
Johnson  City.  During  the  years  1920  and  1921,  and  for  several 
years  prior  thereto,  it  had  been  engaged  in  retailing  lumber  and 
building  materials  both  for  cash  and  on  credit.  Its  credit  sales, 
which  represented  from  14  to  17  per  cent  of  its  total  sales  during  the 
years  in  question,  were  made  upon  the  installment  plan  in  the  follow¬ 
ing  manner.  If  a  prospective  purchaser  owned  a  lot  and  was  able 
to  finance  the  labor,  the  petitioner  would  sell  him  his  material  on  a 
monthly  payment  plan  ranging  from  $10  per  month  upward.  Upon 
the  completion  of  the  building  the  petitioner  would  take  the  pur¬ 
chaser’s  note  secured  by  a  deed  of  trust  on  the  real  estate.  In  case 
the  purchaser  defaulted  the  petitioner  would  purchase  the  real  estate 
on  foreclosure  and  credit  the  purchaser’s  account  with  the  purchase 
price  and  treat  the  subsequent  disposition  of  the  acquired  real  estate 
as  a  new  transaction. 

Petitioner’s  books  of  account,  for  1920  and  1921,  show  income  from 
all  sources,  cost  of  goods  sold,  operating  expenses,  gross  and  net 
income,  as  follows : 
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1920 

Sales - $421,607.79 

Less  returns  and  allowances _  17,  51S.  40 

Net  sales - $404,089.39 

Cost  of  merchandise  sold 

Inventory  Jan.  1,  1920 -  $30, 130.  30 

Purchases -  317,  856.  23 


Total  merchandise _  347,  986.  53 

Inventory  Dec.  31,  1920 _  42,  043.  02 

Cost  of  merchandise  sold _ $305,  943.  51 

Gross  profit  on  sales _ _  98, 145.  88 

Percentage  of  gross  profit  to  sales _  24.  28 


Cash  and  current  account  sales _ $333, 119.  73 

Earned  profit -  24.28  80,914.44 

Collections  on  installment  contracts,  Exhibit  D _  5,  912. 13 

Earned  profit -  24.28  1,435.47 


Total  profit  earned,  1920  sales _ _  82,  349.  91 

Earned  profit  1917  installment  contracts,  Exhibit  A _  612.  03 

Earned  profit  1918  installment  contracts,  Exhibit  B _  490.  63 

Earned  profit  1919  installment  contracts,  Exhibit  C _  1,  006.  85 

Other  operating  income _  11,  014.  62 


Total -  95,  474.  04 

Operating  expense 

Salaries - $24,209.51 

Drayage -  10,  354.  92 

Mill  labor  expense _  4,  062.  00 

Bank  discount _  2,  848.  41 

Cash  discount _  507.  82 

Insurance _  288.  69 

Advertising _  520.  48 

Stable  and  motor-truck  expense _  1,  940. 16 

General  expense _  2,  050.  81 

Taxes -  1,  384.  47 

Rent -  4,  824.  00 

Miscellaneous  expense _  1,  432.  30 

Bad  accounts _  4,  828.  04 

1918  additional  tax _  1,839.08 

1919  Federal  income  tax _  4,  561.  52 

Donations _  478.  00 

Life-insurance  premiums _  283.  80 

Depreciation _  1,  879. 16 

Total -  68,  293. 17 


Net  profit -  27, 180.  87 

17173—2$ - 12 
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1921 


Sales _ $329,  726. 98 

Less  returns  and  allowances. _  17, 136.  85 

Net  sales _ $312,590.13 


Cost  of  goods  sold 

Inventory  Jan.  1,  1921 _  $30, 130.  30 

Purchases _  206,  581.  51 


Total  merchandise _  236,  711.  81 

Inventory  Dec.  31,  1921 _  23,978.05 

Cost  of  sales _ $212,  733.  76 

Gross  profit  on  sales _  99,  856.  37 

Percentage  of  gross  profit  to  sales _ _ _  31.  94 

Cash  and  current  account  sales _ $266,  576.  59 

Earned  profit _  31. 94  85, 159.  65 

Earned  profit  1917  installment  contracts,  Exhibit  A -  422.53 

Earned  profit  1918  installment  contracts,  Exhibit  B _  372.  41 

Earned  profit  1919  installment  contracts,  Exhibit  C -  795.  83 

Earned  profit  1920  installment  contracts,  Exhibit  D -  3,  082.  52 

Collections  1921  installment  sales -  $5,  227.  71 

Earned  profit _  31.  94  1,  669.  73 

Other  operating  income -  10,  901.  91 

Gross  profit  earned - -  102,  404.  58 

Operating  expense 

Salaries _ $12,  500.  00 

Rent _  0,  000.  00 

Bank  discount _  5,  704.  73 

Taxes _  1>  242.  71 

Depreciation -  1>  879.  66 

Bad  accounts _  8,  326. 13 

1920  Federal  income  taxes -  8,  821.  33 

Insurance  premiums -  278.  90 

Donations -  050.  00 

Other  business  expenses -  28,  355. 19 

1921  expense  charged  to  reserve  disallowed  by  revenue 

agent  in  1920 -  8, 248.  90 

Total _  $77,  00  < .  55 

Net  income _  25,  397. 08 


The  total  installment  sales  for  the  years  1917  to  1921  were: 


Year 

Number 
of  trans¬ 
actions 

Amount 

23 

$20, 065. 72 

11 

11, 163.78 

18 

17,  338. 05 

41 

70,  969.  66 

42 

46,  013.  54 

• 

- - 

The  percentage  of  gross  profit  to  sales  for  the  years  191  <  to  1919, 
inclusive,  computed  in  the  same  manner  a£  the  24.28  per  cent  and 
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31.94  per  cent  set  out  in  the  above  profit  and  loss  statements  for 
1920  and  1921,  respectively,  is  as  follows : 


191 7_ 
1918_ 
1919_ 


Per  cent 
25.  502 
24.  79 
23.  26 


dhe  collections  in  1920  and  1921  on  sales  made  during  the  years 
191  (  to  1921,  inclusive,  together  with  the  balance  remaining  uncol¬ 
lected  at  the  end  of  1921,  are  as  follows : 


Year  in  which  sale  was  made 

Collected 
in  1920 

Collected 
in  1921 

Uncollected 
on  Dec.  31, 
1921 

1917 _ 

$2,  399.  92 

1,  979.  14 

4,  328.  67 

5,  912.  13 
None. 

$1,  656. 88 

1,  502.  26 
3,  421.  46 
12,  695.  73 

5,  227.  71 

$2,  520.  06 
4,  728.  15 
8,  259.  70 
52,  361.  80 
40,  785.  83 

By  amended  returns  filed  on  May  16,  1923,  petitioner  attempted 
to  change  to  the  installment  basis  of  reporting  income  for  the  years 
1917  to  1921,  inclusive.  Respondent  refused  to  accept  these  returns 
and  to  permit  the  change  in  reporting  income,  and  has  determined  the 
deficiencies  here  involved  by  computing  income  on  other  than  the 
installment  basis. 

OPINION. 


Green:  The  question  here  is  whether  the  petitioner  is  entitled  to 
fave  its  income  from  installment  sales  determined  on  the  installment 
?ales  basis,  and,  if  so,  whether  the  record  is  sufficiently  complete  to 
mable  such  a  determination  to  be  made.  It  originally  filed  its  returns 
m  the  accrual  basis  but,  as  set  out  in  the  fundings,  on  May  16,  1923, 
t  filed  amended  returns  on  what  it  believed  to  be  a  true  and  cor- 
•ect  installment  basis.  The  respondent  rejected  the  amended  returns 
>n  the  ground  that  once  the  petitioner  having  elected  to  file  on  one 
)asis  it  could  not  later  elect  to  file  on  another  basis  for  the  same  years. 
Te  now  contends  that  the  petitioner  was  not  “  regularly  ”  engaged 
n  selling  personal  property  on  the  installment  plan  as  that  term  is 
ised  in  section  212(d)  of  the  Revenue  Act  of  1926  and  that  at  best 
ts  deferred  payment  sales  could  only  be  classed  as  “  casual  ”  sales 
md  only  those  sales  could  be  returned  on  an  installment  basis  as 
xceeded  $1,000  in  amount  and  in  which  the  initial  payment  did  not 
xceed  one-fourth  of  the  purchase  price.  Section  212  (d) ,  supra ,  pro- 
ides  in  part  that : 

Under  regulations  prescribed  by  the  Commissioner  with  the  approval  of  the 

rtveInrina  Wh°  regUlarly  Sells  °r  otllei'wise  disposes  of  personal  prop- 

rty  °n  the  ailment  plan  may  return  as  income  therefrom  in  any  taxable 
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year  that  proportion  of  the  installment  payments  actually  received  in  that  year 
which  the  total  profit  realized  or  to  be  realized  when  the  payment  is  completed, 
bears  to  the  total  contract  price.  In  case  (1)  of  a  casual  sale  or  other  casual 
disposition  of  personal  property  for  a  price  exceeding  $1,000,  or  (2)  of  a  sale 
or  other  disposition  of  real  property,  if  in  either  case  the  initial  payments  do 
not  exceed  one-fourth  of  the  purchase  price,  the  income  may,  under  regulations 
prescribed  by  the  Commissioner  with  the  approval  of  the  Secretary,  be  returned 
on  the  basis  and  in  the  manner  above  prescribed  in  this  subdivision. 

The  above  section  was  made  retroactive  by  section  1208  of  the  1926 
Act  to  January  1,  1916. 

The  fact  that  the  petitioner  originally  filed  its  returns  on  the 
accrual  basis  would  not  deprive  it  of  the  right  to  have  its  income 
determined  on  the  installment  basis,  if,  in  fact,  it  met  the  tests  pro¬ 
vided  in  section  212(d),  supra.  We  have  repeatedly  held  that  for 
the  years  subsequent  to  December  31,  1915,  a  taxpayer  may,  even 
though  its  books  are  not  kept  strictly  upon  the  installment  basis, 
report  its  income  on  that  basis  providing  the  books  contain  sufficient 
information  and  were  so  kept  that  the  income  could  be  computed  on 
that  basis.  L.  A.  Weeks  Co.  v.  Commissioner ,  6  B.  T.  A.  300;  War¬ 
ren  Reilly  v.  Commissioner,  7  B.  T.  A.  1327 ;  Redlick-N ewman  Co.  v. 
Commissioner ,  8  B.  T.  A.  719;  and  Mrs.  C.  II.  Robinson  v.  Commis¬ 
sioner ,  8  B.  T.  A.  972.  As  a  reference  to  the  history  of  the  install¬ 
ment  sales  method  of  returning  income  from  the  time  of  its  concep¬ 
tion  in  departmental  regulations  until  it  finally  received  legislative 
sanction  by  explicit  enactment  of  the  Revenue  Act  of  1926,  see 
Blum's,  Incorporated,  7  B.  T.  A.  737,  pp.  751-758. 

Did  the  petitioner’s  “regularly”  sell  lumber  and  building  mate¬ 
rials,  which  are  of  course  “  personal  property,”  on  the  installment 
plan  within  the  meaning  of  the  term  “  regularly  ”  as  used  in  sec¬ 
tion  212(d),  supra,  or  should  each  sale  it  made  on  this  plan  be  classed 
as  “  a  casual  sale  ”  within  the  meaning  of  that  term  as  used  in  the 
same  section?  The  facts  show  that  83  such  sales  were  made  during 
the  two  years  here  in  question.  There  were  some  made  in  every 
month  during  the  two-year  period  except  February,  1920,  and  May. 
1921.  The  petitioner’s  president  testified  that  “  for  the  past  eleven 
or  twelve  years  we  have  catered  to  this  business  (installment  plan) 
as  much  as  our  capital  would  allow  us  to.”  Counsel  for  respondent 
argues  that  because  the  cash  sales  amounted  to  five  or  six  times  as 
much  as  those  on  the  credit  or  installment  basis,  it  could  not  be  said 
petitioner  was  “  regularly  ”  selling  on  the  installment  plan.  We  da 
not  believe,  however,  that  the  proportion  existing  between  the  differ¬ 
ent  classes  of  sales  is  controlling.  The  question  is,  did  the  petitioner 
“regularly”  sell  on  the  installment  plan  basis?  The  fact  that  it 
also  sold  on  the  cash  basis  is  only  one  element  to  be  considered  along 
with  other  circumstances  such  as  the  frequency  in  which  installment 
sales  were  made,  the  number  of  such  sales  and  the  general  holding 
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out  to  the  public  that  such  arrangements  could  be  made.  We  think 
the  facts  here  conclusively  show  that  the  petitioner  regularly  sold 
personal  property  on  the  installment  plan  and  that  it  should  be  per¬ 
mitted  to  report  its  income  on  that  basis  provided  the  record  shows 
that  its  books  contained  sufficient  information  and  were  so  kept  that 
income  could  be  computed  upon  that  basis. 

But  when  we  examine  the  report  referred  to  in  the  findings  of  fact 
we  find  that  it  is  deficient  in  certain  elements  necessary  to  a  correct 
computation  of  income  on  the  installment  basis.  Reference  is  made 
to  the  items  of  “  Returns  and  Allowances  ”  of  $17,518.40  and  $17,- 
136.85,  respectively,  contained  in  the  profit  and  loss  statements  for 
the  years  1920  and  1921.  In  Blum’s ,  Incorporated ,  supra  (page  758 
to  page  762),  we  pointed  out  that  the  ordinary  item  of  “Returns 
and  Allowances  ”  usually  consisted  of  at  least  three  different  situ¬ 
ations,  each  of  which  should  receive  different  treatment  in  the  de¬ 
termination  of  the  percentage  rate  of  gross  profit  to  be  applied 
against  the  cash  collections.  The  first  situation  is  where  the  contract 
is  mutually  canceled  with  both  parties  being  restored  to  status  quo. 
In  that  situation,  we  held  that  in  determining  the  percentage  rate  of 
gross  profit,  the  gross  sales  should  first  be  reduced  by  the  entire 
amount  of  such  cancellations,  and  only  the  amount  of  the  net  sales 
should  be  used  as  the  divisor  with  the  gross  profit  realized  or  to  be 
realized  as  the  dividend.  The  second  situation  embraced  those  cases 
where  sales  were  made  and  canceled  in  the  same  year  but  with  the 
purchaser  forfeiting  the  payments  already  made  and  the  seller  re¬ 
possessing  the  merchandise  usually  depreciated  somewhat  in  value 
by  the  damage  and  use  while  in  the  hands  of  the  purchaser.  The 
third  situation  is  identical  with  the  second  except  that  the  sales  can¬ 
celed  consist  of  those  made  in  a  year  prior  to  the  current  year.  In 
each  of  the  last  two  situations  we  held  that  for  the  purpose  of  com¬ 
puting  the  percentage  rate  of  gross  profit  the  proper  procedure  was 
as  follows  (pages  761-762)  : 

In  the  case  of  sales  made  and  canceled  in  the  same  year  on  account  of  default 
in  payments:  Gross  sales  should  be  reduced  by  the  total  contract  price  of  the 
canceled  sales.  All  payments  made  and  forfeited  by  purchasers  should  be  in¬ 
cluded,  in  their  entirety,  in  gross  income,  though  not  in  gross  or  net  sales  upon 
which  the  percentage  of  gross  profit  on  all  other  sales  of  the  year  will  be  com¬ 
puted.  In  order  that  the  petitioner  may  have  advantage  of  the  deduction,  in  the 
year  of  repossession,  of  the  full  amount  of  the  loss  sustained,  if  any,  through 
damage  and  use  of  merchandise  while  in  the  hands  of  the  purchaser,  the  differ¬ 
ence  between  the  value  at  which  such  merchandise  was  included  in  the  opening 
inventory,  or  the  cost  of  the  merchandise,  according  to  whether  it  was  on  hand 
at  the  beginning  of  the  year  or  was  purchased  during  the  year,  and  its  value 
when  repossessed,  should  be  deducted  from  the  cost  of  goods  sold  and  taken  as  a 
separate  loss  deduction  from  gross  income. 

In  the  case  of  sales  canceled,  on  account  of  default  in  payments,  in  a  year 
subsequent  to  the  year  or  years  in  which  made:  No  deduction  in  the  gross  sales 
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of  the  year  should  be  made.  All  payments  made  and  forfeited  by  the  purchaser 

A 

in  the  year  in  which  the  sale  is  canceled,  should  be  included,  in  their  entirety,  ir 
gross  income  for  that  year,  though  not  in  gross  or  net  sales  upon  which  the  per 
centage  of  profit  on  sales  for  the  year  will  be  computed.  Payments  made  ii 
prior  years  should  not  be  taken  into  account  in  computing  gross  income  for  th( 
year  in  which  the  sale  was  canceled.  The  repossessed  merchandise  should  b( 
included  in  purchases  at  cost,  less  proper  allowance  for  damage  and  use,  if  any,  01 
at  cost,  less  any  part  thereof  previously  recovered  through  payments  made  by  the 
purchasers,  in  prior  years,  and  not  returned  as  income,  whichever  is  lower.  The 
difference,  if  any,  between  the  cost,  less  allowance  for  damage  and  use,  and 
cost,  less  any  part  thereof  previously  recovered,  should  be  taken  as  a  loss  deduc 
tion  from  gross  income  of  the  year  of  repossession. 

The  cost,  of  repossessed  merchandise  should  be  determined  by  applying  to  the 
contract  price  (selling  price  to  defaulted  purchaser)  that  percentage  rate  which 
is  complementary  to  the  percentage  rate  of  profit  for  the  year  in  which  the  sale 
was  made. 

No  evidence  was  offered  in  the  instant  case  as  to  what  the  above 
items  of  “  Returns  and  Allowances  ”  consisted.  The  nearest  approach 
to  evidence  along  this  line  was  the  testimony  of  petitioner’s  president 
on  redirect  examination  which  was  as  follows: 

Q.  Mr.  Marshall,  will  you  explain  how  you  handled  repossessions  in  case  a 
purchaser  defaulted  in  the  payment?  How  would  you  put  that  on  your  books? 

A.  Yes,  sir.  That  is  closed  under  the  deed  of  trust,  and  the  property,  where 
it  is  necessary  for  us  to  repossess  it,  is  purchased  by  us  and  the  full  amount 
credited  in  that  year,  and  we  carry  it  then  as  real  estate. 

Q.  The  full  amount  of  what  is  credited? 

A.  The  full  amount  of  the  deferred  payment  is  credited  in  that  particular 
year  that  we  repossess  it. 

Q.  In  the  same  manner  as  if  it  had  all  been  paid  in  cash? 

A.  Yes ;  the  same  as  if  it  had  all  been  paid  in  cash. 

Q.  Then  if  you  sold  that  same  property  a  second  time - 

A.  It  would  then  go  into  our  bills  receivable,  and  if  sold  on  the  installment 
plan  would  be  carried  over  the  period  of  years  that  it  was  sold  over. 

Q.  Being  a  new  transaction? 

A.  Yes,  sir. 

Mr.  Benson.  That  is  all. 

Tlie  above  testimony  does  not  take  cognizance  of  the  three  different 
situations  discussed  in  the  Blum  case,  supra,  and  previously  re¬ 
ferred  to  here,  which  situations  must  be  present  in  all  businesses  done 
on  the  installment  plan.  The  petitioner’s  books  were  not  offered  in 
evidence  and  the  accountant  who  prepared  the  report  referred  to  in 
the  findings  of  fact  did  not  testify.  With  only  the  accountant's  report 
before  11s  and  with  no  explanation  as  to  what  the  items  of  “  Returns 
and  Allowances  "  contained  therein  represented,  we  are  unable  from 
the  record  to  determine  properly  the  percentage  of  gross  profit  to  sales 
for  the  years  1917  to  19*21,  inclusive,  and  since  collections  on  sales 
made  in  each  of  those  years  were  had  during  the  years  1920  and  1921, 
it  follows  that  we  are  likewise  unable  to  properly  determine  the 
income  of  this  petitioner  on  the  installment  basis  for  the  years  in 
question. 
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It  should  be  noted  in  passing  that  section  705  of  the  Revenue  Act 
of  1928,  which  was  made  retroactive  to  “  the  taxable  year  1924  or  any 
prior  taxable  year  ”  does  not  apply  to  the  present  case  for  the  reason 
that  the  provisions  of  that  section  are  restricted  to  instances  in  which 
an  original  return  was  made  prior  to  February  26,  1926,  changing  the 
method  of  reporting  net  income.  In  the  instant  case  it  was  the 
amended  return  in  which  the  petitioners  sought  to  make  the  change. 

The  respondent  in  his  brief  has  made  several  references  to  certain 
depositions  which  had  been  taken  prior  to  the  hearing  in  these  pro¬ 
ceedings.  Such  depositions,  however,  were  not  offered  in  evidence 
by  either  party.  At  the  close  of  the  hearing  counsel  for  the  petitioner 
remarked : 

Depositions  have  been  taken,  but  they  will  not  be  offered  in  evidence.  That 
s  the  petitioner’s  case.  The  petitioner  rests. 

Under  such  circumstances  the  depositions  are  not  a  part  of  the 
record  and  have  not  been  considered  by  us  in  deciding  the  case. 

Reviewed  by  the  Board. 

J udgnnent  will  be  entered  for  the  respondent. 

Phillips  and  Arundell  concur  in  the  result. 

Lansdon  dissents. 


Peerless  Woolen  Mills,  Petitioner,  v.  Commissioner  of 
Internal  Revenue,  Respondent. 

Docket  No.  12038.  Promulgated  October  17,  1928. 

1.  The  Commissioner  determined  a  deficiency  for  the  fiscal  year 
ended  June  30,  1919,  for  which  year  there  was  also  outstanding  an 
unpaid  portion  of  the  original  tax  which  was  assessed  when  the 
return  was  filed.  In  its  petition,  the  petitioner  pleaded  the  statute 
of  limitations  not  only  with  respect  to  the  deficiency,  but  also  as  to 
the  unpaid  portion  of  the  original  tax.  Held,  that  the  Board  has 
jurisdiction  to  consider  both  issues  raised. 

2.  Petitioner  filed  its  return  for  the  fiscal  year  ended  June  30, 
1919,  on  September  15,  1919.  On  November  10,  1924,  more  than  five 
years  from  the  date  the  original  return  was  filed,  a  waiver  was  filed 
which  extended  the  period  for  determination,  assessment  and  collec¬ 
tion  for  one  year.  Prior  to  its  expiration,  another  waiver  was  filed 
which  extended  the  time  for  assessment  to  December  31,  1925,  and 
prior  to  its  expiration  another  waiver  was  filed  which  extended 
the  time  for  assessment  to  December  31,  1926.  Prior  to  December 
31,  1926,  a  deficiency  was  determined  and  an  appeal  filed.  Held, 
that  the  deficiency  is  not  barred.  Joy  Floral  Co.,  7  B.  T.  A.  800. 

3.  From  the  fact  that  assessment  and  collection  may  be  made  of 
a  deficiency  under  the  waivers  referred  to  under  the  preceding 
issue  which  provided  only  for  assessment,  it  does  not  follow  that 
collection  may  likewise  be  made  of  a  part  of  the  original  tax  which 
was  assssed  in  1919,  but  the  time  for  collection  must  be  computed 
from  the  date  the  assessment  was  made  and  not  from  the  date 
when  assessment  might  be  made. 
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4.  A  collection  waiver  filed  on  December  11,  1926,  when  the  period 
for  collection  of  an  assessment  made  in  1919  had  expired,  is  of  no 
force  and  effect  since  at  that  time  the  right  and  remedy  were  both 
gone  (section  1106  (a),  Revenue  Act  of  1926)  and  the  liability  was 
not  revived  by  section  612,  Revenue  Act  of  1928,  which  repealed 
section  1106  (a)  as  of  February  26,  1926.  ( United  States  v. 

John  Barth  Co.,  decided  by  the  Circuit  Court  of  Appeals,  Seventh 
Circuit,  September  12,  1928.) 

J.  R.  Sherrod ,  Esq.,  and  F.  0.  Graves ,  Esq.,  for  the  petitioner. 

A.  C.  Baird,  Esq.,  and  A.  H.  Willey,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  i; 
income  and  profits  tax  for  the  fiscal  year  ended  June  30,  1914 
claimed  by  the  petitioner  to  be  in  the  amount  of  $76,974.26  and  b_ 
the  Commissioner  to  be  in  the  amount  of  $18,658.98.  At  the  hearing 
of  this  proceeding  the  petitioner  waived  its  claim  for  special  assess 
ment  and  relied  solely  upon  the  point  that  there  is  no  deficiency  b; 
reason  of  the  fact  that  the  statute  of  limitations  has  operated  botl 
to  bar  the  collection  of  the  portion  of  the  unpaid  assessment  ($58. 
315.28)  made  upon  the  original  return  on  October  30,  1919,  and  th 
assessment  and  collection  of  the  deficiency  determined  in  the  amoun 
of  $18,658.98. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Georgia  corporation  with  its  principal  offie 
at  Rossville.  On  September  15,  1919,  it  filed  with  the  collector  a 
Atlanta  its  income  and  profits-tax  return,  Form  1120,  for  the  fisca 
year  ended  June  30,  1919,  showing  a  net  income  of  $226,896.51  an. 
a  total  tax  liability  of  $116,630.58.  There  was  attached  to  and  filet 
with  the  return  the  following  letter : 

September  9th,  1919. 

Honorable  A.  O.  Blalock, 

Collector  Internal  Revenue, 

Atlanta,  Ga. 

Dear  Sir:  Enclosed  herewith  we  hand  you  income  and  excess  profits  ta: 
report  for  the  year  ending  June  30th,  1919,  together  with  check  in  the  sum  o 
$29,157.65,  covering  one-fourtli  of  the  tax  shown  to  be  due  on  the  report.  Ii 
this  connection,  however,  we  desire  to  call  your  attention  to  the  fact  that  thi 
report,  with  its  various  schedules,  together  with  our  report  for  the  year  191 
and  for  the  six  month  period  ending  June  30th,  1918,  will  be  submitted  to  tin 
Treasury  Department  for  consideration  under  Section  328  of  the  Law.  W< 
are  now  carefully  working  out  the  information  called  for  by  the  Departmeu 
in  connection  with  such  consideration. 

We  also  enclose  completed  capital  stock  tax  report  for  the  period  endim 
June  30th,  1920,  together  with  check  in  the  sum  of  $461.00,  covering  this  tax 
Very  truly  yours, 


Peerless  Woolen  Mills, 

By  J.  L.  Hutcheson,  President. 
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On  October  30,  1919,  the  Commissioner  assessed  against  the  peti- 
ioner  the  tax  shown  to  be  due  by  the  return,  namely,  $116,630.58. 
It  the  time  ,of  the  filing  of  the  return  the  petitioner  paid  on  account 
>f  its  tax  liability  $29,157.65  and  on  or  about  February  20,  1920, 
he  additional  sum  of  $29,157.65,  leaving  the  amount  of  $58,315.28 
inpaid  on  account  of  said  assessment. 

Sometime  subsequent  to  the  filing  of  the  return  the  petitioner 
ddressecl  a  letter  to  the  Commissioner  requesting  that  its  tax  lia- 
)ility  for  the  fiscal  year  ended  June  30,  1919,  be  computed  in  ac- 
ordance  with  the  provisions  of  section  328  of  the  Revenue  Act  of 

918  and  that  it  be  given  any  relief  to  which  it  might  be  entitled, 
t  also  at  some  time  not  shown  by  the  record  filed  a  claim  for  the 
batement  of  $58,315.28  of  the  tax  assessed  on  October  30,  1919.  The 
pplication  for  special  assessment  was  given  consideration  by  the 
Commissioner  and  an  audit  was  made  of  its  books  of  account  from 
rhich  it  wa,s  determined  that  the  correct  net  income  of  the  petitioner 
or  the  fiscal  year  ended  June  30,  1919,  was  $276,292.60  and  that 
he  tax  determined  to  be  due  after  giving  such  relief  as  the  Com- 
lissioner  found  the  petitioner  entitled  to  under  section  328  was 
135,289.56,  or  $18,658.98  in  excess  of  the  amount  of  tax  shown  to 
e  due  by  the  return.  The  petitioner  was  advised  of  this  determina- 
ion  by  the  Commissioner  on  August  3,  1925.  On  December  18,  1925, 
he  Commissioner  mailed  to  the  petitioner  the  notice  of  deficiency 
equired  by  section  274  of  the  Revenue  Act  of  1924.  The  letter  reacts 
s  follows : 

An  audit  of  your  corporation  income  and  profits  tax  returns  for  the  fiscal 
eriod  January  1,  1918,  to  June  80;  1918,  and  the  fiscal  years  ended  June  30, 

919  and  June  30,  1920,  has  resulted  in  the  determination  of  overassessments 
f  $8,243.31  for  the  period  ended  June  30,  1918  and  the  fiscal  year  ended  June 
9,  1920,  and  of  a  deficiency  in  tax  of  $18,658.98  for  the  year  ended  June  30, 
919,  as  shown  in  the  attached  statement. 

In  accordance  with  the  provisions  of  Section  274  of  the  Revenue  Act  of  1924, 
ou  are  allowed  60  days  from  the  date  of  mailing  of  this  letter  within  which  to 
le  an  appeal  to  the  United  States  Board  of  Tax  Appeals  contesting  in  whole  or 
i  part  the  correctness  of  this  determination. 

Where  a  taxpayer  has  been  given  an  opportunity  to  appeal  to  the  United 
tates  Board  of  Tax  Appeals  and  has  not  done  so  within  the  60  days  prescribed 
nd  an  assessment  has  been  made,  or  where  a  taxpayer  has  appealed  and  an 
ssessment  in  accordance  with  the  final  decision  on  such  appeal  has  been  made, 
o  claim  in  abatement  in  respect  of  any  part  of  the  deficiency  will  be  enter- 
lined. 

If  you  acquiesce  in  this  determination  and  do  not  desire  to  file  an  appeal, 
ou  are  requested  to  sign  the  inclosed  agreement  consenting  to  the  assessment 
t’  the  deficiency  and  forward  it  to  the  Commissioner  of  Internal  Revenue, 
Washington,  D.  C.,  for  the  attention  of  IT :  E  :  SM  :  60D  :  GVG-A-4780-B-2185- 
-22255.  In  the  event  that  you  acquiesce  in  a  part  of  the  determination,  the 
?reement  should  be  executed  with  respect  to  the  items  agreed  to. 
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STATEMENT 

IT  :  E  :  SM  :  60D 
GVG-A-4780 
B-2185 
C-22255 

In  re :  Peerless  Woolen  Mills,  Rossville,  Georgia. 


'  Year 

Deficiency 
in  tax 

Overas¬ 

sessment 

Period  January  1.  1918,  to  June  30,  1918 _ 

$4, 570. 

Fiscal  year  ended: 

June  30,  1919.  _  _  . 

$18,  658.  98 

June  30,  1920 _  _ 

3, 672. 

8,  243. 

Total _  .  _ _ _  ...  _ 

18,  658.  98 

After  careful  consideration  and  review  of  your  protests  dated  April  7,  192; 
August  27,  1925  and  October  20,  1925,  and  all  the  evidence  presented  in  suppor 
of  your  contentions  at  the  conference  held  with  your  representatives  on  Septen 
her  16,  1925,  you  are  advised  that  the  Bureau  holds  that  comparison  has  bee 
properly  made  with  representative  corporations  as  nearly  as  may  be  similarl 
circumstanced  as  contemplated  in  Section  328  of  the  Revenue  Act  of  19P 
Accordingly,  the  overassessments  and  deficiency  in  tax  indicated  above,  o 
which  you  are  advised  in  Bureau  letters  dated  March  12,  1925  and  Augus 
3,  1925,  are  sustained. 

The  right  to  appeal  to  the  United  States  Board  of  Tax  Appeals,  as  indicate* 
on  Page  One  of  the  letter,  refers  only  to  any  deficiency  in  tax  indicated  herei] 
inasmuch  as  there  is  no  provision  in  the  Revenue  Act  of  1924  granting  th 
right  of  appeal  against  the  determination  of  any  overassessment  found  upo: 
an  audit  of  your  returns. 

A  copy  of  this  letter  has  l)een  furnished  your  authorized  representative,  Mi 
Albert  W.  Taber,  Chattanooga,  Tennessee. 

In  this  letter  the  Commissioner  makes  no  reference  to  the  abate 
ment  claim  in  the  amount  of  $58,315.28,  and  the  record  discloses  n< 
other  action  by  the  Commissioner  relative  thereto. 

On  November  10,  1924,  the  petitioner  executed  the  following  “  In 
come  and  Profits  Tax  Waiver  ” : 

In  pursuance  of  the  provisions  of  existing  Internal  Revenue  Laws.  Peerles 
Woolen  Mills,  a  taxpayer,  of  Rossville,  Georgia,  and  the  Commissioner  o 
Internal  Revenue,  hereby  consent  to  extend  the  period  prescribed  by  law  for  i 
determination,  assessment,  and  collection  of  the  amount  of  income,  excess 
profits,  or  war-profits  taxes  due  under  any  return  made  by  or  on  behalf  of  sai< 
taxpayer  for  the  year  ended  June  30,  1919  under  the  Revenue  Act  of  1924,  o 
under  prior  income,  excess-profits,  or  war-profits  tax  Acts,  or  under  Section  3? 
of  the  Act  entitled  “An  Act  to  provide  revenue,  equalize  duties,  and  encourag* 
the  industries  of  the  United  States,  and  for  other  purposes”,  approved  Augus 
5,  1909.  This  waiver  is  in  effect  from  the  date  it  is  signed  by  the  taxpayer  am 
will  remain  in  effect  for  a  period  of  one  year  after  the  expiration  of  th< 
statutory  period  of  limitation  within  which  assessments  of  taxes  may  be  mad< 
for  the  year  or  years  mentioned,  or  the  statutory  period  of  limitation  a 
extended  by  Section  277  (b)  of  the  Revenue  Act  of  1924,  or  by  any  waiver 
already  on  file  with  the  Bureau. 
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This  waiver  was  executed  by  the  petitioner  by  J.  L.  Hutcheson, 
president,  and  H.  M.  McCulloch,  secretary,  and  bore  petitioner’s  cor¬ 
porate  seal,  and  was  accepted  by  the  Commissioner.  On  February 
12,  1925,  the  petitioner  executed  a  second  “  Income  and  Profits  Tax 
Waiver”  for  Taxable  Years  Ended  Prior  to  March  1,  1921.”  This 
consent  to  a  later  determination  of  tax  was  for  the  year  “  1919  ”  and 
extended  the  period  for  the  making  of  an  assessment  until  December 
31,  1925.  This  consent  was  executed  by  the  petitioner  by  H.  M. 
McCulloch,  vice  president,  bore  the  corporate  seal,  and  was  accepted 
by  the  Commissioner.  On  September  23,  1925,  the  petitioner  executed 
a  further  “  Income  and  Profits  Tax  Waiver  for  Taxable  Years  Ended 
Prior  to  January  1,  1922”  for  the  year  “ended  June  30,  1919  ”  and 
extended  the  period  for  the  making  of  an  assessment  until  December 
31,  1926.  This  was  executed  by  the  petitioner  by  J.  L.  Hutcheson, 
president,  bore  the  corporate  seal,  and  was  accepted  by  the  Commis¬ 
sioner.  On  December  11,  1926,  the  petitioner  executed  the  following: 

It  is  hereby  agreed  by  and  between  Peerless  Woolen  Mills  of  Rossville, 
Georgia,  party  of  the  first  part,  and  the  Commissioner  of  Internal  Revenue, 
party  of  the  second  part,  that  the  amount  of  $58,315.28,  representing  an  assess¬ 
ment  of  Income  (kind  of  tax)  for  the  year  (s)  ended  June  30,  1919  made 
against  the  said  party  of  the  first  part,  appearing  on  the  September,  1919  assess¬ 
ment  list,  page  41004,  Line  — ,  for  the - district  of  Georgia,  may  be  collected 

(together  with  such  interest,  penalties,  or  other  additions  as  are  provided  for 
by  law)  from  said  party  of  the  first  part  by  distraint  or  by  proceeding  in 
*ourt  begun  at  any  time  prior  to  December  31,  1927. 

[corporate  seal]  Peerless  Woolen  Mills, 

Taxpayer. 

By  H.  M.  McCulloch,  Treasurer. 

D.  H.  Blair, 

Commissioner  of  Internal  Revenue. 

By  J.  T.  Rose, 

Collector  of  Internal  Revenue. 

On  February  15,  1926,  the  petitioner  filed  its  original  petition 
vith  this  Board  for  a  redetermination  of  the  deficiency  determined 
)y  the  Commissioner  for  the  fiscal  year  ended  June  30,  1919,  m  the 
imount  of  $18,658.98.  December  12,  1927,  upon  leave  granted,  peti- 
ioner  filed  an  amended  petition  in  which,  in  addition  to  the  error 
issigned  in  the  original  petition,  it  claimed  that  the  $18,658.98  defi¬ 
ciency  and  $58,315.28  the  unpaid  portion  of  the  tax  shown  on  the 
eturn  were  barred  by  the  statute  of  limitation. 

On  December  29,  1927,  J.  T.  Rose,  a  duly  appointed  and  acting 
ollector  of  internal  revenue  for  the  collection  district  of  Georgia 
ssued  or  caused  to  be  issued  a  warrant  of  distraint  against  the  peti- 
ioner  for  the  sum  of  $85,566.09,  and  caused  the  same  to  be  levied  on 
December  30,  1927,  on  a  quantity  of  wool  belonging  to  petitioner. 
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This  warrant  of  distraint  was  issued  for  taxes  alleged  by  the  Com¬ 
missioner  to  be  due  from  the  petitioner  for  the  fiscal  year  ended  June 
30,  1919,  in  the  sum  of  $58,315.28,  plus  interest  at  the  rate  of  6  per 
cent  per  annum  from  March  15,  1920,  to  December  29,  1927. 
amounting  to  $27,250.81. 

The  petitioner  was  duly  notified  by  the  deputy  collector  who 
levied  said  warrant  of  distraint  that  the  property  levied  upon  would 
be  offered  for  sale  by  public  outcry  on  January  17,  1928.  The  peti¬ 
tioner  then  filed  in  the  United  States  District  Court  for  the  Northern 
District  of  Georgia  a  petition  praying  that  the  aforesaid  collector 
of  internal  revenue  be  enjoined  and  restrained  from  collecting  the 

taxes  and  interest  thereon  aforesaid  for  said  fiscal  year  ended  June 

* 

30,  1919,  and  that  the  said  collector  be  enjoined  and  restrained  from 
levying  or  distraining  on  any  property  belonging  to  the  petitioner, 
from  advertising  the  same  for  sale  or  selling  the  same,  and  for 
other  relief. 

On  June  14,  1928,  Samuel  H.  Sibley,  United  States  District  Judge 
of  said  court,  issued  an  order  denying  the  injunction  prayed  for  by 
the  petitioner. 

Thereafter  an  application  for  appeal  to  the  United  States  Circuit 
Court  of  Appeals  for  the  Fifth  Circuit  was  filed  by  the  petitioner 
in  said  United  States  District  Court  for  the  Northern  District  of 
Georgia,  which  came  on  for  hearing  January  16,  1928,  whereupon 
the  following  order  was  issued : 

The  above  and  foregoing  application  for  appeal  coming  on  to  be  heard  cn 
this  16  day  of  January,  1927,  and  the  assignment  of  errors  filed  by  complainant 
in  said  cause  being  presented  to  the  Court  with  said  application  for  appeal. 

It  is  ordered  in  open  Court  that  the  said  appeal  be  allowed,  as  prayed  for. 

It  is  further  ordered  that  further  proceedings  under  the  distraint  sought  to 
be  enjoined  be  stayed  until  said  appeal  shall  have  been  heard,  passed  upon  and 
disposed  of  by  said  Circuit  Court  of  Appeals,  or  until  the  further  order  of  the 
said  Circuit  Court  of  Appeals. 

Let  the  complainant  give  an  appeal  bond,  with  surety  to  be  approved  by  the 
Court  in  the  sum  of  Five  Thousand  ($5,000)  Dollars,  conditioned  to  pay  the 
cost  of  the  suit  and  just  damages  for  delay  and  costs  and  interest  on  the  appeal. 

Jan’y  16,  1928. 

Sam’l  H.  Sibley, 

U.  S.  Judge. 

Filed  in  Clerk’s  Office  Jan.  16,  1928. 

The  appeal  was  taken  to  the  United  States  Circuit  Court  of  Appeals 
for  the  Fifth  Circuit,  was  heard  April  16,  1928,  and  the  case  con¬ 
tinued  to  give  the  Board  of  Tax  Appeals  a  chance  first  to  pass  upon 
the  question  of  its  jurisdiction  of  the  item  of  $58,315.28  involved 
herein.  This  appeal  is  still  pending  in  the  said  Circuit  Court  of 
Appeals. 
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The  Commissioner  had  not  up  to  the  date  of  filing  the  amended 
petition  started  any  proceeding  for  the  collection  of  the  amount  of 
the  additional  tax  of  $18,658.98  by  way  of  distraint  or  a  proceeding 

in  court. 

OPINION. 

Littleton:  In  view  of  the  question  raised  as  to  jurisdiction  and  as 
to  the  running  of  the  statute  of  limitations,  it  is  necessary  to  deter¬ 
mine,  first,  the  character  of  the  amount  in  controversy,  namely,  $58,- 
315.28  which  was  assessed  as  a  part  of  the  original  tax  of  $116,630.58, 
but  not  paid  and  $18,658.98  which  is  shown  by  the  Commissioner  as 
a  deficiency  or  an  amount  due  in  excess  of  that  assessed  on  the  original 
return. 

The  contention  of  the  petitioner  is  that  the  deficiency  determined 
by  the  Commissioner  is  $76,974.26  ($58,315.28  plus  $18,658.98),  for 
the  reason  that  when  the  original  return  was  filed  there  was  filed 
therewith  what  amounted  to  a  claim  for  special  assessment  and  to  a 
notice  that  of  the  tax  shown  on  the  return  only  the  amount  paid 
in  the  first  two  installments,  $58,315.30,  was  admitted  as  due.  We 
can  not  agree  that  theser  contentions  are  well  founded.  The  pur¬ 
ported  claim  for  special  assessment,  filed  with  the  return,  appears  to 
be  little  more  than  a  notice  to  the  Commissioner  that,  on  the  basis 
of  information  which  was  being  compiled,  the  petitioner  expected 
to  file  a  claim  for  special  assessment  from  which  it  hoped  to  show 
less  tax  due  than  then  appeared  on  the  original  return.  Apparently 
this  was  little  more  than  a.  hope  that  a  reduction  in  tax  would  follow 
from  this  claim  when  filed.  •  See  Fort  Pitt  Spring  <&  Manufacturing 
C o .,  5  B.  T.  A.  1106.  But  even  if  we  should  concede  that  this  was  a 
claim  for  special  assessment,  we  fail  to  find  anything  therein  which 
would  indicate  the  extent  of  the  liability  admitted  at  that  time,  and 
certainly  there  is  nothing  to  show  it  was  the  amount  represented  by 
one-half  of  the  tax  which  was  paid  by  the  first  two  installments. 
The  first  installment  was  paid  when  the  return  was  filed,  but  the 
petitioner  does  not  contend  that  only  this  amount  was  admitted. 
Later,  a  second  installment  was  paid  and  a.  claim  in  abatement  filed 
for  the  remainder,  which  is  now  in  controversy.  It  may  well  be  that 
when  the  abatement  claim  was  filed  the  petitioner  then  considered 
that  the  amount  paid  represented  its  tax  liability  for  that  year,  but 
an  admission  at  such  time  is  no  help  in  arriving  at  what  is  the  defi¬ 
ciency.  The  starting  point  in  determining  what  constitutes  a  defi¬ 
ciency  is  “  the  amount  shown  as  the  tax  by  the  taxpayer  upon  his 
return.”  From  the  evidence  we  can  not  sav  that  the  amount  shown 
by  the  petitioner  as  its  tax  was  less  than  that  determined  by  the 
Commissioner  of  $116,630.58,  or,  at  least,  if  less  than  this  amount  we 
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are  unable  to  say  how  much  less.  Accordingly,  we  must  find  that  the 
deficiency  in  controversy  is  $18,658.98,  and  that  the  $58,315.28  must 
be  considered  as  a  part  of  the  original  tax  which  has  been  assessed, 
but  not  yet  paid. 

The  next  question  to  be  decided  is  the  extent  of  the  Board’s  juris¬ 
diction  to  pass  upon  the  issues  here  presented.  We  held  under  the 
preceding  issue  that  a  deficiency  of  $18,650.98  was  determined  by  the 
Commissioner.  This,  of  course,  gives  jurisdiction  on  account  thereof, 
but  the  point  is  raised  as  to  whether  the  fact  that  the  Board  is  given 
jurisdiction  as  a  result  of  the  deficiency  of  $18,658.98  gives  to  the 
Board  jurisdiction  to  pass  on  the  plea  of  the  statute  of  limitations 
which  has  been  made  with  respect  to  a  part  of  the  tax  which  was 
shown  and  assessed  on  the  original  return,  but  which  has  not  yet 
been  paid. 

The  question  is  to  be  answered  by  a  consideration  of  the  Revenue 
Acts  from  which  the  Board  derives  its  jurisdiction.  Under  the  Reve¬ 
nue  Act  of  1924,  the  Board  was  limited  in  its  jurisdiction  to  a  deter¬ 
mination  of  the  correctness  of  deficiencies,  but  this  did  not  mean  that 
the  Board  was  to  act  in  a  reviewing  capacity  where  it  could  consider 
only  questions  raised  before  the  Commissioner.  Cf.  E.  J.  Barry, 
1  B.  T.  A.  156.  Both  the  petitioner  and  the  Commissioner  were 
privileged  to  raise  issue  affecting  the  tax  liability  for  the  year  in 
question  and  on  the  basis  of  all  evidence  presented,  the  Board  might 
determine  the  extent  to  which  the  petitioner  was  liable  for  a  defi¬ 
ciency — whether  it  be  the  same  or  more  or  less  than  that  found  by 
(he  Commissioner.  In  connection  with  this  question,  we  said  in  Gut- 
terman  Strauss  Co .,  1  B.  T.  A.  243 : 

This  Board  was  not  created  for  the  purpose  of  reviewing  rulings  m^dr  by 
the  Commissioner  but  was  created  for  the  purpose  of  determining  the  correctness 
of  deficiencies  in  tax  found  by  the  Commissioner.  If  the  deficiency  in  tax 
found  by  him  is  greater  than  the  true  deficiency  the  Board  has  authority  to 
decrease  it ;  if  it  is  less  than  the  true  deficiency,  the  Board  has  authority  to 
increase  it  {Appeal  of  the  Hotel  DeFrance  Co.,  1  B.  T.  A.  28).  If  a  taxpayei 
can  prove  to  this  Board  that  he  is  entitled  to  a  deduction  from  gross  income, 
the  deduction  will  be  allowed  even  though  it  has  never  been  claimed  by  the 
taxpayer  at  any  hearing  had  before  the  Commissioner ;  otherwise  it  would  be 
impossible  for  this  Board  to  determine  the  correct  amount  of  the  deficiency. 

With  the  passage  of  the  Revenue  Act  of  1926,  the  Board’s  jurisdic¬ 
tion  was  enlarged  by  providing  in  section  284  (e),  as  follows: 

If  the  Board  finds  that  there  is  no  deficiency  and  further  finds  that  the  tax¬ 
payer  has  made  an  overpayment  of  tax  in  respect  of  the  taxable  year  in  respect 
of  which  the  Commissioner  determined  the  deficiency,  the  Board  shall  have 
jurisdiction  to  determine  the  amount  of  such  overpayment,  and  such  amount 
shall,  when  the  decision  of  the  Board  has  become  final,  be  credited  or  refunded 
to  the  taxpayer  as  provided  in  subdivision  (a).  Such  refund  or  credit  shall 
be  made  either  (1)  if  claim  therefore  was  filed  within  the  period  of  limitation 
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provided  for  in  subdivision  (b)  or  (g),  or  (2)  if  the  petition  was  filed  with 
the  Board  within  four  years  after  the  tax  was  paid  or,  in  the  case  of  a  tax  im¬ 
posed  by  this  Act,  within  three  years  after  the  tax  was  paid. 

This,  however,  did  not  mean  that  a  proceeding  could  be  enter¬ 
tained  by  the  Board  where  no  deficiency  was  involved,  but  rather 
that  once  a  proceeding  was  before  the  Board  on  account  of  a  defi¬ 
ciency  and  questions  were  raised  which  resulted  in  a  refund  rather 
than  a  deficiency,  the  Board  shall  have  jurisdiction  to  determine  the 
amount  of  the  overpayment.  Had  the  Commissioner  found  upon 
final  determination  in  respect  of  this  petitioner’s  tax  liability  for 
the  taxable  year  that  the  correct  tax  was  the  amount  shown  upon  the 
return  or  a  lesser  amount,  this  Board  would  not  have  jurisdiction. 
William  C.  Shanley ,  Jr.,  7  B.  T.  A.  521.  But  here  we  have  a  statu¬ 
tory  deficiency. 

Section  284(d)  provides  that  no  credit  or  refund  shall  be  allowed 
or  made  and  no  suit  instituted  for  refund  for  any  year  in  which  the 
taxpayer  has  filed  a  petition  with  the  Board  after  the  enactment  of 
that  Act.  This  can  only  mean  that  if  the  Board,  having  jurisdiction 
of  the  deficiency,  refuses  to  consider  the  uncollected  assessment  and  it 
is  thereafter  collected,  the  taxpayer  is  without  remedy  to  recover  the 
tax.  This  is  stated  as  a  general  rule,  although  there  might  be  ex¬ 
ceptions  such  as  would  arise  under  New  York  &  Albany  Lighterage 
Co.,  v.  Bowers,  273  U.  S.  346,  and  section  1106  of  the  Act,  where 
collection  was  made  after  the  statutory  period  for  collection  had 
run.  It  is  clear,  however,  that  the  same  issue  may  be  present  where 
the  defense  to  the  uncollected  assessment  does  not  depend  upon  the 
running  of  the  period  for  collection.  It  is  unreasonable  to  suppose 
that  Congress,  after  making  such  detailed  provisions  as  are  contained 
in  the  1926  Act  for  a  court  or  Board  review  of  the  tax  liability, 
intended  to  deny  it  in  such  instances  as  that  here  involved.  To 
determine  whether  a  tax  which  has  been  assessed  but  not  paid  should 
be  collected  is  no  more  difficult  than  to  determine  whether  payment 
of  the  same  amount  has  resulted  in  an  overpayment. 

An  examination  of  the  reports  of  the  Congressional  committees, 
submitted  m  connection  with  the  Act  when  it  was  before  Congress, 
clearly  shows  the  intention  that  the  Board,  once  having  jurisdiction, 
should  determine  the  true  tax  liability  and  that  such  determination 
should  be  final,  subject  only  to  appeal  as  therein  provided. 

From  the  foregoing,  it  is  apparent  that  while  the  determination 
of  a  deficiency  by  the  Commissioner  is  a  condition  precedent  to  the 
taking  of  jurisdiction  by  the  Board,  the  elements  which  brought 
about  the  deficiency  when  determined  are  not  the  basis  for  the  con¬ 
sideration  of  the  case  by  the  Board.  In  fact,  the  petitioner  may 
assign  entirely  different  errors  from  those  which  have  been  in  cou- 
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troversy  and  say  that  as  a  result  thereof  the  Commissioner  has  nol 
determined  the  tax  liability  correctly.  For  example,  the  deficiency 
may  be  determined  as  the  result  of  the  disallowance  of  a  bad  debt 
deduction  and  the  petitioner  may  assign  as  error  that  the  deductioii 
claimed  and  allowed  in  its  original  return  for  depreciation  was 
inadequate,  or  it  may  assign  this  error  and  also  an  error  on  account 
of  the  disallowance  of  the  bad  debt  deduction.  When  the  case  cornea 
before  us,  it  is  considered  on  the  basis  of  the  evidence  presented  and 
the  issues  raised  to  the  end  that  the  petitioner's  true  tax  liability  may 
be  determined,  and  that  without  regard  to  whether  it  may  mean  ar 
increase  or  decrease  of  the  tax  liability  as  shown  by  the  petitionei 
on  its  return,  or  as  determined  by  the  Commissioner.  In  fact,  undei 
ordinary  circumstances  where  many  issues  are  involved  and  some 
are  decided  for  and  others  against  the  petitioner,  the  decision  h 
promulgated  without  knowdedge  on  the  part  of  the  Board  as  to  the 
exact  effect  which  the  decision  will  have  on  the  ultimate  tax  liability7 
The  petitioner’s  correct  tax  liability,  as  found  by  the  Board,  is  de¬ 
termined  by7  applying  the  principles  laid  down  by  the  Board  on  thi 
several  issues  raised  by  the  petitioner  or  by  the  petitioner  and  the 
Commissioner.  And  well  it  is  that  this  is  true,  since  it  tends  to 
prevent  the  decision  being  influenced  by  whether  additional  tax  is 
to  be  paid  or  whether  a  refund  is  to  be  given.  Either  of  these  results 
may  follow  from  the  decision,  but  what  we  decide  in  the  first 
instance  are  issues  raised  in  the  pleadings  and  from  this  the  peti¬ 
tioner’s  tax  liability  is  determined,  under  the  provisions  of  Rule  50 
of  the  Board’s  rules  of  practice  and  procedure. 

In  view  of  the  foregoing,  are  we  precluded  in  the  instant  case 
from  a  consideration  of  the  issue  raised  as  to  the  running  of  the 
statute  of  limitations  on  account  o*f  a  part  of  the  tax  assessed  on 
the  original  return,  but  not  y^et  paid,  merely  because  the  result 
which  may  flow  from  our,  consideration  may  be  neither  in  terms  of 
a  deficiency7  or  a  refund?  We  think  not.  We  do  not  conceive  that 
there  is  any  basic  difference  between  an  issue  of  this  kind  and  any 
other  issue  raised.  Certainlv  it  can  not  be  said  that  the  running  of 
the  statute  of  limitations  is  not  an  issue  which  may  be  raised  in  a 
proceeding  where  a  deficiency  is  involved.  National  Re-fining  Co.  of 
Ohio ,  1  B.  T.  A.  236.  Nor  does  it  change  the  matter  that  the  issue 
relates  to  the  tax  liability7  other  than  the  deficiency  itself.  Greylock 
Mills,  9  B.  T.  A.  1281.  In  that  case  the  Commissioner  determined 
a  deficiency  for  1917,  and  the  petitioner  assigned  as  errors  in  the 
appeal  not  only  that  the  deficiency  was  barred,  but  also  that  an  addi¬ 
tional  tax  which  had  been  paid  prior  to  this  time  was  barred  from 
collection  at  the  time  it  was  collected.  The  Board  held,  in  the  first 
place,  that  the  deficiency  was  barred  and  accordingly  found  no  defi- 
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ciency.  In  addition,  the  Board  took  jurisdiction  c>f  the  other  issue, 
even  though  such  action  was  unnecessary  in  order  to  dispose  of  the 
deficiency  itself,  and  found  that  this  collection  was  barred  at  the 
time  made.  The  principle  as  to  jurisdiction  is  not  essentially  dif¬ 
ferent  in  that  case  from  the  case  at  bar.  In  both  cases  we  have 
jurisdiction  in  the  first  instance  because  of  a  deficiency  determined 
by  the  Commissioner  and  then  another  issue  is  raised  in  each  case 
which  it  is  unnecessary  to  pass  on  if  we  were  concerned  alone  with 
a  decision  relative  to  the  deficiency,  but  which  we  do  consider  neces¬ 
sary  to  pass  on  in  order  to  arrive  at  the  petitioner’s  correct  tax 
liability.  In  both  of  these  cases  it  is  readily  apparent  that  a  deter¬ 
mination  with  respect  to  the  deficiency  may  be  made  without  con¬ 
sidering  other  issues,  but  this  is  not  always  true.  We  do  not  under¬ 
stand  that  a  different  rule  should  be  applied  in  the  two  classes  of 
cases  or  that  a  different  rule  should  be  applied  where  the  statute  of 
limitations  is  involved  rather  than  some  other  issue.  Cf.  Orlando 
Petroleum  Co .,  11  B.  T.  A.  101.  The  Commissioner’s  determination 
Df  the  deficiency  in  question  conferred  jurisdiction  on  the  Board; 
the  issue  with  respect  to  the  statute  of  limitation  on  account  of  the 
unpaid  portion  of  the  original  tax  was  timely  raised  in  the  petition, 
md  its  determination  is  a  necessary  incident  to  an  ultimate  finding 
by  the  Board  as  to  the  petitioner  s  true  tax  liability.  The  Board  is 
accordingly  of  the  opinion  that  it  has  jurisdiction  of  the  issue  here 
presented  as  to  the  running  of  the  statute  of  limitation  with  respect 
to  the  unpaid  portion  of  the  tax  assessed  on  the  original  return. 

While  error  was  assigned  in  the  petition  with  respect  to  special 
issessment,  this  was  abandoned  at  the  hearing,  and  left  for  con¬ 
sideration  only  the  plea  of  the  statute  of  limitation  with  respect  to 
he  deficiency  of  $18,658.98  and  the  amount  of  $58,315.28  which 
vas  assessed  on  the  original  return,  but  which  has  not  yet  been  paid, 
in  other  words,  the  petitioner  comes  before  the  Board  admitting 
he  tax  liability  as  determined  by  the  Commissioner  in  the  amount 
)f  $135,289.56,  save  as  the  assessment  or  collection  of  any  part  thereof 
nay  be  barred  by  the  statute  of  limitations. 

With  respect  to  the  deficiency  of  $18,658.98,  the  statutory  period 
applicable  thereto  was  five  years  from  the  date  the  return  was  filed, 
md  this  expired  on  September  15,  1924.  The  petitioner  contends  that 
he  consent  filed  by  it  on  November  10,  1924,  was  given  after  the 
xpiration  of  the  five-year  period  and  that  such  consent  extended 
he  period  for  only  one  year  from  the  date  of  the  expiration  of  the 
tatute  of  limitations  or  to  September  15,  1925.  It  is  further  con- 
ended  that  the  consent  filed  on  February  12,  1925,  did  not  state 
he  fiscal  year  ended  June  30,  1919,  but  only  the  year  “  1919,”  and 
hat  the  consent  executed  on  September  23,  1925,  was  given  after 
17173—28 - 13 
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the  expiration  of  the  consent  given  November  10,  1924.  The  conten¬ 
tion  advanced  with  respect  to  a  mention  of  the  year  “  1919  ”  instead 
of  the  “fiscal  y7ear  ended  June  30,  1919,”  must  be  decided  against 
the  petitioner  on  authority  of  Consumers  Ice  Co .,  11  B.  T.  A.  144. 
The  other  features  of  this  are  controlled  by  the  decision  of  the 
Board  in  Joy  Floral  Co .,  7  B.  T.  A.  800.  Accordingly  we  are  of 
the  opinion  that  the  deficiency  of  $18,658.98  is  not  barred. 

The  next  issue  is  whether  the  collection  of  the  amount  of  $58,315.28 
which  we  have  held  was  not  a  part  of  the  deficiency,  is  now  barred. 
The  waiver  filed  by  the  petitioner  on  November  10,  1924,  and  which 
we  have  found  under  the  preceding  issue  was  a  valid  waiver,  pro¬ 
vided  for  collection  as  well  as  determination  and  assessment.  Prior 
to  its  expiration,  a  second  waiver  was  filed,  which  provided  only 
for  assessment  and  extended  the  time  to  December  31,  1925,  and 
prior  to  its  expiration  a  third  waiver  was  also  filed,  which  likewise 
provided  only  for  assessment  and  extended  the  time  to  December  31 

1926.  On  December  11,  1926,  a  collection  waiver  was  executed 
which  provided  that  the  amount  of  $58,315.28  might  be  collected 
at  any  time  prior  to  December  31,  1927.  Prior  to  December  31 

1927,  appropriate  proceedings  were  started  looking  to  the  collectior 
of  this  tax.  The  petitioner,  however,  asked  for  an  injunction  tc 
prevent  this  collection,  which  was  denied  by  the  District  Court,  bin 
an  appeal  was  taken  which  is  now  pending  in  the  Circuit  Court  ol 
Appeals. 

First,  does  the  fact  that  the  deficiency  is  not  barred  and  accordingly 
that  the  deficiency7  may  not  only  be  assessed,  but  also  collected,  apply 
equally  to  an  amount  which  was  assessed  in  1919,  but  which  has  noi 
been  collected?  We  think  not.  The  Revenue  Acts  of  1924  and  1926 
section  278,  provide  that  where  assessment  is  made  within  the  origi 
nal  statutory  period  or  under  this  period  as  extended,  collection  may 
be  made  “within  six  years  after  the  assessment  of  the  tax.*'  Tlu 
assessment  here  in  question  was  made  when  the  original  return  foi 
1919  was  filed  and  has  been  outstanding  since  that  time.  The  Com 
missioner  contends  that  in  the  event  it  is  found  that  the  deficiency  i.‘ 
not  barred,  it  must  likewise  follow  that  this  collection  is  not  barred 
for  “  the  reason  that  there  is  nothing  in  the  Revenue  Act  prohibiting 
the  Commissioner  from  making  a  reassessment  of  tax  at  such  time 
as  it  mayT  be  necessary  to  do  so  in  order  to  protect  the  Government'.' 
interest."  This  argument  overlooks  the  fact  that  no  reassessment  ha' 
been  made.  We  can  not  decide  questions  on  the  basis  of  possibilities 
but  on  the  basis  of  the  events  which  have  transpired.  The  plain 
truth  of  the  matter  is  that  the  assessment  was  made  in  1919  and  ha.' 
not  since  been  collected  or  reassessed.  We  find  nothing  in  the  Acts 
from  which  we  could  find  that  where  assessment  had  alreadv  been 
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made  prior  to  the  passage  of  the  1924  Act  and  the  period  for  making 
assessment  did  not  expire  until  after  the  passage  of  the  1924  Act.  the 
six-year  statutory  period  for  collection  should  be  made  to  run  from 
some  date  other  than  when  the  assessment  was  actually  made. 

There  then  remains  for  consideration  the  question  of  the  effect  of 
the  collection  waiver  filed  December  11,  1926.  At  this  time  the  origi¬ 
nal  statutory  period  for  collection  and  that  as  extended  by  the  waiver 
of  November  10,  1924,  had  expired.  This  was  likewise  filed  after  the 
passage  of  the  Revenue  Act  of  1926,  which  had  among  its  provisions 
section  1106  (a),  providing  that  the  bar  of  the  statute  of  limitations 
shall  not  only  operate  to  bar  the  remedy,  but  shall  extinguish  the 
liability.  The  principle  laid  down  in  Joy  Floral  Co.y  supra ,  would, 
theiefoie,  not  be  applicable,  for  the  reason  that  at  the  time  the  waiver 
in  question  was  filed,  the  remedy  was  not  only  barred,  but  also  the 
lability  was  extinguished,  whereas  in  the  Joy  Floral  Co.  case  the 
■einedy  alone  was  barred,  but  the  liability  remained  upon  which  the 
vaiver  could  operate.  Since  this  waiver  was  filed  after  the  extin¬ 
guishment  of  the  liability,  it  must  be  considered  as  of  no  force  and 
,ffect,  unless  it  can  be  said  that  the  repeal  of  section  1106  (a)  by  sec- 
ion  612,  Revenue  Act  of  1928,  changes  the  situation.  Section  612 
irovides : 

Section  1106  (a)  of  the  Revenue  Act  of  1926  is  repealed  as  of  February  26.  1926. 

The  effect  of  this  provision  was  before  the  Circuit  Court  of  Appeals 
n  the  case  of  United  States  v.  J olin  FartJi  Co .,  and  m  a  decision  ren¬ 
dered  September  12,  1928,  the  court  said : 

In  our  opinion,  section  1106  (a)  of  the  Revenue  Act  of  1926  was  something 
lore  than  a  limitation  statute.  It  not  only  operated  to  bar  the  remedy  but 
pecifically  extinguished  the  cause  of  action.  Such  being  the  character  and 
ffect  of  this  statute,  it  was  not  within  the  power  of  Congress  to  enact  legisla- 
on  to  recreate  the  liability  thus  extinguished.  William  Danger  d  Company, 
*10.,  y.  Gulf  d  Ship  Island  Railroad  Company,  268  U.  S.  633 ;  17  R.  C.  L  674. 

dhe  Supreme  Court  case  on  which  the  circuit  court  relies  was 
airly  analogous  to  the  situation  here  presented  and  involved  facts 
imewhat  as  follows:  In  1917  an  alleged  cause  of  action  arose  on 
-count  of  a  shipment  of  goods.  The  statute  in  effect  at  that  time 
rovided  that  in  order  to  recover  for  such  damages,  complaint  must 
3  filed  within  two  years  from  the  time  the  damage  was  suffered, 
he  complaint  was  not  filed  until  1921.  After  the  two  years  had 
vpired,  the  Transportation  Act  was  passed  which  provided  that  in 
imputing  the  two-year  period,  the  period  of  Federal  control  of  the 
tilways  was  to  be  excluded.  With  the  period  of  Federal  control 
^eluded,  the  complaint  was  timely  filed.  Prior  to  the  consideration 
:  this  case,  it  had  been  settled  by  decisions  of  the  Supreme  Court 
iat  the  lapse  of  time  under  the  two-year  statute  in  question  not  only 
irred  the  remedy,  but  also  destroyed  the  liability  of  the  carrier  to 
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the  person  thus  suffering  damages.  In  deciding  the  issue  presented, 
the  court  held  that  the  Transportation  Act  could  not  be  construed 
retroactively  to  create  a  liability  which  had  already  been  extin¬ 
guished.  This  is  precisely  the  view  taken  by  the  circuit  court  ir, 
the  Barth  case  with  respect  to  a  retroactive  application  of  the  repeal 
of  section  HOG  (a).  Accordingly,  we  must  hold  that  section  612 
did  not  operate  to  revive  the  liability  of  $58,315.28  which  was  extin¬ 
guished  prior  to  its  passage. 

In  view  of  the  foregoing,  we  find  that  the  petitioner’s  correct  tax 
liability  is  $135,289.56,  of  which  $76,974.28  is  unpaid;  and  that  ol 
the  unpaid  portion,  $58,315.28,  which  has  been  assessed,  is  barred 
from  collection  and  $18,658.98,  which  has  not  been  assessed,  is  not 
barred  from  assessment  and  collection. 

Reviewed  by  the  Board. 

Decision  will  he  entered  accordingly 


Neiman-Marcus  Co.,  Petitioner,  v.  Commissioner  of  Internai 

Revenue,  Respondent. 

Docket  No.  11273.  Promulgated  October  17,  1928. 

Under  the  provision  of  section  G03  of  the  Revenue  Act  of  1928, 
amending  subdivisions  (c)  and  (d)  of  section  1001  of  the  Revenue 
Act  of  1920,  the  Board  is  without  authority  to  approve  a  bond  to 
stay  the  collection  of  a  deficiency  pending  review  when  such  bond 
is  not  filed  with  the  Board  prior  to  or  at  the  time  the  taxpayer 
files  his  petition  for  review. 

Donald  Horne ,  Esq .,  for  the  petitioner. 

C.  M.  Oka-rest,  Esq.,  and  G.  L.  Blackstrom,  Esq.,  for  th( 
respondent. 

OPINION. 

Littleton  :  May  7,  1928,  the  Board  entered  its  final  decision  ii 
this  proceeding,  finding  a  deficiency  for  the  year  1918  in  the  amoun1 
of  $9,415.29  as  determined  by  the  Commissioner  in  his  deficiency 
notice  mailed  to  the  taxpayer  on  November  27,  1925. 

August  13  counsel  for  petitioner  filed  a  motion  asking  the  Boan 
to  fix  the  amount  of  a  bond  upon  revieAv  to  the  Circuit  Court  ol 
Appeals  of  the  District  of  Columbia  and  on  the  same  date  the  Boan 
fixed  the  amount  of  bond  at  $18,830.58.  September  28,  1928,  th< 
taxpayer’s  petition  for  review  to  the  Circuit  Court  of  Appeals  of  the 
District  of  Columbia  was  filed  with  the  Board  pursuant  to  stipu 
lation  between  the  petitioner  and  the  Commissioner  signed  Augusi 
24,  1928,  and  filed  with  the  Board  September  28,  1928.  Thereafter 
on  October  9,  1928,  the  Board  received  from  counsel  for  the  peti 
tioner  a  bond  executed  by  the  petitioner,  by  its  president,  with  the 
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American  Security  Co.  of  New  York,  as  surety,  which  bond  and 
surety  the  petitioner  requests  the  Board  to  approve  to  stay  collec¬ 
tion  of  the  deficiency  pending  the  time  when  the  decision  of  the 
Board  shall  become  final  under  the  statute. 

Section  603  of  the  Revenue  Act  of  1928  approved  May  29,  1928, 
amending  subdivisions  (c)  and  (d)  of  section  1001  of  the  Revenue 
Act  of  1926,  provides,  “  Notwithstanding  any  provision  of  law  im¬ 
posing  restrictions  on  the  assessment  and  collection  of  deficiencies, 
such  review  shall  not  operate  as  a  stay  of  assessment  or  collection  of 
any  portion  of  the  amount  of  the  deficiency  determined  by  the  Board 
unless  a  petition  for  review  in  respect  of  such  portion  is  duly  filed 
by  the  taxpayer,  and  then  only  if  the  taxpayer  ( 1 )  on  or  before  the 
time  his  petition  for  review  is  filed  has  filed  with  the  Board  a  bond 
in  a  sum  fixed  by  the  Board  not  exceeding  double  the  amount  of  the 
portion  of  the  deficiency  in  respect  of  which  the  petition  for  review 
is  filed,  and  with  surety  approved  by  the  Board,  conditioned  upon 
the  payment  of  the  deficiency  as  finally  determined,  together  with 
any  interest,  additional  amounts,  or  additions  to  the  tax  provided 
for  by  law,  *  *  Under  this  section  the  Board  has  authority 

to  approve  the  bond  and  the  surety  only  if  such  bond  is  filed  prior 
to  or  at  the  time  the  petition  for  review  is  filed.  In  this  proceeding 
the  petition  for  review  was  duly  filed  September  28,  1928,  and  the 
bond  was  not  filed  until  October  9,  1928.  When  the  petition  for 
review  is  filed  with  the  Board  the  jurisdiction  of  the  Board  over  the 
proceeding  and  all  matters  in  connection  therewith,  except  the  settle¬ 
ment  of  the  transcript  on  review  and  the  preparation  and  transmis¬ 
sion  of  the  record  to  the  proper  court  of  appeals,  is  ended,  until 
mandate  is  received  from  the  appellate  court.  Under  the  plain 
language  of  the  statute  the  Board  is  now  without  authority  to 
approve  a  bond  in  this  proceeding  in  connection  with  the  petition 
for  review  which  has  been  filed. 


W.  B.  Mathews,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  10032.  Promulgated  October  18,  1928. 

Certain  compensation  received  by  the  petitioner  during  1923 
held  to  be  for  personal  services  as  an  employee  of  a  political  sub¬ 
division  of  a  State  and  therefore  exempt  from  taxation  under  sec¬ 
tion  1211  of  the  Revenue  Act  of  1926. 

Homer  Hendricks ,  Esq.,  and  Robert  N.  Miller ,  Esq.,  for  the 

petitioner. 

E.  Meacliam ,  Esq.,  for  the  respondent. 

In  this  proceeding  the  petitioner  seeks  a  'redetermination  of  his 
income-tax  liability  for  the  calendar  year  1923,  for  which  the  re- 
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spondent  determined  a  deficiency  of  $1,310.19.  The  error  alleged  is 
that  the  respondent  erroneously  included  as  a  part  of  the  peti¬ 
tioner's  net  income  the  salary  of  $12,000  paid  to  him  as  Special 
Counsel  for  the  Department  of  Public  Service  of  the  City  of  Los 
Angeles. 

FINDINGS  OF  FACT. 


The  petitioner  is  an  individual  and  resides  at  Los  Angeles,  Calif. 
The  City  of  Los  Angeles  is  a  municipal  corporation  of  the  State 
of  California,  authorized  by  law  (section  54  of  the  Charter  of  the 
City  of  Los  Angejes)  — 


*  *  *  To  provide  for  utilizing  or  controlling  waters  within  or  without, 

or  partly  within  and  partly  without,  the  state  of  California,  and  for  the  con¬ 
servation,  development,  storage  and  distribution  of  water,  and  the  generation, 
transmission  and  distribution  of  electrical  energy,  for  the  purpose  of  supply¬ 
ing  said  city  and  its  inhabitants  with  water  and  electric  energy,  or  either 
of  them,  and,  to  that  end,  to  *  *  *  (e)  Acquire,  establish,  construct,  own, 
maintain  and  operate  *  *  *  any  works,  plants  or  structures  *  *  *  nec¬ 
essary  or  convenient  for  any  such  purpose. 

The  “  Department  of  Public  Service  ”  is  (section  192  of  the  Charter 
of  the  City  of  Los  Angeles)  “  a  department  of  the  government  of 
said  city  ”  and  is  “  under  the  management  and  control  of  a  Board  of 
Public  Service  Commissioners  55  which  is  empowered  by  law — 


*  *  *  To  manage  and  control  all  waters,  water  rights,  *  *  *  water 

works  *  *  *  and  all  electric  plants,  works,  systems  and  equipments,  and 

all  electric  power,  belonging  to  the  city ;  to  construct,  operate,  maintain  and 
extend  water  works  *  *  *  and  other  means  for  supplying  the  city  and  its 

inhabitants  with  water ;  also  electric  plants  *  *  *  and  other  means  of  sup¬ 

plying  the  city  and  its  inhabitants  with  electricity  for  light,  power,  heat  and 
other  purposes ;  to  acquire  and  take  *  *  *  and  in  its  own  name  to  hold,  as 

special  trustee  for  the  city,  any  and  all  property  *  *  *  that  may  be  neces¬ 

sary  or  convenient  for  such  construction,  operation,  maintenance  or  extension ; 
*  *  *  to  regulate  and  control  the  use,  sale  and  distribution  of  water  and 

electricity  belonging  to  the  city,  *  *  * 

and 


*  *  *  The  collection  of  water  and  electric  power  and  light  rates;  *  *  * 

to  appoint,  employ,  and  *  *  *  remove  a  chief  engineer  of  water  works. 

*  *  *  and  electrical  engineer,  and  such  assistants,  employees  and  laborers 

as  the  board  may  deem  necessary ;  to  fix  their  compensations  and  prescribe 
their  duties;  *  *  *  to  sue  and  be  sued,  and  to  require  the  services  of  tie* 

City  Attorney,  free  of  charge,  in  all  cases  to  which  the  board  is  a  party. 


Prior  to  the  year  1923  the  City  of  Los  Angeles  exercised  its  afore¬ 
said  powers,  acquired  property  necessary  for  supplying  itself  and  its 
citizens  with  water  and  electric  current,  and  during  the  year  1923  and 
at  all  other  times  mentioned  herein  was  actively  engaged  (through 
the  aforesaid  Board  of  Public  Service  Commissioners  and  Depart- 
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ment  of  Public  Service)  in  supplying  water  and  electric  current  to 
itself  and  to  its  citizens. 

A  part  of  the  electric  current  generated  by  the  aforesaid  Depart¬ 
ment  of  Public  Service  in  the  year  1923  was  sold  to  the  public,  and 
the  remainder  was  used  by  the  City  of  Los  Angeles  for  lighting 
streets  and  parks  of  said  city,  for  lighting  the  public  schools,  for 
lighting  the  public  library,  for  lighting  and  power  in  the  city  hall, 
for  lighting  and  power  in  the  police  department,  for  lighting  and 
power  in  the  city  jail,  for  lighting  and  power  in  the  fire  department, 
and  for  sundry  other  public  purposes  of  said  city. 

A  part  of  the  water  distributed  by  the  aforesaid  Department  of 
Public  Service  in  the  year  1923  was  sold  to  the  public,  and  the  re¬ 
mainder  was  used  by  the  City  of  Los  Angeles  for  fighting  fire  in 
said  city,  for  flushing  public  sewers,  for  sprinkling  streets,  for  the 
public  schools,  for  the  city  hall,  for  the  city  jail,  for  fire  engine 
houses,  for  the  public  parks,  for  the  public  playgrounds,  and  for 
sundry  other  public  purposes. 

Section  49  of  the  Charter  of  the  City  of  Los  Angeles  provides: 

The  powers  and  duty  of  the  City  attorney  shall  be  as  follows : 

(1)  The  City  Attorney  must  prosecute  and  defend  for  the  city  all  actions  at 
law  or  in  equity  and  special  proceedings,  for  or  against  the  city,  or  in  which 
it  may  be  legally  interested  or  for  any  officer  of  the  city  in  any  action  or  pro¬ 
ceeding,  when  directed  so  to  do  by  the  council. 

(2)  *  *  *  He  shall  give  his  advice  or  opinion  in  writing,  to  any  officer, 

Board  or  Commission  of  the  city,  when  requested  so  to  do  by  such  officer, 
Board  or  Commission ;  Provided,  that  the  council  shall  have  control  of  all  liti¬ 
gation  of  the  city,  and  may  employ  other  attorneys  to  assist  the  City  Attorney 
herein  *  *  *. 

*  *  *  *  *  %  * 

(5)  The  City  Attorney  may  appoint  such  assistants,  deputies,  clerks,  stenog¬ 
raphers,  and  other  persons  as  the  council,  by  ordinance,  shall  prescribe.  *  *  * 

Section  12  of  the  Charter  of  the  City  of  Los  Angeles  provides : 

All  legislative  power  of  the  City,  except  as  hereinafter  otherwise  provided,  is 
vested  in  the  council,  subject  to  the  power  of  veto  and  approval  by  the  Mayor, 
as  hereinafter  given  and  shall  be  exercised  by  ordinance;  other  action  of  the 
council  may  be  ordered  upon  motion. 

On  May  15,  1912,  the  following  resolution  was  adopted  unani¬ 
mously  by  the  aforesaid  Board  of  Public  Service  Commissioners : 

Whereas  the  construction  work  of  the  Los  Angeles  Aqueduct  is  nearing  com¬ 
pletion  and  the  work  of  installing  the  electrical  plants  of  the  city  is  well  under 
way  and  the  time  is  rapidly  approaching  when  this  Board  will  take  over  the 
operation  of  the  Aqueduct  and  the  electrical  plants  and  systems  of  the  city 
and  have  charge  of  the  distribution  of  water  from  the  Aqueduct  supply  and  of 
electricity  from  the  city’s  electrical  plants;  and, 

Whereas  in  connection  with  the  preliminary  plans  for  the  distribution  of 
such  water  and  electricity  many  legal  questions  and  other  legal  matters  are 
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constantly  arising  and  demanding  attention,  making  it  necessary  and  advisable 
that  this  Board  have  an  attorney  immediately  at  hand  to  render  counsel  and 
give  attention  to  such  questions  and  matters ;  and, 

Whereas  the  work  of  Mr.  W.  B.  Mathews,  as  special  counsel  for  the  Los 
Angeles  Aqueduct,  has  been  and  is  intimately  related  to  the  legal  questions  now 
arising  in  this  department  and  this  Board  desires  the  advice  and  counsel  of 
Mr.  Mathews  in  connection  with  this  work  and  the  City  Attorney  has  consented 
thereto  and  advises  that  this  step  be  taken ; 

Now,  Therefore  Be  It  Resolved  that  the  City  Council  and  the  Board  of 
Public  Works  be  requested  to  consent  that  Mr.  W.  B.  Mathew's  act  as  special 
counsel  for  the  Board  of  Public  Service  Commissioners  and  in  conjunction  with 
the  City  Attorney  attend  to  the  legal  matters  arising  in  connection  with  the 
wTork  of  this  Board. 

On  May  23,  1912,  the  council  of  the  City  of  Los  Angeles  unani¬ 
mously  adopted  the  following  resolution : 

Resolved  that  the  report  of  the  Board  of  Public  Service  Commissioners, 
recommending  and  requesting  the  counsel  to  consent  that  Mr.  W.  B.  Mathews 
act  as  Special  Counsel  for  the  Board  of  Public  Service  Commissioners,  be 
adopted  and  that  the  said  Board  of  Public  Service  Commissioners  and  the  Board 
of  Public  Works  be,  and  they  are  hereby  authorized  to  employ  or  contract  for 
the  services  of  Mr.  W.  B.  Mathews,  either  by  original  contract  or  contracts  with 
said  W.  B.  Mathews,  or  by  modification  of  the  existing  contract  between  the 
City  and  W.  B.  Mathews  or  otherwise,  as  in  the  judgment  of  said  Boards,  or 
either  of  them,  may  be  desirable. 

On  December  13,  1912,  pursuant  to  the  foregoing  authority,  there 
was  executed  a  written  contract  between  the  aforesaid  Board  of 
Public  Service  Commissioners  of  the  City  of  Los  Angeles,  as  first 
party  and  the  petitioner  as  second  party,  wherein  it  was  agreed : 

That  the  first  party  hereby  employs  said  second  party  as  agent  and  attorney, 
to  do  and  perform,  in  conjunction  with  the  City  Attorney  of  said  city,  such 
services  of  a  legal  character  as  may  be  required  of  said  second  party  in  con¬ 
nection  with  the  construction  and  operation  of  the  Los  Angeles  Aqueduct  and 
power  projects  of  said  city  and  the  sale  and  distribution  of  the  water  and 
electricity  therefrom,  including  services  as  attorney  in  connection  with  litiga¬ 
tion  and  legal  controversies  and  other  matters  requiring  the  attention  and 
service  of  an  attorney  and  advisor  in  connection  with  said  work  and  in  con¬ 
nection  with  the  business  of  conducting  the  Department  of  Public  Services  of 
said  city.  Such  employment  shall  continue  from  year  to  year  beginning  with 
the  first  day  of  January  1913;  provided  that  upon  sixty  (60)  days’  notice  in 
writing  *  *  *  said  employment  hereunder  may  be  terminated  on  the  31st 

day  of  December  of  any  year  hereafter. 

As  compensation  for  all  services  to  be  rendered  by  said  second  party  here¬ 
under,  said  first  party  promises  and  agrees  to  pay  to  said  second  party  the  sum 
of  Five  Hundred  ($r>00)  dollars,  per  month  payable  monthly. 

From  January  1,  1913,  to  the  present  the  petitioner  has  continu¬ 
ously  served  said  Board  of  Public  Service  Commissioners  and  the 
said  Department  of  Public  Service  of  the  City  of  Los  Angeles  as 
Special  Counsel. 
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On  June  27,  1922,  it  was  unanimously  resolved  by  the  Board  of 
Public  Service  Commissioners  of  the  City  of  Los  Angeles  “  that  the 
City  Council  be  requested  to  take  the  necessary  steps  to  have  the 
salary  of  W.  B.  Mathews,  Special  Counsel  in  the  Department  of 
Public  Service,  increased  to  One  thousand  dollars  per  month.” 

On  August  1,  1922,  the  council  of  the  City  of  Los  Angeles  adopted 
the  following  resolution: 

Resolved  that  the  report  of  the  Board  of  Public  Service  Commissioners  rec¬ 
ommending  and  requesting  that  the  City  Council  take  the  necessary  steps  to 
have  the  salary  of  W.  B.  Mathews,  Special  Counsel  in  the  Department  of 
Public  Service,  increased  to  One  Thousand  Dollars  per  month  be  adopted  and 
that  said  Board  of  Public  Service  Commissioners  be  authorized  to  enter  into 
a  new  contract  with  Mr.  W.  B.  Mathews  in  lieu  of  the  existing  contract  for 
his  services,  said  new  contract  to  contract  for  the  services  of  Mr.  Mathews 
at  a  salary  of  $1,000  per  month. 

On  August  4,  1922,  pursuant  to  the  authority  aforesaid,  the  Board 
of  Public  Service  Commissioners  of  the  City  of  Los  Angeles,  as  first 
party,  and  the  petitioner,  as  second  party,  entered  into  a  written 
agreement  whereby  it  was  agreed  that : 

The  first  party  hereby  employs  the  second  party  as  attorney  and  counsellor 
at  law  to  do,  perform  and  render  legal  assistance  to  the  City  Attorney  of  the 
City  of  Los  Angeles,  in  relation  to  litigation  now  pending  or  which  may  here¬ 
after  be  brought,  either  for  or  against  the  Board  of  Public  Service  Commis¬ 
sioners,  of  said  City,  or  both,  in  connection  with  matters  under  the  jurisdic¬ 
tion  of  the  Public  Service  Commission  of  said  City  and  incidentally  to  render 
such  advice  to  the  City  xlttorney  and  said  Commission  which  his  long  associa¬ 
tion  with  the  City’s  legal  department  peculiarly  qualifies  him  to  give. 

Said  second  party  accepts  said  employment  and  promises  and  agrees  well 
md  faithfully  and  to  the  best  of  his  ability  to  do,  perform  and  render  said 
lervices  during  the  continuance  of  this  agreement. 

It  is  mutually  agreed  that  as  compensation  in  full  for  all  services  to  be 
endered  by  said  second  party  herein,  the  first  party  shall  pay  to  the  second 
>arty  for  his  said  services  the  sum  of  One  Thousand  Dollars  ($1,000.00)  per 
aonth,  beginning  August  first,  1922,  payable  on  the  last  day  of  each  month 
hereafter. 

#  Tllis  contract  may  be  terminated  at  any  time  after  August  first,  1922,  upon 
ixty  (60)  days  notice  in  writing  from  either  party  to  the  other  party  that  said 
mployment  hereunder  is  to  be  so  terminated.  (Italics  supplied.) 

During  the  year  1923,  and  at  all  other  times  since  his  aforesaid  first 
mployment,  the  petitioner  has  occupied  and  used  for  his  office,  with- 
ut  any  charge  being  made  to  him  therefor,  a  suite  of  rooms  in  the 
ffice  building  owned  and  occupied  by  the  Department  of  Public 
Service  of  the  City  of  Los  Angeles,  known  as  the  “  Public  Service 
>uildmg  ” ;  all  clerical  and  professional  assistants  needed  and  used 
y  him  in  connection  with  the  work  of  the  aforesaid  Department  of 
ublic  Service  have  been  paid  by  the  said  Department;  all  office 
xtures  and  supplies  necessary  for  the  maintenance  and  operation  of 
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said  office  have  been  furnished  by  the  said  Department  of  Public 
Service  without  expense  to  the  petitioner  and  all  other  necessary 
expenses  incurred  by*  him  in  connection  with  his  duties  as  Special 
Counsel  in  the  Department  of  Public  Service  have  been  paid  by  the 
said  Department. 

The  Department  of  Public  Service  is  responsible  for  a  large  and 
permanent  public  enterprise.  The  gross  revenues  of  the  Department, 
for  water  and  power,  in  the  year  1923  in  question,  were  approximately 
$15,000,000.  In  the  year  1923,  upwards  of  $100,000,000  was  invested 
bj7  the  city  in  the  property  under  the  jurisdiction  of  the  Department 
and  approximately  3,000  persons  were  employed. 

During  the  }*ear  1923,  the  petitioner  devoted  at  least  90  to  95  per 
cent  of  his  time  to  the  fulfillment  of  his  duties  as  Special  Counsel. 
While  he  had  connection  with  a  private  law  firm,  he  gave  practically 
no  attention  to  it.  He  visited  his  private  law  office  infrequently  and 
would  be  away  from  it  sometimes  for  several  months,  although  he 
might  be  in  the  City  of  Los  Angeles  all  during  that  time. 

During  the  year  1923.  the  services  rendered  by  the  petitioner  to  the 
Department  were  subject  to  control  of  the  Board  of  Public  Commis¬ 
sioners  and  the  City  Attorney.  The  petitioner  always  followed  the 
wishes  and  policies  of  the  Board  where  they  were  ascertainable  or 
expressed.  He  understood,  or  tried  to  understand,  what  the  policies 
of  the  Board  would  be. 

The  petitioner’s  activities  in  litigation  affecting  the  Department  of 
Public  Service  were  under  the  control  of  the  City  Attorney,  the  chief 
legal  officer  of  the  city.  The  petitioner  appeared  in  litigation,  the 
City  Attorney  also  appearing,  if  not  in  person,  as  an  attorney  named 
in  the  pleadings.  This  was  only  a  part  of  petitioner’s  work  as 
Special  Counsel.  His  work  has  been  of  a  miscellaneous  character  for 
a  great  many  years.  He  looked  after  the  interests  of  the  Depart¬ 
ment  before  legislative  bodies.  He  had  a  great  deal  to  do  with  the 
general  financial  policies  of  the  Department.  He  had  much  to  do 
with  the  proceedings  incident  to  the  issuance  and  sale  of  bonds,  and 
advised  with  the  Department  on  questions  of  policy.  He  made 
appearances  of  a  general  nature  in  behalf  of  the  Department  before 
public  and  civic  bodies.  He  generally  attended  meetings  of  the 
Board  of  Public  Service  Commissioners.  In  conjunction  with  the 
purchasing  agent,  he  had  a  very  active  part  in  the  consummation  of 
land  purchases  and  in  the  condemnation  of  land  to  enlarge,  support 
and  protect  the  water  supply.  He  was  chairman  of  a  purchasing 
committee  consisting  of  an  engineer,  an  assistant  engineer  and  him¬ 
self.  A  great  deal  of  the  land  the  city  has  bought  during  the  last 
few  years,  amounting  to  $10,000,000  or  $12,000,000,  lias  been  pur¬ 
chased  through  his  department. 
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During  the  year  1923  the  City  of  Los  Angeles  paid  to  petitioner 
the  aforesaid  salary  of  $1,000  per  month,  or  a  total  of  $12,000. 

The  petitioner  was  of  the  opinion  that  the  salary  was  exempt  from 
Federal  income  tax  and  did  not  report  the  same  in  his  1923  return. 
The  respondent  has  included  the  salary  in  1923  gross  income  and 
has  determined  that  a  deficiency  results  therefrom. 


OPINION. 

Green  :  The  question  here  is  whether  the  salary  of  $12,000  paid 
the  petitioner  by  the  Department  of  Public  Service  of  the  City  of 
Los  Angeles  was  exempt  or  taxable  income.  Section  1211  of  the 
Kevenue  Act  of  1926  provides : 


Sec.  1211.  Any  taxes  imposed  by  the  Revenue  Act  of  1924  or  prior  revenue 
Acts  upon  any  individual  in  respect  of  amounts  received  by  him  as  compensa¬ 
tion  for  personal  services  as  an  officer  or  employee  of  any  State  or  political 
subdivision  thereof  (except  to  the  extent  that  such  compensation  is  paid  by 
the  United  States  Government  directly  or  indirectly),  shall,  subject  to  the 
statutory  period  of  limitations  properly  applicable  thereto,  be  abated,  credited, 
or  refunded. 


The  history  of  and  reasons  for  the  preceding  section  are  set  out 
and  discussed  in  our  opinion  in  the  Appeal  of  George  IF.  Fuller , 
9  B.  T.  A.  708,  and  need  not  be  repeated  here.  Suffice  it  to  say  that 
the  statute  i,s  clear  that  if  the  compensation  in  question  was  “  for 


personal  services  as  an  officer  or  employee  of  any  State  or  political 
subdivision  thereof,”  such  compensation  is  exempt  from  Federal 
taxation.  The  services  rendered  by  the  petitioner  were  “  personal  ” 
in  their  nature  and  were  rendered  to  and  for  a  “political  subdi¬ 
vision  ’  of  the  State  of  California.  The  greater  portion  of  the 
respondent’s  brief  has  been  devoted  to  the  argument  that  the  peti¬ 
tioner  was  not  an  “  officer  ”  of  the  Department  of  Public  Service  of 
the  City  oi  Los  Angelas.  The  petitioner  concedes  that  he  was  not 
•in  officer  but  contends  that  the  facts  show  that  he  was,  how¬ 
ever,  an  “  employee.”  The  question  thus  narrows  itself  to  whether 
he  petitioner  was  or  was  not  an  “  employee  ”  of  the  city.  The 
espondent  contends  he  was  an  independent  contractor. 

In  A.  .  Martin  v.  C ow/rnissioner ,  12  B.  T.  A.  267,  in  which  case 
ve  reviewed  many  of  the  decisions  bearing  upon  the  question,  we 
aid  : 


The  line  of  demarcation  between  an  employee  and  an  independent  contractor 
s  not  precise.  Several  tests  have  been  adopted  from  time  to  time  by  the 
"ourts,  but  as  the  Supreme  Court  had  occasion  to  observe  in  Standard  Oil  Co. 
.  Anderson,  212  U.  S.  215,  these  are  only  more  or  less  useful  in  “determining 
ffiose  is  the  work  and  whose  is  the  power  of  control.” 


In  Metcalf  &  Eddy  v.  Mitchell ,  209  U.  S.  514;  46  Sup.  Ct.  172, 
■letcalf  and  Eddy  were  in  191,  consulting  engineers  who,  either 
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individually  or  as  copartners,  were  professionally  employed  to  advise 
States  or  subdivisions  of  States  with  reference  to  proposed  water- 
supply  and  sewage-disposal  systems.  In  each  case  the  service  was 
rendered  in  connection  with  a  particular  project  for  water  supply 
or  sewage  disposal,  and  the  compensation  was  paid  in  some  instances 
on  an  annual  basis,  in  others  on  a  monthly  or  daily  basis,  and  in  still 
others  on  the  basis  of  a  gross  sum  for  the  whole  service.  The  fees 
received  by  them  for  these  services  were  paid  over  to  the  partnership 
and  became  a  part  of  its  gross  income,  upon  which  an  income  tax 
was  collected.  The  district  court  held  that  such  compensation  was 
not  exempt  from  taxation,  either  by  the  provisions  of  the  statute 
or  under  the  Constitution.  The  Supreme  Court,  in  affirming  the 
decision  of  the  district  court,  said  in  part : 


Nor  do  the  facts  stated  in  the  bill  of  exceptions  establish  that  the  plaintiffs 
were  “  employees  ”  within  the  meaning  of  the  statute.  So  far  as  appears,  they 
were  in  the  position  of  independent  contractors.  The  record  does  not  reveal  to 
what  extent,  if  at  all,  their  services  were  subject  to  the  direction  or  control 
of  the  public  boards  or  officers  engaging  them.  In  each  instance  the  per¬ 
formance  of  their  contract  involved  the  use  of  judgment  and  discretion  on 
their  part  and  they  were  required  to  use  their  best  professional  skill  to 
bring  about  the  desired  result.  This  permitted  to  them  liberty  of  action 
which  excludes  the  idea  that  control  or  right  of  control  by  the  employer 
which  characterizes  the  relation  of  employer  and  employee  and  differentiates 


the  employee  or  servant  from  the  independent  contractor.  Chicago,  Rock 
Island  &  Pacific  Ry.  Co.  v.  Bond,  240  U.  S.  449,  456,  3G  S.  Ct.  403,  60  L.  Ed.  73;j  ; 
Standard  Oil  Co.  v.  Anderson,  212  U.  S.  215,  227,  29  S.  Ct.  252,  53  L.  Ed.  480. 
And  see  Casement  v.  Brown,  148  U.  S.  615,  13  S.  Ct.  672,  37  L.  Ed.  582,  Singer 
Mfg.  Co.  v.  Rahn,  132  U.  S.  518,  523,  10  S.  Ct.  175,  33  L.  Ed.  440. 


The  facts  in  the  instant  case  are  substantially  different  from  those 
in  the  Metcalf  <&  Eddy  case,  supra.  Here  the  services  rendered  by 
the  petitioner  for  the  Department  of  Public  Service  were  at  all 
times  subject  to  the  control  of  the  Board  of  Public  C  ommissibneis 
and  the  City  Attorney.  The  latter's  name  appeared  on  all  the  plead¬ 
ings  filed  by  the  petitioner  on  behalf  of  the  city  and  its  subdivisions. 
The  petitioner’s  employment  was  continuous  and  his  compensation 
was  on  a  definite  monthly  basis.  He  devoted  practically  no  time  to 
other  matters.  His  office  space,  supplies  and  necessary  help  were  all 
furnished  him  by  the  city.  In  John  E.  Mathews  v.  Commissioner , 
8  B.  T.  A.  209,  after  quoting  the  above  paragraph  from  Metcalf  c£ 
Eddy  v.  Mitchell ,  supra ,  we  said: 


We  do  not  understand  it  to  be  the  ruling  of  the  Supreme  Court  that  the 
relationship  of  employer  and  employee  obtains  only  whenever  the  employer 
retains  the  right  to  direct  the  manner  in  which  the  business  shall  be  done  as 
well  as  the  results  to  l>e  accomplished,  in  other  words,  not  only  what  shall  ba 
done,  but  how  it  shall  l>e  done.  See  Vane  v.  Newcombe ,  132  U.  S.  220.  If 
this  were  so  a  physician  who  might  be  employed  by  a  railroad  company  to 
devote  his  entire  activities  to  the  company  could  not  be  an  employee  of 
company  because  clearly  in  such  a  case  the  employer  would  not  exi>ect  to  t 
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the  physician  how  his  work  should  be  done.  A  skilled  laborer  is  no  less  an 
employee  because  he  uses  his  skill  in  the  performance  of  his  work.  The  term 
“  employee  ”  should  not  in  our  opinion  be  restricted  only  to  menials.  The 
petitioner  was  in  our  opinion  an  employee  of  the  Board  of  County  Commissioners 
of  Duval  County,  Florida,  during-  the  year  1923,  within  the  meaning  of  section 
1211  of  the  Revenue  Act  of  1926. 

The  facts  in  the  instant  case  clearly  point  to  the  conclusion  that 
the  petitioner  was  in  all  respects  an  employee  of  a  political  sub¬ 
division  of  the  State  of  California  within  the  meaning  of  that  term 
as  used  in  section  1211  of  the  Revenue  Act  of  1926.  It  follows  that 
the  salary  of  $12,000  received  by  the  petitioner  for  the  calendar  year 
1923  is  exempt  from  I  ederal  income  taxation,  and  that  the  deficiency 
determined  by  the  respondent  for  that  year  should  be  disallowed. 
Cf.  Byers  v.  Commissioner ,  8  B.  T.  A.  1191;  Appeal  of  P.  Frank 
Burkin,  4  B.  T.  A.  743;  and  Louisville ,  Evansville  <&  St.  Louis  R.  R. 
Co.  v.  Wilson ,  138  U.  S.  501. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  petitioner. 


Indiana  Rolling  Mills  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  12259.  Promulgated  October  18,  1928. 

Limitations. — Petitioner  tiled  its  income  and  profits-tax  return 
on  September  15,  1919,  for  the  fiscal  year  ended  June  30,  1919.  This 
return  was  sworn  to  by  the  petitioner’s  vice  president  and  secretary, 
and  was  not  a  false  or  fraudulent  return.  No  waiver  or  consent 
in  writing  was  executed  by  the  Commissioner  and  the  petitioner 
extending  the  statutory  period  for  assessment  and  collection.  The 
deficiency  notice  was  mailed  to  the  petitioner  on  January  4,  1926. 

Held,  that  said  return  was  in  substantial  compliance  with  the  stat¬ 
ute,  and  constituted  the  return  required  by  law.  Held,  further, 
that  assessment  and  collection  of  the  proposed  deficiency  are  barred 
by  the  statute  of  limitations. 

Frank  J.  Alius ,  Esq.,  Frank  C.  Olive ,  Esq.,  and  George  S.  Olive, 
C.  P .  A.,  for  the  petitioner. 

J .  L.  Backstrom,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  for  the  fiscal  year  ended  June  30,  1919,  in 
the  amount  of  $4,625.02.  I  he  sole  issue  is  whether  assessment  of 
said  deficiency  is  barred  by  limitations. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Indiana  corporation,  with  its  principal  office 
at  New  Castle.  On  September  15,  1919,  it  filed  with  the  collector 
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of  internal  revenue  for  the  sixth  district  of  Indiana,  at  Indianapolis, 
a  corporation  income  and  profits-tax  return  on  Form  1120-A,  for  the 
fiscal  year  ended  June  30,  1919,  showing  a  total  tax  due  of  $16,192.02. 
This  return  was  sworn  to,  under  date  of  September  11,  1919,  by  the 
vice  president  and  secretary  of  the  petitioner,  and  specifically  stated 
the  items  of  its  gross  income  and  the  allowable  deductions  and  credits. 
The  amount  of  tax  shown  on  said  return  was  paid  by  the  petitioner 
in  four  quarterly  installments,  the  last  installment  having  been  paid 
on  June  15,  1920. 

Said  return  was  not  a  false  or  fraudulent  return  within  the  mean¬ 
ing  of  the  law’.  No  waiver  or  consent  in  writing  extending  the  statu¬ 
tory  period  for  assessment  and  collection  was  ever  executed  by  the 
Commissioner  and  the  petitioner  with  respect  to  its  tax  liability  for 
said  fiscal  year  ended  June  30,  1919.  The  notice  of  deficiency  was 
mailed  to  the  petitioner  under  date  of  January  4,  1926,  said  date 
appearing  on  the  face  of  said  notice. 

In  1923  the  respondent  caused  said  return  of  the  petitioner  to  be 
audited,  and  as  a  result  thereof,  determined  an  overassessment  of 
$3,218.83,  which  amount  was  credited  by  the  collector  on  December 
1,  1923,  on  account  of  supplemental  tax  of  the  petitioner  for  the 
fiscal  year  ended  June  30,  1918.  As  the  result  of  a  second  audit  of 
said  return,  the  respondent  on  January  4,  1926,  determined  the  de¬ 
ficiency  involved  herein. 


OPINION. 

Trammell:  The  petitioner  filed  its  income  and  profits-tax  return 
on  September  15,  1919,  for  the  fiscal  year  ended  June  30,  1919.  This 
return  was  sworn  to  by  the  petitioner’s  vice  president  and  secretary, 
and  was  not  a  false  or  fraudulent  return  with  intent  to  evade  tax. 
No  waiver  or  consent  in  writing  was  executed  by  the  Commissioner 
and  petitioner  extending  the  period  for  assessment  and  collection. 
The  deficiency  notice  was  mailed  to  the  petitioner  on  January  4, 
1926. 

The  sole  issue  raised  by  the  pleadings  is  whether,  under  these 
facts,  assessment  of  said  deficiency  so  determined  by  the  respondent 
is  barred  by  limitations.  There  is  no  controversy  with  respect  to 
the  facts,  which  have  been  agreed  to  by  the  parties. 

The  material  provisions  of  the  Revenue  Act  of  1918  relating  to  the 
making  of  returns  by  corporations  are  as  follows: 

Sec.  239.  That  every  corporation  subject  to  taxation  under  this  title  and  every 
personal  service  corporation  shall  make  a  return,  stating  specifically  the  items 
of  its  gross  income  and  the  deductions  and  credits  allowed  by  this  title.  The 
return  shall  be  sworn  to  by  the  president,  vice  president,  or  other  principal 
officer  and  by  the  treasurer  or  assistant  treasurer.  *  *  * 
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The  statute  of  limitations  applicable  to  this  case  is  set  forth  in  sec¬ 
tion  277  (a)  (2)  of  the  Revenue  Act  of  1924  as  follows: 

(2)  The  amount  of  income,  excess-profits,  and  war-profits  taxes  imposed  by 
the  *  *  *  Revenue  Act  of  1918  *  *  *  shall  be  assessed  within  five 

years  after  the  return  was  filed,  and  no  proceeding-  in  court  for  the  collection  of 
such  taxes  shall  be  begun  after  the  expiration  of  such  period. 

In  the  notice  of  deficiency,  which  the  respondent  sent  to  the  peti¬ 
tioner  under  date  of  January  4,  1926,  it  was  stated: 

The  five-year  period  provided  in  Section  277  (a)  (2)  of  the  Revenue  Act  of 
1924,  within  which  assessment  of  the  tax  for  1919  may  be  made  has  expired, 
however,  Section  278  (c)  provides  that  where  both  the  Commissioner  and  the 
taxpayer  have  consented  in  writing  to  the  assessment  of  tax  after  the  time  set 
forth  in  Section  277  (a)  (2),  the  tax  may  be  assessed  at  any  time  prior  to  the 
expiration  of  the  period  agreed  upon.  If  you  agree  to  the  assessment  of  the  tax, 
it  will  be  necessary  for  you  to  sign  and  return  to  this  ofllce  the  enclosed  waiver 
form ;  if  you  do  not  desire  to  sign  the  waiver  but  are  willing  to  pay  the  tax,  you 
may  make  voluntary  payment  to  the  collector  of  internal  revenue  for  your 
district. 

The  petitioner  declined  to  sign  the  “  waiver  form  ”  or  to  make 
voluntary  payment  of  the  tax,  as  suggested  by  the  respondent,  and 
this  proceeding  results. 

The  respondent  now  contends  that  assessment  of  the  deficiency  is 
not  barred  by  limitations,  because  the  document  filed  by  the  peti¬ 
tioner  as  its  return  was  sworn  to  by  its  vice  president  and  secretary 
instead  of  by  its  vice  president  and  treasurer  or  assistant  treasurer, 
as  provided  in  the  statute,  and  therefore  not  being  the  return  re¬ 
quired  by  law,  the  statutory  period  of  limitations  has  never  com¬ 
menced  to  run. 

The  purported  return  was  filed  by  the  petitioner  with  the  collector 
of  internal  revenue  at  Indianapolis  on  September  15,  1919,  and  the 
amount  of  tax  shown  was  thereafter  duly  paid.  In  1923,  or  approxi¬ 
mately  four  years  after  the  filing  of  the  document,  the  respondent 
caused  an  audit  thereof  to  be  made  and  determined  the  petitioner’s 
tax  liability  for  the  fiscal  year  ended  June  30,  1919,  at  an  amount 
$3,218.83  less  than  that  shown  on  said  return.  A  certificate  of  over¬ 
assessment  was  duly  issued  and  said  amount  credited  on  account  of 
supplemental  tax  of  the  petitioner  for  the  fiscal  year  ended  in  1918. 
Some  two  years  later  the  respondent  caused  said  alleged  return  to  be 
audited  again,  and,  as  a  result  of  such  second  audit,  determined  the 
deficiency  involved  herein  on  January  4,  1926,  more  than  six  years 
after  the  filing  of  said  document  with  the  collector. 

So  far  as  disclosed,  the  respondent  never  at  any  time  prior  to  the 
hearing  of  this  appeal  made  objection  to  the  form  or  manner  in  which 
said  document  was  executed,  nor  ever  at  any  time  requested  the  peti¬ 
tioner  to  file  a  return  verified  by  the  affidavit  of  its  treasurer  or 
assistant  treasurer. 
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Thus,  the  concrete  question  presented  here  is  whether  a  return 
sworn  to  by  the  vice  president  and  secretary  of  a  corporation  sub¬ 
stantially  complies  with  the  requirements  of  section  239  of  the  Reve¬ 
nue  Act  of  1918,  respecting  the  form  and  manner  of  making  the 
return,  so  as  to  start  the  running  of  the  statute  of  limitations  con¬ 
tained  in  section  277  (a)  (2)  of  the  Revenue  Act  of  1924.  This  in 
turn  involves  a  consideration  of  the  rules  of  statutory  construction. 

The  statute  provides  that  every  corporation  subject  to  taxation 
shall  make  a  return,  stating  specifically  the  items  of  its  gross  income 
and  the  allowable  deductions  and  credits,  and  further  provides  that 
the  return  shall  be  sworn  to  by  the  president,  vice  president,  or  other 
principal  officer  and  by  the  treasurer  or  assistant  treasurer. 

What  is  the  essence  of  the  thing  required  to  be  done  by  this  stat¬ 
ute?  It  is,  we  think,  the  making  of  an  honest  return  by  the  corpo¬ 
ration,  wherein  are  set  forth  specifically  the  items  of  its  gross  income 
and  the  allowable  deductions  and  credits,  in  order  that  the  Commis¬ 
sioner  may  determine  the  correct  amount  of  its  tax  liability.  If 
such  required  information  is  fairly  and  honestly  given  in  a  return 
sworn  to  by  officers  of  the  corporation  who  are  familiar  with  its 
affairs,  this  in  our  opinion  constitutes  a  substantial  compliance  with 
the  provisions  of  the  statute. 

I  he  prime  object  of  the  legislative  intention  was  manifestly  to 
require  that  the  specified  information  be  furnished  under  oath  by  the 
corporate  officers,  and  where  such  information  is  fairly  and  honestly 
given  in  a  return  swmrn  to  by  the  vice  president  and  secretary  of  the 
corporation  the  legislative  purpose  is  achieved  in  no  less  degree  than 
if  the  return  had  been  sworn  to  by  the  vice  president  and  treasurer 
or  assistant  treasurer. 

A  general  rule  of  statutory  construction  is  that  those  provisions 
which  do  not  relate  to  the  essence  of  the  thing  to  be  done,  and  as  to 
which  compliance  is  a  matter  of  convenience  rather  than  substance, 
are  directory;  while  those  provisions  which  relate  to  the  essence  of 
the  thing  to  be  done,  that’  is,  to  matters  of  substance,  are  mandatory. 
25  R.  C.  L.  767. 

The  fact  that  the  statute  provides  that  the  return  “  shall  ”  be  sworn 
to  by  certain  officers  of  the  corporation  named  does  not  necessarily 
require  the  construction  that  this  provision  is  mandatory.  In  West 
Wisconsin  R.  Co.  v.  Foley ,  94  U.  S.  100,  the  court  said : 

“  Shall  ”  ought  undoubtedly  to  be  construed  as  meaning  “  must,”  for  the 
purpose  of  sustaining  or  enforcing  an  existing  right;  but  it  need  not  be  for 
creating  a  new  one. 

In  Mabel  Elevator  Co .,  2  B.  T.  A.  517,  we  said : 

There  can  be  no  doubt  that  such  limitations  are  placed  on  assessments  for 
the  purpose  of  assuring  the  taxpayer,  who  has  made  an  honest  return,  that  after 
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such  period  his  tax  liability  will  not  be  reopened;  otherwise  the  business  of 
the  country  would  always  have  before  it  the  threat  of  additional  taxes  against 
the  income  of  years  long  past  whenever  a  new  theory  for  interpreting  the  tax 
law  or  for  the  application  of  accounting  principles  occurred  to  the  taxing 
authorities.  If  the  limitation  can  be  avoided  on  the  plea  that  the  return  filed 
was  not  such  a  return  as  is  required  by  law,  although  filed  in  good  faith,  there 
is  no  such  assurance  for  the  taxpayer  and  the  limitation  becomes  of  doubtful 
value  at  least.  If  the  statute  requires  any  interpretation  great  weight  must  be 
given  to  the  purpose  which  it  was  obviously  intended  to  accomplish. 

Again,  in  C olmer-Green  Lumber  Co .,  12  B.  T.  A.  256,  we  said: 

The  period  of  limitation  prescribed  by  the  statute  is  one  of  repose  and  it 
should  not  lightly  be  construed  to  permit  the  respondent  to  reopen  cases  upon 
the  ground  that  the  return  filed  in  good  faith  was  not  the  return  required  by 
the  statute. 

In  F.  A.  Hall  Co .,  3  B.  T.  A.  1172,  a  consolidated  return  was 
filed  for  the  taxpayer  and  an  associated  company,  sworn  to  by  the 
individual  who  was  the  treasurer  of  both  companies.  The  Commis¬ 
sioner  contended  that  separate  returns  should  have  been  filed,  and 
that  the  consolidated  return  filed  was  not  the  return  required  by  law ; 
hence,  the  statute  of  limitations  did  not  apply.  Since  it  appeared 
that  the  consolidated  return  specifically  stated  the  items  of  gross 
income  and  the  items  of  deductions  of  the  taxpayer,  we  held  that  it 
constituted  a  substantial  compliance  with  the  provisions  of  section 
239  of  the  1918  Act,  supra ,  respecting  the  making  of  returns,  and 
was  sufficient  to  start  the  running  of  the  statute  of  limitations  em  ¬ 
bodied  in  section  277  (a)  (2)  of  the  1924  Act,  supra . 

Under  the  theory  contended  for  by  the  respondent  in  this  case,  if  a 
corporation  had  no  treasurer  or  assistant  treasurer,  or  if  such  office 
was  vacant  through  resignation,  death  or  otherwise  at  the  time  of 
making  its  tax  return,  such  facts  would  operate  to  place  the  corpora¬ 
tion  beyond  the  purview  of  the  statute  of  limitations,  and  would  deny 
to  it  the  right  of  any  benefit  thereunder.  We  are  not  persuaded  that 
this  was  the  intention  of  Congress. 

The  good  faith  of  the  petitioner  in  making  the  return  involved 
lerein  is  not  questioned  by  the  respondent,  and  said  return  specifically 
dated  the  items  of  its  gross  income  and  the  allowable  deductions  and 
credits.  It  is  our  opinion,  therefore,  that  said  document  constituted 
he  return  required  by  law.  More  than  five  years  having  elapsed  sub¬ 
sequent  to  the  filing  of  said  return  and  prior  to  the  mailing  of  the 
leficiency  notice,  it  follows  that  assessment  and  collection  of  the  pro¬ 
posed  deficiency  are  barred  by  limitation. 

Reviewed  by  the  Board. 

Judgment  of  no  deficiency  will  be  entered. 

17173—28 - 14 


1146 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


Philadelphia  Quartz  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  6677.  Promulgated  October  18,  1928. 

1.  Basis  for  adjusting  depletion  determined.  Thomas  Coal  Co., 

10  B.  T.  A.  639,  overruled. 

2.  Depletion  of  sand  deposit  and  depreciation  of  equipment  de¬ 
termined. 

J.  S.  Lamson ,  Esq .,  and  Fred  D.  Bullock ,  C.  P.  A.,  for  the  peti¬ 
tioner. 

T .  M.  Matlicr ,  Esq.,  for  the  respondent. 

In  this  proceeding  the  petitioner  seeks  a  redetermination  of  the 
income  and  profits  taxes  for  the  year  1919  for  which  the  respondent 
has  determined  a  deficiency  of  $1,413.54.  The  petitioner  alleges  error 
on  the  part  of  the  respondent  in  failing  to  allow  depletion  upon  the 
basis  of  the  tons  actually  produced  from  the  property  prior  to  abandon¬ 
ment  of  operations,  having  used  instead  an  arbitrary  estimate  of  ton¬ 
nage  made  by  the  petitioner  in  1919,  and- in  failing  to  allow  deprecia¬ 
tion  at  the  rate  of  20  per  cent  on  certain  equipment  located  at  the  mine. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  in  June,  1917,  for  the 
purpose  of  manufacturing  silicate  of  soda.  The  capital  stock  of  the 
petitioner  was  owned  in  part  by  the  Philadelphia  Quartz  Co.  of  Penn¬ 
sylvania,  the  reason  for  its  organization  being  that  the  latter  com¬ 
pany  had  customers  on  the  Pacific  coast  who  could  be  more  advan¬ 
tageously  served  from  a  plant  located  in  California.  A  plant  was 
constructed  during  the  years  1917  and  1918,  and  production  began  in 
June,  1918.  «i 

One  of  the  two  principal  ingredients  used  in  the  manufacture  of 
silicate  of  soda  is  sand  of  the  kind  ordinarily  known  as  glass  sand. 
Sand  of  this  character  of  sufficient  purity  was  difficult  to  obtain, 
and  prior  to  the  war  had  been  obtained,  by  Pacific  Coast  manufac¬ 
turers  of  silicate  of  soda,  from  Belgium.  Upon  opening  its  plant  in 
June,  1918,  the  petitioner  obtained  its  first  sand  from  Illinois.  The 
quality  of  this  sand  was  satisfactory,  but  due  to  the  freight  charges 
the  cost  was  prohibitive  and  delivery  was  uncertain  on  account  of 
shortage  of  freight  cars. 

The  petitioner  investigated  a  deposit  of  sand  at  lone,  Calif.,  which, 
although  somewhat  inferior  in  quality,  appeared  to  be  an  available 
source  of  supply.  In  the  month  of  August,  1918,  the  petitioner 
entered  into  a  contract  with  the  Products  Development  Co.  for  the 
purchase  of  sand  excavated  from  a  leasehold  held  by  that  company 
on  the  sand  deposit  at  lone.  Since  it  was  necessary  to  wash  the  sands 
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the  petitioner  installed  a  washing  plant  at  a  cost  of  $25,000,  which 
plant  was  operated  the  Products  Development  Co. 

In  February,  1919,  the  Products  Development  Co.  advised  the 
petitioner  that  it  had  a  prospective  purchaser  for  its  leasehold,  and 
gave  the  petitioner  24  hours  within  which  to  decide  whether  or  not  it 
would  purchase  the  property  for  the  sum  of  $125,000.  With  such 
short  notice  it  was  impossible  for  the  petitioner  to  explore  the  deposit 
in  order  to  determine  the  quality  and  extent  of  the  sands,  and  it  had 
to  rely  on  the  advice  of  the  superintendent  of  the  sand  company  as 
to  the  location  of  certain  test  holes.  These  test  holes  were  located  on 
the  face  of  the  bluff  within  100  feet  or  less  of  the  workings.  The 
petitioner  decided  to  purchase  the  leasehold,  which  covered  a  period 
from  September  1,  1914,  to  September  1,  1964.  Later  in  the  year, 
in  June,  1919,  the  petitioner  purchased  the  fee  title  to  the  property 
for  a  consideration  of  $45,000.  At  the  time  of  this  purchase  no  addi¬ 
tional  drill  holes  had  been  driven. 

The  first  estimate  of  the  sand  content  of  the  mine  was  made  in 
the  spring  of  1919.  The  manager  and  the  superintendent  weighed 
a  cubic  foot  of  sand,  estimated  an  average  thickness  of  10  feet  and 
an  area  of  75  acres  and  arrived  at  two  estimates,  one  of  2,000,000 
tons  and  the  other  of  1,000,000  tons,  and  finally  agreed  upon 
1,250,000  tons.  At  the  time  this  estimate  was  made  there  were  no 
drill  holes  within  the  75-acre  area  except  those  along  the  face  of 
he  workings.  The  object  of  the  estimate  was  to  furnish  the  book¬ 
keeper  with  information  necessary  for  her  books. 

The  purchase  price  of*  $125,000  included  payment  for  certain 
ilant  and  equipment  on  the  property.  The  amount  of  this  pay- 
nent  and  of  the  purchase  of  the  fee,  which  represented  the  payment 
for  the  sand  deposit  alone,  was  $81,063.21.  In  its  original  return 
or  the  year  1919  the  petitioner  claimed  a  deduction  for  depletion  of 
^2,866.24.  This  figure  was  computed  by  charging  $228.93  per  month 
or  3  months’  operation  under  the  lease  and  $311.35  per  month 
hereafter.  The  rate  under  the  lease  represented  a  proration  of  the 
:apital  payment  of  $125,000  over  546  months,  the  remaining  life 
)f  the  Jease,  while  the  charge  of  $311.35  for  the  later  months  was 
>ased  on  a  total  capital  of  $170,000,  spread  over  an  estimated  life  of 
>0  years.  The  respondent  did  not  accept  this  basis  for  depletion 
>ut  used  the  purchase  price  applicable  to  the  sand  deposit  of  $81,- 
)63.21,  and  an  estimated  tonnage  of  1,275,000  tons,  taken  from  a 
chedule  attached  to  petitioner’s  1919  return.  This  resulted  in  a 
:nit  rate  of  6.4  cents  a  ton,  which,  multiplied  by  3,032  tons,  gave 
u  depletion  deduction  of  $194.05.  In  1923  the  petitioner  filed  an 
mended  return  for  the  year  1919,  in  which  it  claimed  a  deduction 
or  depletion  of  $41,756.87.  This  deduction  Avas  based  upon  the  fact 
hat  near  the  close  of  the  year  1922  the  petitioner  abandoned  opera- 
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tions,  shut  down  the  operations  of  the  lone  property,  and  removed 
the  plant  and  equipment  after  having  extracted  11,055  tons  from 
the  property  in  the  fojlowing  annual  amounts : 

Tons 


1919. 

1920 

1921 
1922. 


4,856 
3,  759 
1,439 
1,  001 


In  April,  1920,  it  became  apparent  for  the  first  time  to  the  peti¬ 
tioner  that  a  large  portion  of  the  deposit  was  unsatisfactory  in 
quality,  and  that  the  quantity  of  satisfactory  sand  was  limited  and 
of  a  pockety  character.  Some  additional  drill  holes  were  sunk  just 
south  of  the  previous  workings,  which  disclosed  a  small  amount 
of  satisfactory  sand.  Later,  a  drill  hole  was  driven  about  800  feet 
northeast  of  the  working  face,  a  second  drill  hole  about  200  feet 
southeast  of  the  working  face,  and  the  third  drill  hole  about  800  feet 
southeast  of  the  working  face.  The  northermost  drill  hole  disclosed 
sand  containing  too  much  iron  to  be  of  service  to  the  petitioner. 
The  central  drill  hole  indicated  excessive  overburden,  and  the  souther- 
most  drill  hole  indicated  that  the  sand  deposit  was  too  shallow  for 
profitable  operation.  Petitioner  thereupon  concluded  that  the  sand 
deposit  was  not  suitable  for  further  operation. 

In  the  original  return  for  the  year  1919,  petitioner  claimed  deduc¬ 
tion  for  exhaustion,  wear  and  tear  of  property  of  $24,713.91.  In 
the  amended  return  petitioner  changed  this  item  to  $26,861.43.  The 
respondent  allowed  the  amount  claimed  in  the  original  1919  return. 
The  deduction  for  exhaustion,  wear  and  tear  for  the  year  1919  to 
which  the  petitioner  is  entitled  is  $24,713.91. 


OPINION. 


Van  Fossan:  The  first  question  before  us  is  the  amount  of  deple¬ 
tion  allowable  on  petitioner’s  sand  deposit.  The  record  indicates  that 
at  the  time  of  filing  the  1919  return  no  proper  or  dependable  estimate 
had  been  made  of  the  extent  of  the  deposit. 

The  facts  in  this  case  raise  squarely  the  question  whether  deple¬ 
tion  for  a  given  year  is  to  be  based  solely  on  facts  known  or  esti¬ 
mates  made  at  the  time  a  return  is  filed  or  may  be  revised  in  the 
event  of  a  hearing  before  the  Board  so  as  to  comport  with  subse¬ 
quently  discovered  facts.  The  rulings  of  the  Board  on  this  question 
are  not  in  harmony. 

In  the  case  of  Stouts  Mountain  Coal  Co .,  4  B.  T.  A.  1292,  where 
the  facts  were  somewhat  similar  to  the  instant  case,  we  held  that 
the  subsequently  discovered  facts  might  properly  be  employed  to 
revise  the  basis  of  computation  of  depletion  for  the  year  in  which 
the  facts  were  developed  (1921)  but  no  intimation  was  given  that 
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the  revision  should  be  retroactive,  although  the  previous  tax  year 
(1920)  was  also  before  us. 

In  Sterling  Coal  Co\ ,  Ltd.,  8  B.  T.  A.  549,  the  very  issue  above 
stated  was  before  us  and  we  there  ruled  that  the  right  to  revise 
should  not  be  retroactively  applied  and  said : 

The  rule  contended  for  by  the  petitioner  is  that  in  the  case  of  mines  the 
rate  of  depletion  applicable  for  any  year  is  contingent  upon  the  determination 
of  the  reserves  in  the  ground  as  ascertained  by  the  development  prosecuted 
and  carried  on  in  subsequent  years.  Under  this  rule  there  would  be  no  time 
until  the  end  of  the  life  of  a  mine  or  at  least  there  would  be  an  indefinite 
length  of  time  before  a  final  estimate  of  the  recoverable  coal  in  place  could 
be  made.  The  petitioner  contends  that  unless  it  is  given  the  right  in  this 
case  to  revise  its  depletion  allowances  for  1917,  1918,  and  1919  upon  an  esti¬ 
mate  of  leseives  made  in  1922,  it  will  not  have  returned  to  it  its  capital  tax 
free.  In  our  opinion,  this  contention  is  not  sound.  In  the  first  place,  a  tax¬ 
payer  is  entitled  only  to  a  reasonable  allowance  for  depletion,  and  that  reason¬ 
able  allowance  must  of  necessity  be  computed  upon  the  basis  of  factors  known 
to  exist  during  the  year  for  which  the  return  was  filed.  It  is  not  in  our 
apinion  the  purpose  of  the  statute  to  permit  taxpayers  to  determine  their 
net  incomes  for  a  given  year  on  the  basis  of  facts  developed  in  the  future. 

Under  oui  decision  in  Stouts  Mountain  Goal  Co.  v.  Commissionor,  supra,  if 
subsequent  developments  show  that  a  material  error  has  been  made  in  the 
original  estimates  of  the  ore  reserves,  a  new  estimate  may  be  made,  and  the 
apital  remaining  to  be  recovered  distributed  accordingly.  This  is  in  accord- 
mce  with  article  209  of  Regulations  45,  and  in  our  opinion  is  a  fair  and 
easonable  interpretation  of  the  statute.  *  *  * 

The  Sterling  Coal  Co.  decision  specifically  overruled  Kehota  Min- 
ng  Co.,  3  B.  T.  A.  885.  See  also  Kehota  Mining  Co.  v.  Lewellyn’ 
rCehota  Mining  Co.  v.  D.  B.  Heine *;  U.  S.  Dist.  Ct.,  W.  Dist.  of  Pa., 
lecided  July  30,  1928.  The  decision  of  the  Board  in  Thomas  Coal 
io.,  10  B.  T.  A.  639,  where  the  question  differed  from  the  instant 
ase  only  in  that  it  involved  depreciation  instead  of  depletion,  is 
pparently  out  of  harmony  with  the  reasoning  of  the  above-cited 
ases.  We  believe  the  decision  in  Sterling  Coal  Co.  is  sound  and 
nhomas  Coal  Co.  is  accordingly  overruled. 

Applying  this  rule  to  the  facts  of  the  case  at  bar,  the  record  indi- 
ates  that  at  the  time  of  filing  the  1919  return  no  proper  or  depend- 
ble  estimate  had  been  made  of  the  extent  of  the  said  deposit.  The 
omputation  made  by  petitioner  was  little  more  than  a  guess.  Thus, 
re  can  not  approve  the  computation  of  the  respondent  based  on  a 
upposed  content  of  1,2 1 5,000  tons.  On  the  other  hand,  although 
ae  method  adopted  by  the  petitioner  more  nearly  assures  a  reason- 
ble  allowance,  it  has  employed  incorrect  basic  figures.  Applying 
ie  stipulated  cost  figures  we  arrive  at  a  figure  of  approximately 

1,500,  which  is  reasonable  and  should  be  allowed  as  depletion  in 

119. 

The  second  issue  relates  to  depreciation.  Here  we  are  met  by 
ladequate  proof.  Petitioner’s  testimony  as  to  rates  was  exclusively 
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directed  to  the  depreciation  on  the  shaker  tables.  Other  items  of 
property,  however,  were  involved  as  to  which  no  testimony  was  pre¬ 
sented.  Though  the  testimony  indicates  that  10  per  cent  was  pos-j 
sibly  a  low  rate  for  the  tables,  we  are  unable  to  say  from  the  record 
that  when  averaged  with  other  property  10  per  cent  was  not  a 
reasonable  average  or  composite  rate. 

Reviewed  by  the  Board. 

Judgment  will  ~be  entered  under  Ride  50. 

Lansdon  dissents. 


W ii, siiire  Oil  Co.,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  No.  3927.  Promulgated  October  18,  1928. 

Affiliation. — Where  three  persons  owned  all  the  stock  of  a  refining 
corporation,  and  owned  or  controlled  substantially  all  of  the  stock 
of  an  oil-producing  corporation  and  both  corporations  were  managed 
and  controlled  by  said  three  persons  as  a  business  and  economic  unit, 
the  corporations  were  affiliated  and  should  file  a  consolidated  return. 

A.  Colder  Mackay ,  Esq.,  Thomas  R.  Dempsey ,  Esq .,  and  Howard 
W.  Reynolds ,  Esq.,  for  the  petitioner. 

Shelby  S.  Faulkner ,  Esq.,  and  C .  R.  Marshall ,  Esq.,  for  the 
respondent. 


The  respondent  determined  a  deficiency  of  $7,623.41  against  the 
petitioner  for  the  year  1920.  In  asking  a  redetermination,  peti¬ 
tioner  alleges  that  during  the  taxable  year  it  was  affiliated  with  the 
Randini  Petroleum  Co.  anel  was  entitled  to  file  a  consolidateel  returr 
with  that  company.  Respondent  denies  affiliation  anel  right  to  hit 
cemsoliclated  return. 

FINDINGS  OF  FACT. 


The  petitioner  is  a  California  corporation  with  its  principal  place 
of  business  at  2455  Twenty-seventh  Street,  Los  Angeles,  Calif.  It  I 
engaged  in  the  oil-refining  business  anel  its  entire  capital  stock  dur 
ing  the  taxable  year  was  owned  by  three  brothers,  viz.,  George  L 
Machris,  Alfred  P.  Machris,  and  Victor  A.  Machris,  each  of  whon 
owned  33i/3  per  cent  thereof.  In  order  to  secure  a  supply  of  cruel 


oil  for  petitioner  and  which  would  be  under  their  control,  the  three 
brothers  decided  to  develop  two  oil  and  gas  leases,  which  they  owner 
or  controlled,  situated  near  Bandini  and  Santa  Fe  Springs,  Calif 
To  accomplish  this  purpose,  they  organized  the  Randini  Petroleun 
Co.,  a  corporation,  under  the  laws  of  California,  with  a  capital  stocl 
of  $1,000,000  divided  into  shares  of  $1  each.  This  was  a  producin' 
company.  In  promoting  the  organization  of  the  Randini  Company 
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the  Machris  brothers  prepared  a  preorganization  subscription  agree¬ 
ment,  which  a  number  of  their  friends  and  business  associates  signed. 
It  provided  in  substance  that  a  corporation  was  to  be  organized  under 
the  laws  of  California  with  a  capital  stock  of  $1,000,000,  divided  into 
shares  of  $1  each,  for  the  purposes  of  acquiring  and  developing  oil 
and  gas  leases  on  certain  described  property.  It  provided  for  the 
issuance  of  300,000  shares  of  stock  in  payment  for  the  leases  and 
obligated  the  signers  to  purchase  and  pay  for  the  number  of  shares 
placed  opposite  their  signatures.  This  was  signed  by  the  three 
Machris  brothers  and  twenty-five  others,  for  a  total  of  65,000  shares, 
but  of  which  the  Machris  brothers  subscribed  7,500  shares,  leaving 
57,500  subscribed  by  others. 

In  obtaining  these  subscriptions,  the  Machris  brothers  represented 
that  the  petitioner,  Wilshire  Oil  Co.,  needed  crude  oil  for  its  refinery 
and  that  it  would  take  all  the  oil  produced  and  that  they  would  take 
care  of  the  operations,  run  the  company  and  produce  the  oil.  The 
subscribers  were  told  the  Machris  brothers  would  take  care  of  the 
financing  and  see  it  through  and  that  its  operations  would  be  under 
the  supervision  and  control  of  the  Wilshire  Oil  Co.  and  the  Machris 
brothers.  The  subscribers  to  this  agreement  relied  upon  these  repre¬ 
sentations  and  agreements  in  subscribing  for  their  stock,  which 
amounted  to  57,500  shares  or  13.5  plus  per  cent  of  the  outstanding 
stock  of  the  Bandini  Petroleum  Co.  during  1920. 

During  the  year  1920,  the  total  issued  and  outstanding  capital 
stock  of  the  Dandini  Go.  consisted  of  121.2 1 0  shares  and  was  owned 
as  follows : 


Name 

Number 
of  shares 

Per  cent 

George  L.  Machris . 

102,  670 
102, 670 
102, 670 
2,900 
57,  500 
55,  860 

24  W 

24J4J-72.  5  plus. 
24J4J 

.  6  plus. 
13. 5  plus. 
13. 1  plus. 

100 

Alfred  P.  Machris _ 

Victor  A.  Machris _ 

Certain  employees.  ... 

Close  friends  and  business  associates  (signers  of  subscription  contract) 

Total . . 

Immediately  after  the  incorporation  of  the  Bandini  Company  the 
leases  on  the  two  properties  were  assigned  to  it  and  an  agreement 
was  entered  into  with  petitioner  by  which  it  was  given  the  preferen¬ 
tial  right  to  purchase  all  of  the  oil  and  gas  produced  by  the  Bandini 
Company.  Officers  of  petitioner  were  George  L.  Machris,  president ; 
Victor  A.  Machris,  secretary;  and  Alfred  P.  Machris,  vice  president 
and  treasurer.  Officers  of  the  Bandini  Company  were  George  L. 
Machris,  president;  Jack  J.  Doyle,  vice  president;  Victor  A.  Machris, 
secretary ;  and  H.  S.  Botsford  and  John  B.  Lewis,  directors. 

The  Bandini  Petroleum  Co.  during  1920  did  not  maintain  an  office 
but  used  the  office  of  petitioner  free  of  rent,  no  officer  of  the  Bandini 
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Company  received  any  salary  from  it,  its  accounts  were  kept  by  the 
employees  of  the  petitioner  and  for  some  time  in  petitioner’s  books, 
and  from  June,  1920,  to  the  end  of  the  year,  petitioner  advanced  or 
paid  out  for  Bandini  approximately  $20,000,  for  which  it  received 
no  interest.  Bandini  had  no  office  or  selling  force  and  its  office 
work  was  performed  by  petitioner’s  employees.  The  names  of  the 
two  companies  were  on  petitioner’s  office  door,  but  Bandini  was  in 
smaller  letters  and  beneath  petitioner’s. 

The  field  operations  of  the  Bandini  Company  were  conducted  by 
or  under  the  supervision  of  the  officers  and  employees  of  the  peti¬ 
tioner,  and  petitioner’s  entire  organization  was  at  all  times  at  the 
service  of  the  Bandini  Company.  Petitioner  and  the  Machris 
brothers  financed  and  obtained  credit  for  the  Bandini  Company  by 
purchasing  and  paying  for  goods  and  equipment,  and  guaranteeing 
its  accounts,  one  account  for  $35,000  being  guaranteed  in  writing. 
Material  and  appliances  belonging  to  petitioner  were  freely  used  by 
the  Bandini  Company  and  its  entire  field  and  financial  operations 
were  conducted  by  petitioner  and  the  Machris  brothers.  No  stock¬ 
holders’  meetings  of  the  Bandini  Company  were  held  during  1920. 
There  was  harmony  between  all  classes  of  stockholders  and  both 
corporations  and  the  program  mapped  out  by  the  Machris  brothers 
was  carried  out  in  accordance  with  their  representations. 

After  the  organization  of  the  Bandini  Company,  it  had  its  own 
books  of  account  and  bank  account,  but  they  were  kept  by  petitioner 
without  charge.  Field  men  o»f  petitioner  were  paid  by  the  Bandini 
Company  for  services  performed  for  it.  One  dry  well  was  com¬ 
pleted  in  1920. 

The  Machris  brothers  were  experienced  and  successful  oil  men, 
which  was  known  to  the  signers  of  the  preorganization  agreement. 

opinion. 

Milliken:  The  facts  in  this  case  clearly  show  that  the  Bandini 
Petroleum  Co.  was  organized  by  the  Machris  brothers  for  the  pur¬ 
poses  of  insuring  a  supply  of  oil  for  the  petitioner,  and  was  operated 
as  a  department  or  branch  o*f  petitioner  s  business,  hor  the  purpose 
of  raising  funds  necessary  for  the  incorporation  of  the  Bandini  Com¬ 
pany  certain  friends,  business  associates,  and  employees  were  sold 
stock  amounting  to  14.1  per  cent  of  the  whole,  and  13.1  per  cent  was 
sold  to  the  general  public.  The  Machris  brothers  retained  72.5  per 
cent  of  the  Bandini  stock  and  owned  all  of  the  stock  of  petitioner. 

Prior  to  the  organization  of  the  Bandini  Company  the  three 
Machris  brothers  induced  several  of  their  'friends  and  business  asso¬ 
ciates  to  enter  into  a  preorganization  subscription  agreement.  There 
was  a  general  understanding  as  to  the  necessity  for  the  existence 
of  the  company  from  a  business  standpoint  and  the  investors  were 
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informed  of  the  control  and  dominion  to  be  exercised  over  the  com¬ 
pany  by  the  Machris  Brothers.  Several  of  the  investors  testified 
that  such  an  understanding  between  all  the  parties  was  a  prerequisite 
to  their  becoming  stockholders  in  the  newly  formed  corporation. 
Instead  of  the  control  by  the  Machris  Brothers  being  opposed,  it  was 
welcomed  and  expected  in  accordance  with  prior  understanding.  The 
well  defined  and  restricted  scope  of  its  activities  and  the  manner  in 
which  it  was  operated  made  the  Bandini  Company  simply  a  business 
adjunct  of  petitioner. 

The  three  stockholders  o*f  petitioner  carried  out  the  letter  and 
spirit  of  their  preorganization  agreement.  When  credit,  material, 
supplies,  services  or  any  assistance  was  needed  by  Bandini  Com¬ 
pany,  it  was  supplied  by  petitioner  or  its  stockholders.  The  stock  in 
the  hands  of  the  public  as  distinguished  from  that  represented  by 
the  preorganization  subscription  agreement  was  at  all  times  agree¬ 
able  to  the  management  and  conduct  of  the  business  of  Bandini 
Company  by  the  Machris  Brothers. 

The  case  is  strikingly  like  that  of  Midland  Re-fining  Co.,  2  B.  T.  A. 
292,  296.  There,  as  here,  one  company  was  an  oil-refining  company 
and  the  other  was  a  producing  or  drilling  company  organized  for  the 
purpose  of  providing  crude  oil  for  the  former.  The  refining  com¬ 
pany  took  all  the  crude  oil  produced  by  the  drilling  company  and 
there  were  intercompany  transactions  similar  to  those  in  the  instant 
case,  such  as  loaning  of  money,  facilities  and  equipment,  interchange 
of  officers  and  employees,  occupation  of  the  same  offices,  and  abso¬ 
lute  domination  of  the  business  of  both  companies  by  three  persons, 
who  endeavored  to  make  both  companies  successful. 

In  that  case,  the  dominant  stockholders  originally  owned  90  per 
cent  of  the  stock  in  the  refining  company  and  78.26  per  cent  in  the 
producing  company,  but  part  of  their  holdings  was  sold  to  friends, 
business  associates  and  employees,  so  that  their  holdings  were  reduced 
to  62.71  per  cent,  and  51.07  per  cent,  respectively,  yet  on  account  of 
the  close  business  relationship,  we  held  that  substantially  all  of  the 
capital  stock  of  both  corporations  was  owned  or  controlled  by  the 
*ame  interests.  The  Board  there  said : 

The  intercompany  transactions  show  that  there  was  the  closest  cooperation 
between  the  two  organizations,  and  that  no  effort  was  made  to  allocate  between 
he  companies  the  cost  of  materials,  services,  or  labor  furnished  by  the  one  to 
he  other.  It  is  a  clear  case  of  commercial  and  economic  unity. 

Approximately  80  per  cent  of  the  stock  of  each  company  was  held  by  persons 
>wning  stock  in  both  companies.  It  is  apparent  that  the  two  companies  were, 
n  fact,  operated  as  one  and  each  for  the  benefit  of  the  other.  Skelly,  Osborne 
ind  Pielsticker  dominated  and  controlled  both  of  these  corporations  and  their 
efforts  were  directed  not  to  making  a  success  of  one  company  but  to  making  a 
;uccess  of  both  companies,  which  effort  was  the  result  of  a  preconceived  plan 
onsistently  carried  out. 
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A  careful  examination  of  the  stockholdings  and  the  relationships  existing  be¬ 
tween  the  various  holders  shows  that  substantially  all  of  the  stock  is  owned 
or  controlled  by  the  same  individuals.  It  seems  to  follow,  naturally,  if  a 
group  of  individuals  owns  or  controls  substantially  all  of  the  stock  of  both 
corporations,  and  if  such  ownership  or  control  is  by  all  exercised  for  one  pur¬ 
pose,  namely,  the  joint  success  of  the  corporations,  that  these  individuals  meet 
the  requirements  of  the  words  “  the  same  interests.” 

We  believe  that  the  two  corporations  were  affiliated  and  that  any  other  con¬ 
clusion  would  be  contrary  to  the  meaning  of  the  statute. 

We  think  that  case  on  principle  is  decisive  of  the  case  at  bar  and  it 
results  that  petitioner  and  the  Bandini  Petroleum  Co.  were  affiliated 
and  are  entitled  to  file  a  consolidated  return  for  the  year  1920. 

Judgment  will  be  entered  under  Rule  50. 

o 


DECISIONS 

BY  THE 

UNITED  STATES  BOARD  OF  TAX  APPEALS 


Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  14255.  Promulgated  October  19,  1928. 

1.  The  amount  of  the  award  of  the  New  York  State  Compeusation 
Insurance  Commission  on  account  of  a  death  from  accident  on  the 
petitioner's  property  is  not  necessarily  properly  accrued  upon  the 
petitioner’s  books  where  it  appears  that  an  appeal  was  taken  from 
the  Commission’s  decision  which  decision  was  sustained  in  the  fol¬ 
lowing  year. 

2.  A  railroad  had  income  where  after  Federal  control  the  Direc¬ 
tor  General,  having  failed  to  return  materials  and  supplies  equal 
in  quantity,  quality  and  relative  usefulness  to  that  of  the  materials 
and  supplies  which  he  received,  accounted  for  the  shortage  ai 
prices  prevailing  at  the  end  of  Federal  control  in  an  amount  in 
excess  of  the  cost  of  the  materials  and  supplies  which  were  not 
returned. 


It.  Kemp  Slaughter ,  Esq.,  and  Hugh  Bickford,  Esq.,  for  the 
petitioner. 

M .  N .  Fisher,  Esq.,  for  the  respondent. 


The  Commissioner  determined  a  deficiency  of  $4,487.79  for  the 
calendar  year  1920  and  a  deficiency  of  $56,503.74  for  the  calendar 
year  1921.  The  petitioner  instituted  this  proceeding  for  the  redeter- 
mination  of  these  deficiencies  and  alleged  three  errors  as  follows: 


(a)  The  Commissioner  has  erroneously  held  that  a  deduction  of  $10,644.12 
representing  a  liability  for  injury  to  persons  should  be  deducted  in  1921  instead 
of  192o  when  such  item  was  accrued  on  the  books  of  the  taxpayer. 

( b >  The  Commissioner  has  erroneously  held  that  the  taxpayer  derived  a 
profit  of  $121,750.45  from  the  taking  and  seizure  of  materials  and  supplies 
inventory  by  the  Director  General  on  behalf  of  the  United  States  and  replace¬ 
ment  thereof  in  specie  or  its  money  equivalent. 
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(e)  The  Commissioner  has  erroneously  held  that  the  taxpayer  derived  a 
profit  amounting  to  $141,251.60  from  an  allowance  by  the  Director  General,  in 
discharge  of  the  liability  of  the  United  States  to  make  expenditures  during  the 
period  of  Federal  control  for  the  maintenance  of  the  railroad  properties  of 
the  taxpayer  so  as  to  return  such  properties  at  the  conclusion  of  such  Federal 
control  in  as  good  condition  as  when  taken  over  by  the  United  States. 

The  respondent  has  conceded  the  error  as  set  forth  in  paragraph 
(c)  above. 

By  an  amended  answer  the  respondent  alleged  that  the  correct 
deficiency  for  the  year  1920  is  $127,518.49,  for  the  reason  that  the 
petitioner  had  never  reported  as  income  $384,750.94,  an  amount 
awarded  to  the  petitioner  to  make  good  a  guarantee  under  the  terms 
of  the  u  Transportation  Act,  1 920."  The  respondent  thereafter  con¬ 
ceded  that  this  allegation  was  improperly  made  and  that  the  peti¬ 
tioner  had  not  only  accrued  on  its  books  and  reported  as  income  the 
sum  of  $384,750.94,  which  was  actually  awarded  to  the  petitioner, 
but  had  accrued  on  its  books  and  reported  as  income  $2,085.02  in 
excess  of  this  amount  for  the  year  1920,  by  which  excess  income  for 
1920  should  now  be  reduced. 

At  the  hearing,  counsel  for  the  respondent  made  the  following- 
claim  under  the  provisions  of  section  274(e)  of  the  Revenue  Act  of 

1926: 

The  respondent  now  claims  as  an  alternative  to  the  adjustment  of  income 
for  the  year  1921  made  in  the  deficiency  letter  on  account  of  materials  and 
supplies,  that  if  the  Board  should  find  that  no  income  was  realized  in  1921 
from  the  payment  for  the  shortage  in  materials  and  supplies,  then  income  on 
account  of  such  payment  for  shortage  in  materials  and  supplies  was  realized 
in  the  year  1920  and  that  the  taxable  income  for  the  year  1920  should  be 
increased  with  the  resulting  effect  in  tax  reflected  in  the  Board’s  findings  and 
orders. 

The  parties  entered  into  a  stipulation  in  regard  to  many  of  the 

facts. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  the 
States  of  New  York  and  New  Jersey,  with  principal  offices  at  60 
Main  Street,  Warwick,  N.  Y.  It  is  engaged  in  the  business  of  conn 
mon  carrier  and  its  system  of  accounting  is  that  prescribed  by  the 
Interstate  Commerce  Commission.  Its  tax  returns  for  the  years 
1920  and  1921  were  filed  in  the  Fourteenth  New  Y  ork  Collection 
District. 

During  the  year  1920  a  man  was  killed  in  a  railway  accident  on 
the  petitioner’s  property.  In  the  same  year  the  New  York  State 
Compensation  Insurance  Commission  awarded  the  widow  the  amount 
>f  $10,614.12.  An  appeal  was  taken  from  the  Commission’s  deci¬ 
sion,  which  was,  however,  sustained  in  1921.  The  petitioner  accrued 
he  amount  of  the  award  of  the  Compensation  Commission  on  its 
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books  in  1920  and  claimed  it  as  a  deduction  in  its  return  for  1920. 
The  respondent  has  held  that  this  amount  should  be  deducted  in  the 
year  1921. 

By  a  proclamation  dated  December  26,  1917,  the  President  of  the 
1  nited  States,  acting  under  the  pow'ers  conferred  on  him  by  the 
Constitution  and  laws  of  the  United  States,  by  the  joint  resolu¬ 
tion  ot  the  Senate  and  House  of  Representatives,  bearing  date  of 
April  6,  and  December  7,  1917,  respectively,  and  particularly  under 
the  powers  conferred  by  section  (1)  of  the  Act  of  Congress  ap¬ 
proved  August  29,  1916.  entitled  “An  Act  making  Appropriation  for 
the  Support  of  the  Army  for  the  fiscal  year  ended  June  30,  1917,  and 
for  other  purposes,”  took  possession  and  assumed  control  at  12 
o’clock  noon,  December  28,  1917,  of  certain  railroads  and  systems 
of  transportation,  including  the  railroad  and  transportation  system 
of  the  petitioner,  and  directed  that  the  possession,  control,  opera¬ 
tion  and  utilization  of  the  transportation  systems  thus  taken  should 
be  exercised  by  and  through  a  Director  General  of  Railroads  (here¬ 
inafter  refered  to  as  the  “  Director  General  ”). 

Attached  to  the  aforesaid  proclamation  of  December  26,  1917,  was 
a  statement  personally  signed  by  the  President,  which  was  in  part 
as  follows: 


I  lmve  exercised  the  powers  over  the  transportation  systems  of  the  country 
which  were  granted  me  by  the  Act  of  Congress  of  last  August  because  it  has 
become  imperatively  necessary  for  me  to  do  so.  This  is  a  war  of  resources 
uo  less  than  of  men,  perhaps  even  more  than  of  men,  and  it  is  necessary  for 
ihe  complete  mobilization  of  our  resources  that  the  transportation  systems  of 
Ihe  country  should  he  organized  and  employed  under  a  single  authority  and 
a  simplified  method  of  coordination  which  have  not  proved  possible  under 
private  management  and  control. 

*  ****** 

Investors  in  railway  securities  may  rest  assured  that  their  rights  and  in¬ 
terests  will  be  as  scrupulously  looked  after  by  the  Government  as  they  could 
he  by  the  directors  of  the  several  railway  systems.  Immediately  upon  the  re¬ 
assembling  of  Congress  I  shall  recommend  that  these  definite  guaranties  be 
gwen:  First,  of  course,  that  the  railway  properties  will  be  maintained  during 
the  period  of  Federal  control  in  as  good  repair  and  as  complete  equipment  as 
when  taken  over  by  the  Government;  and,  second ,  that  the  roads  shall  receive 
a  net  operating  income,  equal  in  each  case  to  the  average  net  income  of  the 
three  years  preceding  June  30.  1017;  and  I  am  entirely  confident  that  Congress 
will  be  disposed  in  this  case,  as  in  others,  to  see  that  justice  is  done  and  full 
security  assured  to  the  owners  and  creditors  of  the  great  systems  which  the 
Government  must  now  use  under  its  own  direction  or  else  suffer  serious  em¬ 
barrassment. 


Subsequently,  the  Congress  of  the  United  States,  by  an  Act  ap¬ 
proved  March  21.  1918.  generally  designated  as  and  hereinafter  called 
“  I  he  Federal  Control  Act,”  authorized  the  President  to  enter  into 
agreements  with  the  companies  owning  the  railroads  and  systems 
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thus  taken  over  for  the  maintenance  and  upkeep  of  the  same  during 
the  period  of  Federal  control  and  for  the  determination  of  the  rights 
and  obligations  of  the  parties  to  the  agreement  arising  from  or  out 
of  such  Federal  control,  including  the  compensation  to  be  received 
or  guaranteed,  and  for  other  purposes. 

The  Federal  Control  Act  provided  in  part  as  follows: 

That  the  President,  having  in  time  of  war  taken  over  the  possession,  use, 
control  and  operation  (called  herein  Federal  control),  of  certain  railroads  and 
systems  of  transportation  (called  herein  carriers),  is  hereby  authorized  to 
agree  with  and  to  guarantee  to  any  such  carrier  making  operating  returns  to 
the  Interstate  Commerce  Commission  that  during  the  period  of  such  Federal 
control  it  shall  receive  as  just  compensation  an  annual  sum  payable  from  time 
to  time  in  leasonable  installments  for  each  year,  and  pro  rata  for  any  fraction 
of  a  year,  of  such  Federal  control  not  exceeding  a  sum  equivalent,  as  nearly 
as  may  be,  to  its  average  annual  railway  operating  income  for  the  three  years 
mded  June  30,  1917. 

The  average  annual  railway  operating  income  shall  be  ascertained 
by  the  Interstate  Commerce  Commission  and  certified  by  it  to  the  President. 
Its  certificate  shall,  for  the  purpose  of  such  agreement,  be  taken  as  conclusive 
rf  the  amount  of  such  average  annual  railway  operating  income. 


#  ^ver^  suc^  agreement  shall  also  contain  adequate  and  appropriate  provi¬ 
sions  for  the  maintenance,  repair,  renewals,  and  depreciation  of  the  property, 
or  the  creation  of  any  reserves  or  reserve  funds  found  necessary  in  connection 
herewith,  and  for  such  accounting  and  adjustments  of  charges  and  payments, 
joth  during  and  at  the  end  of  Federal  control  as  may  be  requisite  in  order 
bat  the  property  of  each  carrier  may  be  returned  to  it  in  substantially  as  good 
•epair  and  in  substantially  as  complete  equipment  as  it  was  in  at  the  beginning 
>f  Federal  control,  and  also  that  the  United  States  may,  by  deductions  from  the 


ust  compensation  or  by  other  proper  means  and  charges,  be  reimbursed  for  the 
•ost  of  any  additions,  repairs,  renewals,  and  betterments  to  such  property  not 
ustiy  chargeable  to  the  United  States;  in  making  such  accounting  and  adjust- 
nents,  due  consideration  shall  be  given  to  the  amounts  expended  or  reserved 
>y  each  carrier  for  maintenance,  repairs,  renewals,  and  depreciation  during 
he  three  years  ended  June  thirtieth,  nineteen  hundred  and  seventeen,  to  the 
ondition  of  the  property  at  the  beginning  and  at  the  end  of  Federal' control 
nd  to  any  other  pertinent  facts  and  circumstances. 


^  On  March  29,  1918,  the  President,  acting  under  the  aforesaid 
<edeial  Control  Act  and  all  other  powers  him  thereto  enabling,  bv 
iroclamation  authorized  the  Director  General,  either  personally  or 
hrougli  such  agencies  or  divisions  of  persons  as  he  might  appoint 
or  such  purposes,  to  agree  with  the  carriers,  or  any  one  of  them, 
-pon  the  amounts  to  be  paid  such  carriers  for  the  assumption  of  con- 
rol,  use,  maintenance  and  operation  of  such  railroad  and  transpor- 
ation  systems  and  for  the  return  of  such  properties  to  the  carriers 
t  the  conclusion  of  such  Federal  control. 


On  March  26,  1919,  the  taxpayer  corporation  entered  into  an  agree- 
lent  with  the  Director  General,  acting  for  the  said  United  States, 
a  provide  for  the  control,  maintenance,  use  and  operation  of  the 
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railroad  and  transportation  system  of  the  petitioner  and  for  the 
compensation  for  use  and  operation  thereof,  for  the  maintenance 
thereof  and  the  return  thereof  at  the  conclusion  of  such  Federal 
control. 

The  agreement  of  March  26,  1919,  provided  in  part  as  follows : 

Sec.  5.  (a)  During  the  period  of  Federal  control  the  Director  General  shall, 
annually,  as  nearly  as  practicable,  expend  and  charge  to  railway  operating  ex¬ 
penses,  either  in  payments  for  labor  and  materials  or  by  payments  into  funds, 
such  sums  for  the  maintenance,  repair,  renewal,  retirement,  and  depreciation  of 
the  property  described  in  paragraph  (a)  of  section  2  hereof  as  may  be  requi¬ 
site  in  order  that  such  property  may  be  returned  to  the  Company  at  the  end 
of  Federal  control  in  substantially  as  good  repair  and  in  substantially  as 
complete  equipment  as  it  was  on  January  1,  1918;  Provided ,  however,  That 
the  annual  expenditure  and  charges  for  such  purposes  during  the  period  of 
Federal  control  on  such  property  and  the  fair  distribution  thereof  over  the 
same,  or  the  payment  into  funds  of  an  amount  equal  in  the  aggregate  (subject 
to  the  adjustments  provided  in  paragraph  (c)  and  to  the  provisions  of  para¬ 
graph  (e)  of  this  section)  to  the  average  annual  expenditure  and  charges 
for  such  purposes  included  under  the  accounting  rules  of  the  Commission  in 
railway  operating  expenses  during  the  test  period,  less  the  cost  of  tire  insur¬ 
ance  included  therein,  shall  be  taken  as  a  full  compliance  with  the  foregoing 
covenant. 

******* 


Sec.  7.  (a)  The  annual  compensation  guaranteed  to  the  Company  under  sec¬ 
tion  1  of  the  Federal  control  act  shall  be  the  sum  of  tive  hundred  and  nine¬ 
teen  thousand  three  hundred  and  seventy-one  dollars  and  thirteen  cents 
($519,371.13)  during  each  year  and  pro  rata  for  each  fractional  part  of  a  year 
of  Federal  control,  subject,  however,  to  any  increase  or  decrease  in  the  standard 
return  hereafter  made  by  the  Commission  as  provided  in  paragraph  (e)  of  the 
preamble  of  this  agreement. 


******* 

Sec.  9.  (a)  At  the  end  of  Federal  control  all  the  property  described  in  para¬ 
graph  (a)  of  section  2  hereof  shall  be  returned  to  the  Company,  together  with 
all  repairs,  renewals,  additions,  betterments,  replacements,  and  road  extension 
thereto  which  have  been  made  during  Federal  control,  except  as  any  part 
thereof  may  have  been  destroyed  or  retired  and  not  replaced,  in  which  case 
the  provisions  of  section  5  hereof  shall  govern  and  except  that  the  Director 
General  shall  not  be  obliged  to  restore  or  replace  property  destroyed  or  dam¬ 
aged  by  the  acts  of  public  enemies. 

(b)  At  the  end  of  Federal  control  the  Director  General  shall  return  to  the 
Company  all  uncollected  accounts  received  by  him  from  the  Company  and  also 
materials  and  supplies  equal  in  quantity,  quality,  and  relative  usefulness  to 
that  of  the  materials  and  supplies  which  he  received  and  to  the  extent  that  the 
Director  General  does  not  return  such  materials  and  supplies  he  shall  account 
for  the  same  at  prices  prevailing  at  the  end  of  Federal  control.  To  the  extent 
that  the  Company  receives  materials  and  supplies  in  excess  of  those  delivered 
by  it  to  the  Director  General  it  shall  account  for  the  same  at  the  prices  pre¬ 
vailing  at  the  end  of  Federal  control,  and  the  balance  shall  be  adjusted  in  cash. 


The  Congress  of  the  United  States,  by  Act  approved  February  28. 
1920,  entitled  the  Transportation  Act,  directed  that  Federal  control 
4*  terminate  at  12.01  A.  M.,  March  1,  1920;  and  the  President  shall 
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ihen  relinquish  possession  and  control  of  all  railroads  and  systems 
of  transportation  then  under  Federal  control  and  cease  the  use  and 
operation  thereof.”  This  statute  further  authorized  the  President 
to  make  agreements  in  final  settlement  of  all  matters  arising  out  of 
Federal  control. 

In  accordance  with  the  terms  of  this  Act  of  Congress,  the  Presi- 
dent,  on  March  1,  1920,  relinquished  possession  of  the  railroad  sys- 
I  tem  of  the  petitioner  and  turned  back  to  the  petitioner  all  the  prop¬ 
erties  then  comprising  such  system. 

Following  the  relinquishment  and  turning  back  of  the  properties 
under  Federal  control,  the  petitioner  filed  with  the  Director  General 
various  claims  setting  out  amounts  appearing  on  its  books  as  due  to 
it  by  the  Director  General  and  from  it  to  the  Director  General  and, 
in  addition  thereto,  certain  other  amounts  not  on  its  books  but 
claimed  by  it  to  be  due  from  the  Director  General. 

There  were  controversies  on  the  different  claims  filed  by  the  peti¬ 
tioner  corporation.  The  office  of  the  Director  General  had  set  up 
on  its  books  as  of  December  81,  1920,  the  amounts  which  that  office 
deemed  were  due  the  corporation  on  the  various  items  in  dispute. 
The  net  balance  of  these  accounts  was  $153,189.40  due  the  corpora¬ 
tion,  instead  of  $512,708.51  as  claimed  by  the  petitioner.  Compen¬ 
sation  for  the  use  of  the  properties  had  been  determined  by  the 
standard  contract  and  the  parties  Avere  agreed  on  the  open  accounts 
representing  amounts  which  had  been  accrued  for  advances  and  pay¬ 
ments  during  Federal  control.  The  items  in  dispute  Avere  the 
amounts  necessary,  under  sections  5(a)  and  9(b)  of  the  contract, 
to  make  good  the  deficiency  in  material  and  supplies  inventory,  de¬ 
preciation  on  equipment,  property  retired  and  not  replaced,  and 
undermaintenance  of  ways  and  structures,  and  equipment.  A  con- 
ierence  was  held  in  Washington  between  the  president  of  the  peti¬ 
tioner  corporation  and  his  associates  and  the  Director  General  and 
his  associates  for  the  purpose  of  reaching  a  final  settlement  of  all 
the  matters  in  dispute.  After  considerable  discussion  of  the  items 
in  dispute  the  Director  General  offered  the  sum  of  $225,000  in  final 
settlement  of  all  matters  arising  out  of  Federal  control,  including 
(lie  items  then  under  controversy.  The  president  of  the  petitioner 

1  company  accepted  the  lump  sum  offer.  Nothing  was  said  as  to 
specific  items  in  dispute  and  no  agreement  Avas  reached  on  the 
unounts  in  dispute. 

Following  this  conference,  and  under  date  of  March  3,  1921,  the 
Director  General  of  Railroads,  acting  on  behalf  of  the  United  States, 
and  the  petitioner  corporation  entered  into  a  formal,  final  settle¬ 
ment  agreement  in  accordance  with  the  agreement  reached  in  con¬ 
ference.  The  pertinent  provisions  of  this  agreement  Avere  as  folloAvs: 
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The  Lehigh  &  Hudson  River  Railway  Company  hereby  acknowledges  payment 
of  the  sum  of  two  hundred  and  twenty-five  thousand  dollars  ($225,000.00)  by 
ihe  said  Director  General,  the  receipt  whereof  is  hereby  acknowledged,  in  full 
satisfaction  and  discharge  of  all  claims,  rights,  and  demands,  of  every  kind 
and  character,  which  the  said  Company  now  has  or  hereafter  may  have  or 
claim  against  the  Director  General,  or  any  one  representing  or  claiming  to 
represent  the  Director  General,  the  United  States,  or  the  President,  growing 
out  of  or  connected  with  the  possession,  use,  and  operation  of  the  Company’s 
property  by  Ihe  United  States  during  the  period  of  Federal  control,  or  out  of 
the  contract  between  the  parties  dated  the  26th  day  of  March,  1919;  and  the 
said  Company  hereby  acknowledges  the  return  to  and  receipt  by  it  of  all  its 
properly  and  rights  which  it  is  entitled  to,  and  further  acknowledges  that  the 
Director  General  has  fully  and  completely  complied  with  and  satisfied  all 
obligations  on  his  part,  or  on  the  part  of  the  United  States,  or  the  United  States 
Railroad  Administration,  growing  out  of  Federal  control. 

The  purpose  and  effect  of  this  instrument  is  to  evidence  a  complete  and 
final  settlement  of  all  demands,  of  every  kind  and  character,  as  between  the 
parties  hereto  growing  out  of  the  Federal  control  of  railroads,  save  and  except 
that  the  following  matters  are  not  included  in  this  adjustment  and  are  not 
affected  thereby :  *  *  * 

The  Director  General  at  the  time  of  the  settlement  withheld  from 
the  petitioner  official  information  as  to  his  settlement  figure.  The 
general  accountant  of  the  petitioner  corporation,  in  order  to  balance 
his  books  against  the  settlement  figure  of  $225,000,  thereafter  un¬ 
officially  obtained  the  Director  General’s  settlement  figures  for  some 
of  the  items  from  employees  of  the  Railroad  Administration.  The 
petitioner  later  obtained  all  of  these  figures  which  indicate  that  the 
Director  General  allowed  his  accounts  to  stand  the  same  as  before 
Die  final  settlement  agreement  except  that  he  reduced  the  amount 
due  him  for  over-maintenance  of  equipment  from  $95,558  to 
$23,747.40  and  increased  the  allowance  to  the  company  for  a  shortage 
of  materials  and  supplies  from  $234,841.58  to  $247,744.68,  an  in¬ 
crease  of  $12,903.10,  which  increase  he  offset  by  adding  $12,903.10  to 
“  Other  Items  due  from  Corporation  ”  as  “  Adjustment  of  Prices  on 
M&S  used  in  A&B  work.”  'rf 

The  action  of  the  Director  General  in  making  a  lump  sum  settle¬ 
ment  in  this  case  and  in  withholding  certain  specific  details  from 
(he  carriers  was  in  accordance  with  his  general  policy  of  not  making 
any  specific  allowance  or  agreement  but  to  settle  the  cases  as  promptly 
and  as  cheaply  as  possible  under  the  terms  of  the  Federal  Control 
xVct  and  the  standard  contract. 

Pursuant  to  the  provisions  of  subsection  (a)  of  section  7,  supra ,  of 
the  agreement  of  March  26,  1919,  the  petitioner  accrued  on  its  books 
compensation  as  follows : 

1918  _ _ _  $519,  371. 13 

1919  _ _ 1 _  519.371.13 

1920  (  2  months) _  86,561.86 


\ 


Total 


1, 125,  304. 12 
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The  above  amounts  were  reported  on  the  income  and  profits-tax 
returns  filed  for  the  aforesaid  years,  including  1920,  and  the  re¬ 
spondent  made  no  adjustment  of  the  amount  reported  for  1920. 

This  amount  of  $86,561.86  was  determined  by  taking  x22  of 
$519,371.13.  This  amount  was  subsequently  adjusted  to  of 
$519,371.13,  or  $85,142.81,  compensation  for  the  months  of  Janu¬ 
ary  and  February,  1920.  The  difference  between  the  amount  accrued 
and  reported  as  income  for  1920  and  the  amount  as  adjusted,  or 
$1,419.05,  was  charged  against  income  in  1921  on  the  books  of  the 
petitioner  and  so  reported  in  its  income  and  profits-tax  returns  for 
1921.  The  respondent  did  not  disturb  this  charge. 

Included  in  the  assets  and  properties  taken  over  by  the  Director 
General  as  of  January  1,  1918,  was  an  inventory  of  “  Materials  & 
Supplies  ”  having  a  total  cost  of  $336,700.71.  Included  in  the  assets 
and  properties  turned  back  to  the  petitioner  on  March  1,  1920,  at 
the  conclusion  of  Federal  control,  was  an  inventory  of  “Materials 
&  Supplies  ”  having  a  total  cost  of  $223,609.58.  The  inventory  so 
turned  back  was  not  sufficient  to  replace  an  inventory  equal  in 
quantity,  quality  and  relative  usefulness  to  that  of  the  inventory 
taken  over. 

The  following  is  a  summary  of  the  final  claim  of  the  petitioner, 
the  Administration  books  as  of  December  31,  1920,  the  difference 
between  the  two,  and  the  final  settlement  allowance  as  reflected  by 
the  books  of  the  Director  General : 


Due  to  corporation 

Compensation _ 

Less  advances,  loans,  etc.,  to  Feb.  15,  1921 


Rental  interest  on  completed  A&B _ 

Cash  on  hand  Dec.  31,  1917.... _ 

Agents  and  conductors  balance  Dec.  31,  1917 

Assets  Dec.  31, 1917,  collected _ 

Revenue  prior  to  Jan.  1,  1918.. . . 

Interest  other  than  rental  interest . . . 


Due  from  corporation 

Additions  and  betterments.. _ _ 

Liabilities  Dec.  31, 1917,  paid _ 

Corporate  transactions _ 

Expense  prior  to  Jan.  1,  1918 _ 

Total _ _ _ _ 

Balance  due  from  corporation . . 

Other  items  due  corporation 

Material  and  supplies  (excess) . . 

Depreciation  on  equipment _ 

Equipment  retired _ _ _ _ 

Road  property  retired  and  not  replaced _ 


Corporate 
claim  as  of 
Dec.  31,  1920 

Administra¬ 
tion  books  as 
of  Dec.  31,  1920 

Difference 

$1,125,  304.12 

1,  365,  770.  00 

$1, 123,  885. 07 

1,  355,  770.  00 

$1,419.05 

i  240,  465.  88 

i  241,  884.  93 

3, 127.  00 
385,  790.  60 
7,  507. 10 
673,  840.  94 
53, 970.  81 
26,  520.  88 

i  1,419.  05 
3,127.00 

37,  553. 17 

385,  790.  60 
7,  507. 10 
673,  840.  94 
53,  970.  81 
64,  074.  05 

944,  717.  62 

908,  872.  40 

35,  845.  22 

109,  786.  74 
851,  794.  40 
237,  051.  36 
81,  560.  91 

109, 786.  74 
851,  794.  40 
237, 051.  36 
81,  560.  91 

1,  280, 193. 41 

1,280, 193.41 

335, 475.  79 

371,321.01 

35,  845.  22 

248, 172.  70 
201,  773. 14 
46,  306.  27 
1,454. 17 

234,  841.  58 
188, 384.00 
30,  647.  50 
1, 196.  33 

13,  331.12 
13, 389. 14 
15,  658.  77 
257.84 

497,  706.  28 

455, 069.  41 

42,  636.  87 

Total _ 

1  Reduction. 
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C orporate 
claim  as  of 
Dec.  31,  1920 

A  dminist  ra¬ 
tion  books  as 
of  Dec.  31,  1920 

I  )i  (Terence 

Other  items  due  from  corporation — None 

Balance  due  to  corporation  on  other  items _ . _ 

Balance  due  to  corporation _ 

Maintenance 

Maintenance  of  way  and  structures — Under  _ 

Maintenance  of  equipment — Under  _ 

$497,  706.  28 

$455, 069. 41 

$42,  636.  87 

162,  230.  49 

83,  748. 40 

78, 482. 09 

220.  667.  71 
129,  810.31 

164,  999. 00 

55,  668.  71 

Maintenance  of  equipment — Over 

95,558.00  225,368.3! 

Balance  due  to  corporation  on  maintenance... . . 

350, 478. 02 

69,441.00 

281,(  37.  02 

Net  balance  due  to  corporation _  _ 

512.  708.  51 

153, 189.  40 

359,  519. 1 1 

Due  to  corporation 

Pl;m»  as  set 1 1: ■«  1 


Compensation - $1,  123,  885.  07 

Less  advances,  loans,  etc _  L  365,  770.  00 

241.  884.  93 

Rental  interest  on  completed  A&B _  3,  127.00 

Balance  due  from  corporation _ i _  238,  737.  93 

Open  accounts  due  to  corporation 

Cash  on  hand,  Dec.  31.  1917 _ I _ ! _ ! _  $385.  790  60 

Agent’s  and  conductor’s  balance,  Dec.  31.  1917 _  7,  507.  10 

Assets,  Dec.  31.  1917 — Collected _  673,  840.  94 

Revenue  prior  to  Jan.  1,  1918 _ _ _  53,970.81 

Total - - - -  1,121,109.45 


Open  accounts  due  from  corporation 

Liabilities,  Dec.  31.  1917,.  paid _ _ _ s_i _  $851.  794.  40 

Corporate  transactions _  237.051.36 

Expense  prior  to  Jan.  1,  1918 _  8l!  560.  91 


Total -  1,  170.  406.  67 

Balance  due  from  corporation  open  accounts _  49,  297.  22 

Balance  due  from  corporation _ _ »  2S8,  055.  15 


Other  items  due  to  corporation 

Material  and  supplies  (shortages 

.  Equipment  retired _ - 

Road  property  retired  and  not  replaced _ II - 

Interest  other  than  rental  interest _ - 

To  till _ 


$247.  744.  68 
30,  647.  50 
1.  196.  33 
26.  520.  88 


306,  1U9.  39 


Other  items  due  from  coi poration 


Additions  and  betterments _ 

A&B — Adjustment  of  prices  on  M&S  used  in  A&B 


work 


Total - ■ _ 

Balance  due  to  corporation  on  other  items 
Balance  due  from  corporation _ 


D  cp  rec  i  a  tin  n  o  h  I  if/a  Ho  n 

Equipment _ 

Balance  due  to  corporation, _ II _ I' 


$109.  786.  74 
1  2.  903.  P* 


12-’.  689.  84 
183.419.  55 
104.  6Xf.  60 


\ 

$18.8,  384.  on 
83.  748.  40 


Maintenance 

Way  and  structures — Under 
Equipment — Over _ T-HHT”.! _ 

Balance  due  to  corporation  on  maintenance _ 

Net  balance  due  to  corporation _ 


$164.  999  00 
23.  747.  40 


141.  251.  60 
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During  the  period  of  Federal  control  two  sets  of  books  were  kept 
in  the  offices  of  the  petitioner,  one  set  being  the  books  of  the  Director 
General,  or  the  Federal  books,  and  the  other  set  being  the  corpo¬ 
rate  books.  Both  the  Director  General  and  the  petitioner  had  access 
to  both  sets  of  books  at  all  times  and  after  the  termination  of  Fed¬ 
eral  control  the  Federal  books  remained  in  the  offices  of  the 
petitioner. 

For  the  ten  months  of  1920,  immediately  following  the  return  of 
the  properties  of  the  petitioner,  the  petitioner  expended  $334,619.39 
for  materials  and  supplies,  not  including  coal,  and  for  the  year  1921, 
the  petitioner  expended  $270,253.63  for  materials  and  supplies,  not 
including  coal.  Purchases  of  materials  and  supplies  made  by  the 
petitions  after  the  return  of  the  properties  were  entered  on  its 
books  at  the  prices  actually  paid  and  the  prices  at  which  the  expend¬ 
itures  went  into  the  operating  accounts  were  similarly  the  prices 
ai  tually  paid.  There  is  nothing  to  indicate  to  what  extent,  if  any, 
the  materials  and  supplies  purchased  by  the  petitioner  after  the 
return  of  the  properties  were  replacements  of  the  shortages  here  hi 
question. 

Under  date  of  January  19,  1925,  the  Director  General  made  report 
to  the  President  for  the  year  ended  December  31,  1924,  together 
with  his  final  report  as  to  adjustment  of  claims  of  carriers  whose 
property  was  taken  over  and  actually  operated  by  the  Government 
during  the  26  months  of  Federal  control.  This  report  includes  spe¬ 
cifically  the  petitioner  corporation  and  definitely  sets  forth  “  the 
amount  of  original  claim”  and  the  “amount  of  final  claim  of  the 
petitioner,”  “  the  tentative  set  up  of  the  Administration  accounts 
for  discussion  in  final  settlement,”  and  the  “  amount  of  final  settle¬ 
ment,”  the  latter  amount  being  the  lump  sum  settlement  of  $225,000. 
In  this  report  the  Director  General,  speaking  of  the  “  claims  of 
carriers  (including  the  petitioner)  whose  property  was  taken  over 
and  actually  operated  by  the  Government,”  said : 


It  should  be  understood  that  final  settlements  were  based  on  the  accounts 
as  prepared  and  set  up  made  by  the  Government  and  not  upon  the  claims  pre¬ 
sented  by  the  carriers.  The  final  adjustments  were  made  in  “  lump  sums/’ 
in  accordance  with  the  Railroad  Administration’s  theory  of  liability,  adjusted 
to  meet  such  meritorious  modifications  as  resulted  from  the  final  hearing. 

In  no  instance  was  the  carrier  advised  as  to  the  specific  allowances  made 
upon  particular  items  claimed,  except  in  the  case  of  non-contract  roads,  where 
it  was  necessary  under  the  law  to  certify  to  the  Interstate  Commerce  Com¬ 
mission  the  amount  of  compensation  finally  agreed  upon. 

There  are  in  the  records  of  the  Railroad  Administration  the  details  of  the 
investigations  made  by  the  administration  in  setting  up  its  accounts,  a  record 
of  the  office  and  field  examination  made  of  the  carrier’s  accounts,  and  a  full 
statement  showing  in  detail  the  items  and  allowances  which  finally  made  up 
the  lump  sum  paid  or  collected.  Each  of  these  adjustments  bear  llie  written 
and  unanimous  approval  of  the  director  general  and  the  members  of  his  staff. 
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OPINION. 

Murdock  :  The  petitioner  has  failed  to  prove  that  within  the 
meaning  of  the  Revenue  Act  of  1918  it  sustained  in  1920  and  prop¬ 
erly  accrued  on  its  books  a  loss  of  $10,614.12,  the  result  of  a  railway 
accident  in  which  a  man  was  killed.  The  petitioner  appealed  from 
the  decision  of  the  Insurance  Commission  and  thus  contested  the 
claim  that  it  was  liable.  We  can  not  determine  from  the  few  facts 
stipulated  that  there  was  such  a  certain  and  definite  liability  on 
the  part  of  the  petitioner  in  1920  to  pay  the  amount  of  the  award 
as  to  justify  the  accrual  in  that  }7ear.  The  stipulation  that  the 
amount  of  the  award  was  accrued  in  the  taxable  year  and  the  deci¬ 
sion  affirmed  in  the  following  year  does  not  in  the  absence  of  other- 
explanatory  facts  entitle  the  petitioner  to  judgment.  Lane  Construc¬ 
tion  Corporation, ,  4  B.  T.  A.  1133.  See  also  Consolidated  Tea  Co.  v. 
Bowers,  19  Fed.  (2d)  382. 

The  Commissioner  has  held  that  the  petitioner  realized  taxable 
income  in  the  amount  of  $121,750.45  because  certain  materials  and 
supplies  which  cost  it  $113,091.13  were  converted  into  $234,841.58 
in  cash  or  a  cash  credit.  He  states  the  issue  correctly  as  follows  : 

Did  the  taxpayer  realize  income  in  the  sum  of  $121,750.45  in  either  the  year 
1.121  oi  the  ^  ear  1920  on  account  of  the  payment  to  it  by  the  Director  General 
for  materials  and  supplies  taken  over  but  not  returned,  such  payment  being  in 
excess  of  the  cost  of  the  unreturned  materials  and  supplies  bv  the  said  amount 
of  $121,750.45? 

4 he  petitioner  argues  that  an  analysis  of  the  legislative,  execu¬ 
tive  and  administrative  acts  of  the  United  States  Government  in 
connection  with  Federal  control  of  railroads  shows  that  the  Govern¬ 
ment  intended  to  compensate  the  railroads  for  the  possession,  con¬ 
trol,  operation  and  utilization  of  their  properties  and,  after  the 
period  of  Federal  control,  to  return  the  properties  to  the  owners 

•C  as  good  repair  and  in  substantially  as  complete 
equipment  as  they  were  in  when  taken  over  by  the  Government ;  this 
was  a  distinction  between  capital  and  income  and  the  same  distinc¬ 
tion  should  he  made  for  income-tax  purposes  j  and  whatever  cash 
was  paid  by  the  Government  to  the  petitioner  to  make  up  a  short¬ 
age  in  inventory  oi  materials  and  supplies  merely  made  capital 
whole  and  did  not  give  rise  to  income. 

The  acts  relating  to  federal  control  should  be  read  with  the 
i  e\  enue  acts  in  order  to  determine  the  intent  of  Congress,  but  we 
do  not  believe  that  Congress  ever  indicated  in  any  act  relating 
lo  ledera)  control  of  the  railroads  that  circumstances  such  as  are 
piesent  in  this  case  could  not  give  rise  to  income.  Particularly  is 
this  so  when  we  consider  the  Commissioner’s  regulations  and  certain 
provisions  of  t lie  Revenue  Act  of  1921.  Under  the  revenue  acts,  if  a 
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person  parts  with  his  property  and,  as  a  result,  receives  cash  or 
its  equivalent  in  excess  of  the  cost  or,  in  a  proper  case,  the  March 
1,  1913,  value  of  the  property,  he  has  received  income.  This  is 
so  whether  he  parted  with  the  property  voluntarily  or  involuntarily. 

Under  the  Revenue  Act  of  1918,  the  Commissioner  of  Internal 
Revenue  by  Regulations  45,  articles  49  and  50,  provided  a  way 
whereby  one  whose  property  had  been  converted  into  cash,  under 
circumstances  similar  to  those  in  the  present  case,  could  rejieve 
himself  from  tax  liability  on  the  income  resulting  from  the  conver¬ 
sion.  The  Revenue  Act  of  1921,  in  sections  202  (d)  (2)  and  234  (a) 
(14),  recognized  and  incorporated  such  a  method  of  relief  in  the 
aw  and  in  the  latter  provided,  in  part,  that  : 

*  *  *  If  the  taxpayer  proceeds  forthwith  in  good  faith,  under  regulations 

described  by  the  Commissioner  with  the  approval  of  the  Secretary,  to  expend 
he  proceeds  of  such  conversion  in  the  acquisition  of  other  property  of  a  char- 
ic-ter  similar  or  related  in  service  or  use  to  the  property  so  converted  *  *  * 

hen  there  shall  be  allowed  as  a  deduction  such  portion  of  the  gain  derived  as 
he  portion  of  the  proceeds  so  expended  bears  to  the  entire  proceeds.  *  *  * 

Pursuant  to  the  above  statute,  the  Commissioner  promulgated  Reg- 
dations  62,  containing,  inter  alia ,  articles  49,  261,  262  and  263.  Ar- 
icle  49  provided  that  the  gain  should  be  included  in  gross  income, 
mt  if  the  taxpayer  proceeded  forthwith  in  good  faith  to  replace  the 
>roperty  as  provided  in  section  214  (a)  (14),  then  articles  261  to  263, 
nclusive,  should  be  followed.  Article  261  required  that  the  newly 
estored  property  should  not  be  valued  in  the  accounts  of  the  tax- 
'ayer  at  an  amount  in  excess  of  the  cost  or  March  1,  1913,  value  of 
lie  old  property.  This  feature  of  the  Commissioner’s  regulations, 
hich  was  the  same  both  before  and  after  the  passage  of  the  Revenue 
Let  of  1921,  seems  to  us  to  be  a  reasonable  provision  and  the  sort  of 
provision  that  Congress  expected  would  be  made.  Otherwise,  dur- 
ig  a  period  of  rising  prices,  the  conversion  would  not  only  result 
i  no  harm  to  the  owner  of  the  property  from  an  income  tax  stand¬ 
out,  but  would  improve  his  position  for  income-tax  purposes  in  that 
ie  restored  property  would  go  through  his  accounts  at  a  higher  cost 
lan  the  cost  or  Murch  1,  1913,  value  of  the  property  which  was  con- 
n-ted.  In  view  of  the  method  thus  provided,  whereby  the  petitioner 
mid  have  been  relieved  of  all  tax  in  regard  to  the  income  now  in 
mtroversy  without  at  the  same  time  laying  a  basis  for  a  double  de¬ 
letion  by  a  reduction  of  its  future  income,  we  can  not  read  any  inhi- 
tion  in  the  acts  relating  to  Federal  control  which  would  preclude 
ie  possibility  of  income  to  the  petitioner  from  the  transaction  set 
llrth  in  the  findings  of  fact  in  this  case.  New  York ,  Ontario  & 
estern  Railway  Co .,  1  B.  T.  A.  1172,  is  clearly  distinguishable. 

The  question  with  which  we  are  concerned  is  whether  or  not  the 
ititioner  had  income  which  it  should  have  reported.  The  question 
18277—28 - 2 
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of  a  deduction  from  income  has  not  been  raised.  But  even  if  sucl 
a  question  were  in  issue  the  evidence  shows  that  the  petitioner  ha 
not  complied  with  the  regulations  of  the  Commissioner  and  is  no 
entitled  to  deduct  any  amount  because  of  the  expenditure  of  th 
proceeds  of  the  conversion  in  the  acquisition  of  other  property  o 
a  character  similar  or  related  in  service  or  use  to  the  property  s< 
converted.  In  the  first  place,  its  claim  that  it  has  replaced  th; 
property  converted  is  not  very  clearly  supported  by  the  evidence 
If  a  railroad  annually  purchases  a  certain  amount  of  materials  am 
supplies  and.  on  a  certain  date,  has  a  quantity  of  materials  and  sup 
plies  on  hand,  which  quantit}T  then  on  hand  is  taken  from  it,  ha 
it  shown  that  it  has  replaced  the  quantity  on  hand  by  showing  tha 
in  subsequent  years  it  purchased  the  usual  quantity  of  materials  am 
supplies,  or  only  slightly  in  excess  of  the  usual  quantity,  the  amoun 
of  which  excess  is  not  shown?  Regardless  of  the  adequacy  of  tin 
petitioner's  proof  on  this  point,  the  evidence  clearly  shows  that  tin 
regulation  of  the  Commissioner  in  regard  to  the  amount  at  whicl 
the  restored  property  should  be  entered  in  the  accounts  has  beei 
totally  ignored.  But  these  matters  would  be  material  onlv  in  cast 
the  question  of  a  deduction  were  before  us  and,  as  we  have  said 
such  a  question  is  not  before  us. 

The  petitioner  further  argues  that  the  “  lump  sum  settlement  ‘ 
between  it  and  the  Director  General  can  not  be  separated  or  brokei 
down  into  component  parts  because  the  parties  never  reached  am 
agreement  as  to  the  various  items  involved,  and  consequently  a  prolil 
on  the  conversion  of  the  materials  and  supplies  can  not  be  charged! 
to  the  petitioner.  It  is  true  that  the  petitioner  did  not  know  the 
various  amounts  used  by  the  Director  General  in  his  computation 
as  a  result  of  which  his  final  offer  was  made.  But  despite  this  fact 
the  petitioner  was  not  in  complete  darkness,  at  the  time  of  the  final 
settlement,  in  regard  to  what  the  Director  General  was  willing  t< 
allow  on  the  various  claims  and  particularly  on  the  claim  for  short 
age  in  materials  and  supplies  and  in  regard  to  what  he  did  allow. 
During  the  period  of  Federal  control  the  Director  General  had 
maintained  a  set  of  books  in  connection  with  the  operation  of  the 
petitioner’s  railroad.  These  books  showed  as  of  the  end  of  1920  the 
various  amounts  in  various  accounts  due  either  from  the  Director- 
General  to  the  railroad  or  from  the  railroad  to  the  Director  General. ?j 
So  far  as  we  have  been  able  to  determine  the  Director  General  never 
maintained  that  any  greater  amount  was  due  him  from  the  peti-:i 
tioner  or  that  any  lesser  amount  was  due  the  petitioner  from  him 
than  the  amount  shown  by  these  books.  The  petitioner  was  aware 
of  this  fact  and  in  1920  actually  entered  on  its  books  as  accruals 
some  of  the  amounts  shown  on  the  Federal  books.  In  the  final  settle- ij 
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ment  the  only  controversy  between  the  parties  and  the  only  uncer¬ 
tainty  which  the  petitioner  might  reasonably  have  had  as  to  ma¬ 
terials  and  supplies  was  as  to  any  additional  amount  claimed  and 
allowed  on  account  of  the  shortage  in  materials  and  supplies  over 
and  above  $234,841.58,  the  amount  which  the  Federal  books  showed 
was  due  from  the  Director  General  to  the  petitioner  on  account  of 
this  shortage.  In  his  computation  of  the  net  balance  of  $225,000  due 
to  the  corporation  which  the  Director  General  finally  allowed  as  a 
lump  sum  settlement  it  appears  that  he  increased  his  allowance  on 
account  of  the  shortage  in  materials  and  supplies  over  the  figure 
shown  by  the  Federal  books  to  $247,744.68,  and  then  exactly  offset 
the  increase  by  entering  a  new  item  due  to  him  from  the  petitioner. 
The  petitioner  did  not  know  that  the  increase  had  been  allowed  and 
then  offset. .  But  in  his  computation  of  the  income  derived  by  the 
petitioner  from  the  conversion,  the  Commissioner  has  disregarded 
the  increase  which  the  Director  General  made  and  is  only  contending 
that  the  petitioner  received  the  lesser  amount,  $234,841.58,  on  account 
)f  the  shortage  of  materials  and  supplies,  and  we  believe  that  the 
petitioner  knowingly  received  at  least  this  amount  of  money  on 
t  6  sliort&^G  in  materials  and  supplies. 

The  Commissioner  computed  the  gain  from  the  cash  credit  for 
he  shortage  in  materials  and  supplies  in  this  way:  From  $336,700.71. 
he  cost  of  the  inventory  of  materials  and  supplies  taken  over  by 
he  Director  General  as  of  January  1,  1918,  he  subtracted  $223,609.58. 
he  cost  of  the  inventory  of  materials  and  supplies  turned  back  to 
he  petitioner  on  March  1,  1920,  and  used  the  remainder  as  the 
ost  of  the  materials  and  supplies  which  were  not  returned.  The 
letitioner  has  contented  itself  with  an  argument  that  it  would  be 
nore  just  and  equitable  to  apportion  the  total  cost  of  $336,700.71 
,r  ^e  total  profit  of  $121,750.45  between  the  items  for  which  cash 
ompensation  was  given  and  the  items  returned  in  kind,  in  the  pro- 
>ortion  as  $234,841.58,  the  cash  returned  to  the  petitioner,  is  to 
•223,609.58,  the  cost  of  the  inventory  returned  to  the  petitioner, 
so  good  reason  occurs  to  us  why  this  particular  method  for  esti- 
lating  the  cost  should  be  adopted.  If  we  knew  the  real  cost  of 
he  property  which  was  not  returned  we  could  accurately  determine 
lie  income  which  the  petitioner  received  from  the  cash  credit.  So 


ar  as  we  know,  the  actual  cost  could  have  been  proven,  but  no 
ffort  was  made  to  prove  it. 

We  have  not  been  tojd  enough  about  the  articles  physically 
burned  or  replaced  on  March  1,  1920,  to  know  whether  or  not  or 
>  what  extent  their  cost  was  the  same  as  the  cost  of  the  same  or 
milar  articles  in  the  inventory  turned  over  on  January  1.  1918. 
'he  Commissioner  subtracted  the  total  cost  shown  by  the  March 
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1,  1920,  inventory  from  the  total  cost  shown  by  the  inventory  of 
January  1,  1918,  as  if  a  dollar  in  one  were  the  equivalent  of  a  dollar 
in  the  other.  If  the  Director  General  had  purchased  any  article 
which  he  returned,  since  prices  were  generally  rising,  he  might  have 
bought  it  at  a  greater  cost  than  the  cost  of  a  similar  article  in  the 
inventory  of  January  1,  1918,  and  to  this  extent  the  Commissioner’s 
subtraction  on  a  dojlar-for-dollar  basis  would  have  been  erroneous. 
But  we  do  not  know  whether  or  not  he  purchased  any  articles  or 
the  cost  of  any  articles  which  he  purchased  or  to  what  extent  the 
articles  which  he  turned  back  were  the  same  articles  which  he  had 
taken  over.  The  petitioner  in  its  brief  states : 

It  is  even  possible,  and  highly  probable  in  an  inventory  of  this  size  that  the 
inventory  turned  back  contained  many  of  the  very  units  which  were  taken 
over. 

The  petitioner  therefore  has  not  shown  that  the  Commissioner’s 
computation  of  income  in  the  amount  of  $121,750.45  was  in  error. 

Counsel  for  the  respondent  at  the  hearing  contended  that  if  the 
Board  should  not  find  that  the  income  from  this  transaction  was  in¬ 
come  for  1921,  then  it  was  income  for  1920,  on  the  theory  that  the 
amount  of  $234,841.58  finally  allowed  the  petitioner  in  the  lump 
sum  settlement  should  have  been  accrued  for  1920,  when  the  prop¬ 
erties  were  turned  back.  The  respondent  points  out  that  the  con¬ 
tract  of  March  26,  1919,  in  section  9  (b),  made  specific  provision  for 
the  payment  for  any  shortage  in  materials  and  supplies  at  the  time 
the  property  was  returned  at  prices  prevailing  at  the  end  of  Federal 
control;  the  shortage  was  known  in  1920,  and  the  prices  were  known; 
and  a  mathematical  computation  would  have  determined  the  amount 
due  from  the  Director  General,  which  computation  was  actually  made 
on  the  books  of  the  Director  General  as  of  December  31,  1920.  Con¬ 
ceding  the  correctness  of  all  of  these  facts,  nevertheless  the  parties 
were  in  substantial  disagreement  in  regard  to  this  item  and  the 
respondent  has  failed  to  show  that  in  1920  the  petitioner  knew  that 
it  would  get  at  least  $234,841.58  on  account  of  the  shortage,  and  we 
can  not  say  as  a  matter  of  law  under  all  of  the  facts  in  this  case 
that  this  amount  should  have  been  accrued  at  that  time. 

Keviewed  by  the  Board. 

Judgment,  will  be  entered  under  Ride  50. 

Phillips,  Green,  Milliken,  and  Van  Fossan  dissent. 


JOSEPH  Li.  B.  ALEXANDER  ET  AL.  1169 

Joseph  L.  B.  Alexander  and  Grace  M.  Alexander,  Petitioners, 
v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  Nos.  143G0,  14359,  17474,  and  17829.  Promulgated  October  23,  1928. 

1.  The  petitioners  leased  certain  real  estate  which  they 
owned  for  a  period  of  20  years,  and  the  lessees,  pursuant  to  a 
covenant  in  the  lease,  erected  a  building  thereon  at  their  own  ex¬ 
pense.  Erection  of  said  building  was  begun  in  1920  and  com¬ 
pleted  in  1921.  Held ,  that  petitioners  realized  income  for  the  tax¬ 
able  years  in  question  due  to  the  erection  of  these  improvements. 

2.  For  failure  of  the  petitioner  to  adduce  sufficient  evidence  to 
overcome  the  prima  facie  correctness  of  the  rate  of  depreciation 
used  by  the  respondent  in  arriving  at  the  depreciated  value  of  the 
improvements  aforesaid,  the  rate  used  by  the  respondent  is  ap¬ 
proved. 

Walter  E.  Barton ,  Esq.,  for  the  petitioners. 

Leroy  L.  Hight •  Esq.,  for  the  respondent. 

These  proceedings,  which  were,  upon  motion  of  counsel,  consoli¬ 
dated  for  hearing  and  decision,  are  for  the  redetermination  of  de¬ 
ficiencies  in  income  taxes  for  the  years  1920  to  1924,  both  inclusive, 
asserted  against  the  petitioners  herein,  as  follows : 


Year 

J.  L.  B. 
Alexander 

Grace  E. 
Alexander 

1920 _ 

$109.  94 

67.  67 

68.  55 
149. 16 

68.  55 

$90.  63 
39.35 
34.  28 

1921 _ 

1922 _ 

1923 _ 

1924 _ 

The  issues  presented  by  the  pleadings  for  consideration  are : 

1.  Whether  the  respondent  erred  in  finding  that  the  petitioners 
realized  income  in  the  taxable  years  because  of  the  construction  by 
lessees  of  a  building  on  real  estate  owned  and  leased  by  the  petition¬ 
ers  for  a  period  of  20  years  from  May  1,  1920,  to  August  30,  1939,  or 

2.  If  the  respondent  did  not  so  err,  whether  he  erred  in  computing 
said  taxable  income  by  using  a  2  per  cent  rate  of  depreciation  on  said 
building  instead  of  a  rate  of  3  per  cent. 

FINDINGS  OF  FACT. 

The  petitioners  are  husband  and  wife,  residing  in  Phoenix,  Ariz. 

J.  L.  B.  Alexander,  hereafter  referred  to  as  Alexander,  owns  an 
undivided  one-half  interest  in  a  parcel  of  land  situated  in  the  City 
of  Phoenix,  Maricopa  County,  Ariz.,  and  his  daughter,  Helen  Alex¬ 
ander  Baxter,  owns  the  other  undivided  one-half  interest  in  said 
property. 
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On  March  12,  1920,  being  then  the  owners  of  the  property  afore¬ 
said,  Alexander  and  his  daughter  executed  a  lease  for  a  term  of  20 
years  to  begin  on  May  1,  1920,  at  a  rental  of  $7,000  per  annum,  pay¬ 
able  in  monthly  installments  of  $583.33.  to  the  whole  of  said  prop¬ 
erty  to  Jo  E.  Rickards  and  Harry  L.  Xace,  who  were  then  copartners 
engaged  in  the  moving  picture  business  in  the  City  of  Phoenix,  for 
the  purpose  of  constructing  thereon  a  motion  picture  theater.  By 
the  terms  of  said  lease  the  lessees  agreed  to  erect  and  build  upon 
said  property,  before  May  1,  1921,  at  their  own  cost  and  expense,  a 
building  of  brick  or  concrete  of  at  least  two  stories,  to  cost  not  less 
than  $50,000,  with  foundations,  walls,  supports  or  columns  of  suffi¬ 
cient  depth,  width,  and  strength  to  support  a  four-story  building, 
built  of  the  same  or  like  materials.  The  lessees  further  covenanted  to 
make  all  necessary  repairs  to  the  building  and  premises  of  whatever 
nature  required -to  keep  said  building  and  premises  in  good  order, 
and  to  keep  the  building  insured  in  solvent  insurance  companies 
during  the  term  of  said  lease  and  to  pay  the  premiums  required  to 
be  paid  therefor,  and  have  the  policies  made  out  in  (he  names  of, 
and  payable  to  the  lessors  in  the  case  of  any  loss  that  might  occur. 
It  was  provided  in  article  8  of  said  lease : 

If  during  the  term  of  this  lease  the  demised  premises  shall  he  destroyed  by 
tire  and  the  loss  occasioned  thereby  shall  be  paid  to  said  lessors  under  the 
insurance  policy  or  policies  insuring  the  same,  and  the  said  lessees  shall  within 
thirty  days  after  such  loss  signify  in  writing  to  said  lessors  their  intention  and 
willingness  to  reconstruct  said  building  or  buildings  on  said  premises  so 
destroyed  by  fire,  and  do  reconstruct  the  same  within  a  reasonable  time,  in 
that  event  the  said  lessors  shall  use  and  pay  the  moneys  received  by  them 
under  said  policy  or  policies  for  said  loss,  for  and  toward  the  reconstruc¬ 
tion  of  said  building  or  buildings  on  said  premises  up  to  the  amount  so  re¬ 
ceived  by  them,  provided  said  lessees  shall  make  up  and  pay  any  deficiency 
that  may  occur  between  the  cost  of  reconstructing  said  building  or  buildings 
and  the  said  amount  received  by  said  lessors  on  said  loss  under  said  policy 
or  policies. 

Said  lease  provided  further  that  in  case  of  default  in  the  per¬ 
formance  of  a nv  of  the  covenants  or  conditions  thereof  the  lessors 
shall  reenter  and  resume  possession  of  said  premises  and  every  pari 
thereof  without  liability  in  law  or  equity  occasioned  by  such  pos¬ 
session.  Article  15  of  said  lease  reads: 

Tt  is  further  covenanted  and  agreed  between  said  lessors  and  said  lessees 
that  at  the  expiration  of  the  term  of  this  lease,  if  no  sooner  termination  thereof 
is  had,  as  hereinbefore  provided,  the  said  lessees  will  peaceably  surrender 
to  said  lessors  the  possession  of  said  premises  together  with  all  the  bu  ldings 
and  improvements  thereon  and  fixtures  therein  and  thereto  attached  by  whom¬ 
soever  erected  or  placed  on  said  premises,  and  such  buildings  and  improve- 
ments  shall  become  the  property  of  said  lessors  ■without  cost  or  expense  to 
them  or  liability  on  their  part  to  pay  for  the  same  or  any  part  thereof. 
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Construction  of  said  building  was  begun  about  May  15,  1920,  and 
was  completed  about  July  1, 1921,  at  a  cost  of  approximately  $114,000. 
The  building  so  constructed  was  a  motion  picture  theater  and  was 
opened  to  the  public  on  July  2,  1921.  The  building  covered  only  a 
part  of  the  leased  premises,  the  part  not  covered  being  a  strip  of  land 
25  by  75  feet,  lying  east  of  the  building,  which  still  remains  vacant. 
Notwithstanding  the  terms  of  the  lease,  the  lessors  have  waived  for¬ 
feiture  of  the  lease  on  that  account  and  the  lease  is  in  full  force  and 
effective  at  this  time. 

I  he  lessees,  having  obtained  the  lease,  organized  a  corporation  un¬ 
der  the  laws  of  tire  State  of  Arizona  and  transferred  their  interest 
therein  to  said  corporation  shortly  thereafter  and  the  said  theater 
is  now  operating  on  the  premises  covered  by  the  lease. 

1  he  outside  walls  of  the  building  erected  on  the  premises  afore¬ 
said  were  constructed  of  concrete,  including  the  footing  of  same,  and 
die  roof  wuis  constructed  of  lumber  covered  with  tin.  It  was  de¬ 
signed  and  constructed  solely  for  a  theater  and  is  useful  only  for 
that  purpose.  To  alter  the  building  and  make  it  suitable  for  other 
purposes  would  cost  between  $11,000  and  $12,000. 

It  was  the  understanding  between  the  lessors  and  the  lessees  that 
the  building  to  be  constructed  under  the  lease  would  remain  the 
property  ol  the  lessees  until  termination  of  the  lease  or  until  lessees 
defaulted.  The  building  was  listed  and  assessed  for  state,  county, 
and  city  purposes  in  the  name  of  the  lessees,  and  they  have  paid  the 
taxes  thereon.  The  land  upon  which  the  building  is  located  has 
since  the  execution  of  the  lease  been  listed  and  assessed  to  the  lessors, 
but  the  taxes  thereon  have  been  paid  by  the  lessees. 

I  he  petitioner’s  books  and  those  of  his  daughter  were  kept  on  a 
casli  receipts  and  disbursements  basis  during  the  years  in  question 
and  their  returns  have  been  made  upon  that  basis. 

The  respondent  determined  that  the  petitioners  realized  income 
due  to  the  erection  of  the  building  and  computed  the  amount  thereof 
for  the  taxable  years  in  question  pursuant  to  article  48  of  Regula¬ 
tions  62  by  allocating  to  each  year  of  the  lease  an  aliquot  part  of 
the  depreciated  value  of  the  building  at  the  termination  of  the  lease. 


OPINION. 

Morris  :  The  petitioners  contend  that  inasmuch  as  they  kept  their 
books  and  made  their  returns  on  a  cash  receipts  and  disbursements 
basis,  they  realized  no  income  during  the  years  in  question  by  reason 
of  the  construction  of  said  building,  because  title  did  not  pass  to 
them,  according  to  the  terms  of  the  lease,  either  at  the  time  said 
building  was  completed  in  1921  or  at  any  time  during  the  taxable 
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years  in  question.  They  rely  strongly  upon  article  15  of  the  lease  as 
indicating  that  title  to  the  improvements  was  not  to  pass  to  the  peti¬ 
tioners  until  the  termination  of  the  lease.  They  further  contend 
that  if  there  is  any  doubt  as  to  that  conclusion,  said  article  is  at 
least  ambiguous  and  oral  testimony  is  admissible  to  explain  the  lease. 
Oral  testimony  was  offered,  to  which  objection  was  made  by  counsel 
for  the  respondent,  that  it  wTas  the  understanding  between  lessors 
and  lessees  that  the  building  to  be  constructed  under  the  lease  would 
remain  the  property  of  the  lessees  until  the  termination  of  the  lease. 

Ordinarily  permanent  improvements  erected  upon  leased  property 
by  the  lessee  result  immediately  in  income  to  the  lessor.  Miller ■  v. 
Gearin  (C.  C.  A.),  258  Fed.  225;  Cryan  v.  Wardell ,  263  Fed.  248; 
Gilbert  Butler ,  4  B.  T.  A.  756;  Shelby  T).  Scott ,  9  B.  T.  A.  1219 
The  petitioners,  in  order  to  take  their  case  out  of  the  general  rule, 
stress  that  language  of  article  15  of  the  lease  which  reads,  “  that,  at 
the  expiration  of  the  term  of  the  lease  *  *  *  such  buildings  and 

improvements  shall  become  the  property  of  said  lessors  without  cost 
or  expense  to  them  or  liability  on  their  part  to  pay  for  the  same  or 
an}7  part  thereof.”  Considering  all  the  provisions  of  the  lease,  how¬ 
ever,  we  are  satisfied  that  the  above  quoted  language  does  not  sup¬ 
port  the  conclusion  contended  for  by  the  petitioners.  The  lease 
provides  that  upon  the  termination  thereof  the  lessees  are  to  sur¬ 
render  possession  of  said  premises,  together  with  all  the  buildings 
and  improvements  thereon  by  whomsoever  erected.  It  was  there¬ 
fore  agreed  that  the  improvements  were  to  become  a  part  of  the 
realty  and  not  subject  to  removal  by  the  lessee.  In  Cryan  v.  Wardell , 
supra ,  the  court,  considering  similar  facts,  said : 

I  am  of  the  opinion  that  under  well-settled  principles,  aptly  expressed  in 
section  1013,  Civil  Code  of  California,  the  moment  the  building  was  erected, 
which  the  terms  of  the  lease  show  was  to  become  and  remain  an  integral  part 
of  the  land  upon  which  it  was  constructed,  the  title  thereto  vested  as  com¬ 
pletely  in  the  plaintiff  [lessor]  as  though  constructed  by  the  plaintiff  herself. 
The  terms  of  the  lease  clearly  disclose  that  the  erection  of  the  building  was  a 
part  of  the  consideration  for  the  lease,  and  that  it  was  provided  for  and  taken 
into  consideration  in  the  rent  reserved.  It  therefore  became,  upon  its  com¬ 
pletion,  a  part  and  parcel  of  plaintiff’s' income-bearing  property,  and  was  sub¬ 
ject  to  taxation  in  her  as  of  that  date.  City  of  Oakland  v.  Albers  Bros.  Mill¬ 
ing  Co.  (Cal.  App.)  184  Pac.  868. 

In  Bass  v.  Metropolitan  Westside  Electric  R.  Co 82  Fed.  857,  the 
appellant  leased  certain  premises  belonging  to  her  for  a  term  of  90 
years,  the  tenant  agreeing  to  erect  a  building  to  cost  not  less  than 
$50,000,  according  to  designs,  plans  and  specifications  to  be  approved 
by  the  lessor,  and  agreeing  further  to  pay  all  taxes,  rates,  charges  and 
assessments,  and  to  maintain  and  repair  all  buildings  and  improve¬ 
ments.  It  w’as  further  provided  that  the  tenant  should  keep  the 
building  insured  for  three-fourths  of  its  value  and  in  case  of  destruc- 
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tion  or  damage  by  fire,  he  should  repair  or  rebuild  the  same,  and  in 
case  of  his  failure  to  so  rebuild,  it  was  provided  that  all  insurance 
money  should  belong  to  the  lessor.  The  lease  also  provided  that  u  in 
the  event  of  the  termination  of  the  lease  before  the  expiration  of  the 
term  for  breach  of  any  covenant  herein,  the  building,  fixtures,  and 
improvements  on  the  premises  shall  be  forfeited  to  and  become  the 
property  of  the  owner  of  the  fee,  ‘  without  any  compensation  there¬ 
for  to  the  tenant.’  ”  It  was  further  provided  that  at  the  end  of  the 
term  of  90  years  the  owner  of  the  fee  would  purchase  the  building 
and  other  improvements  at  60  per  cent  of  their  cash  value,  or  make  a 
new  lease  for  40  years,  at  the  expiration  of  which  time  the  improve¬ 
ments  should  become  the  property  of  the  owner  of  the  fee  without 
rendering  any  compensation  therefor.  The  court,  in  holding  that 
the  buildings  so  erected,  vested  at  once  in  the  lessor,  subject  to  the 
lessee’s  rights  under  the  lease,  said : 

W  Iiile  it  is  true  that  the  intention  to  give  the  appellant  a  lien  upon  the 
building,  as  well  as  “upon  all  improvements  and  tenements,  and  the  materials 
thereof  at  any  time  upon  said  leased  premises,”  and  on  “  other  property  ”  of 
the  tenant  on  the  premises,  is  plainly  declared,  and  it  is  also  stipulated  that 
at  the  end  of  the  term  the  owner  of  the  fee  shall  purchase  the  building  or 
extend  the  term  of  the  lease,  it  is  clear  upon  the  whole  instrument  that  in 
no  event  was  a  removal  from  the  premises  of  the  building,  which  the  lessee 
undertook  to  erect  and  keep  in  repair,  contemplated.  On  no  conceivable  con¬ 
tingency  can  there  arise  under  the  contract  a  right  on  the  part  of  the  lessee 
to  remove  the  building,  even  were  it  a  physical  possibility  to  do  so.  In  con¬ 
templation  of  law,  the  building  was  intended  to  be,  and  accordingly  in  the 
process  of  construction,  it  became,  a  part  of  the  realty.  “  The  well-settled  rule 
is  that  such  erections  as  this  become  a  part  of  the  land,  as  each  stone  and 
brick  are  added  to  the  structure.” 

In  the  case  of  Shelby  J).  Scott ,  supra ,  the  lease  provided  that  at 
the  termination  thereof  by  default  or  otherwise,  the  respective  own¬ 
ers  of  the  land  should  have  the  sole  and  exclusive  title  to  any  part 
of  the  theater  on  his  or  their  property  and  we  reached  the  conclu¬ 
sion  that  the  improvements  resulted  immediately  in  income  to  the 
lessor. 

In  regard  to  the  oral  testimony  offered  by  the  petitioners  to  prove 
the  understanding  of  the  parties  regarding  title  to  the  improvements 
upon  the  realty,  respondent’s  counsel  objected  to  the  testimony  upon 
the  ground  that  parol  evidence  is  inadmissible  to  vary  the  terms  of 
the  written  instrument  entered  into  between  the  parties.  The  peti¬ 
tioners’  counsel  argues  that  although  there  can  be  no  doubt  about 
the  construction  of  the  lease,  if  the  Board  should  hold  that  the  lease 
is  ambiguous  as  to  whether  title  vested  immediately  in  the  lessors 
upon  construction  of  the  building,  then  parol  evidence  is  clearly 
admissible  to  explain  the  intent  of  the  parties.  We  are  of  the  opin¬ 
ion  that  the  terms  of  the  lease  are  clearly  stated  and  that  there  is 
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no  ambiguity  therein  which  would  justify  the  use  of  parol  evidence 
for  the  purpose  urged  here.  Parol  evidence  is  useful  only  for  the 
purpose  of  aiding  in  the  construction  or  interpretation  of  a  writter 

instrument  where  the  language  in  the  instrument  itself  does  nol 

•  ^  •  i  -  I 

clearly  express  the  intention  of  the  parties  thereto.  Such  evidenct 

can  not  be  used,  however,  to  read  into  the  instrument  that  which  was 

omitted  therefrom  when  written  and  executed  by  the  parties.  W( 

must  therefore  exclude  the  proferred  testimony  in  so  far  as  it  tendf 

to  modify  or  add  to  the  terms  of  the  lease  itself,  which,  as  a  mattei 

of  evidence,  stands  alone  and  is  self-explanatory. 

We  have,  however,  received  and  incorporated  the  gist  of  the 
testimony  in  our  findings  of  fact  and  will  consider  it  as  a  collatera 
understanding  between  the  parties  contemporaneously  with  the  mak 
ing  of  the  lease.  That  understanding,  however,  does  not  affect  tin 
conclusion  hereinabove  reached.  The  only  manner  in  which  tin 
lessor,  in  whom  title  vested  at  the  outset,  could  be  divested  of  title 
would  be  by  some  writing  conformable  to  the  statutes  of  the  Stat< 
of  Arizona.  Paragraph  2049,  Title  VIII,  of  the  Revised  Statute 
of  Arizona,  1913,  provides : 


No  esta  e  of  inheritance  or  freehold  or  for  a  term  of  more  than  one  year,  r, 
lands  and  tenements,  shall  he  conveyed  from  one  to  another  unless  the  con 
veyance  be  declared  by  an  instrument  in  writing,  subscribed  and  delivered  In 
the  party  disposing  of  the  same,  or  by  his  agent  thereunto  authorized  bj 
writing. 

fn  tliJ 


There  being  no  provision  in  the  lease  for  the  vesting  of  title 
improvements  in  the  lessee  upon  the  completion  thereof,  and,  relying 
as  we  must,  upon  the  rule  of  law  as  set  forth  in  the  hereinabovi 
referred  to  decisions,  that  said  improvements  vested  in  the  owner  oj 
the  realty  as  soon  as  they  become  attached  thereto,  in  the  absence  v> 
an  agreement  to  the  contrary,  and  there  having  been  no  agreement 
or  understanding  which  could  be  construed  to  have  divested  tb 
lessor  of  title,  we  are  of  the  opinion  that  the  respondent  was  correct 
in  finding  that  income  accrued  to  the  petitioners  upon  the  erection  ol 
the  improvements  upon  the  realty. 

The  petitioners  alleged  that  respondent  erred  in  any  event  ii 
finding  that  they  had  income  prior  to  June  30,  1921,  when  the 
building  was  completed.  Without  passing  upon  the  validity  ol 
article  48  of  Regulations  62,  which  the  petitioners  only  indirect!} 
attack,  subdivision  (a)  of  that  article  provides  that  the  lessor  '’mai 
report  as  income  at  the  time  when  such  buildings  or  improvements 
are  completed,  the  fair  market  value  of  such  buildings  or  improve¬ 
ments,  subject  to  the  lease,”  or  he  may,  as  provided  in  subdivision 
( b )  u  spread  over  the  life  of  the  lease  the  estimated  depreciated 
value  of  such  buildings  or  improvements  at  the  termination  of  tie 
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lease  and  report  as  income  for  each  year  of  the  lease  an  aliquot 
part  thereof.  In  other  words,  the  regulations  in  effect  say  that 
the  taxpayei  earns  income  upon  completion  of  the  improvements 
upon  his  realty,  but  that  he  may  compute  the  income  upon  the  alter¬ 
native  method  provided  in  subdivision  (5)  of  article  48. 

The  second  allegation  of  error  urged  by  the  petitioners  is  that  the 
respondent  erred  in  using  a  rate  of  2  per  cent  in  the  computation  of 
depreciation  instead  of  3  per  cent.  The  only  evidence  offered  by  the 
petitioners  bearing  upon  this  question  was  with  respect  to  the  man¬ 
ner  of  construction  of  the  improvements,  from  which  we  are  unable 
to  find  that  the  rate  used  by  the  respondent  was  incorrect. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  respondent. 


II.  W.  Lieber  and  Carl  L.  Muller,  Executors,  Estate  of  Carl 
Muller,  Peiitioners,  v.  Commissioner  of  Internal  Revenue, 
Respondent. 

W  ILLIAM  SCHALL,  PETITIONER,  V.  COMMISSIONER  OF  INTERNAL 

Revenue,  Respondent. 

Docket  Nos.  9720,  9721,  19163.  Promulgated  October  23,  1928. 

Bonds  do  not  have  the  effect  of  extending  the  period  for  the 
assessment  or  collection  of  taxes. 


Charles  1).  Hamel ,  Esq.,  and  R.  S.  Doyle ,  Esq.,  for  the  petitioners, 
d.  H.  Murray ,  Esq.,  for  the  respondent. 

These  proceedings  are  for  the  redetermination  of  deficiencies  in  in- 
■ome  taxes  for  the  year  1917,  in  the  case  of  Docket  No.  9720  and 
Docket  IS o.  9 1 21,  and  for  the  year  1918  in  the  case  of  Docket 
Vo.  19163,  in  the  amounts  of  $7,997.82,  $8,410.36,  and  $13,534.70, 
espectively. 

The  three  proceedings  were  consolidated  for  the  purpose  of  hear- 
ng  and  decision  and  the  hearing  ol  these  proceedings  was  limited 
o  l he  question  as  to  whether  the  deficiencies  are  barred  by  the  opera - 
ion  of  tlie  statute  of  limitations. 


FINDINGS  OF  FACT. 


7.  W. 


Lieber 


and  Carl  Moeller ,  Executors  of  the  Estate  of  Carl 
Muller ,  Docket  No.  07:10 — Year  1017. 


Carl  Muller,  the  decedent,  filed  with  the  collector  of  internal  rev- 
nue  on  March  30,  1918,  his  income-tax  return  for  the  calendar  year 
917,  showing  a  tax  liability  of  $16,859.70,  which  was  duly  paid. 
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The  respondent,  on  March  6,  1923,  made  a  jeopardy  assessment  of 
taxes  against  Muller  for  the  calendar  year  1917  in  the  amount  of 
$12,517.20  and  notified  bin}  of  said  assessment  by  letter  dated  March 
19,  1923,  and  on  April  5,  1923,  Muller  filed  with  the  collector  of 
internal  revenue  a  claim  in  abatement  in  the  full  amount  of  said 
jeopardy  assessment. 

The  respondent,  on  January  7,  1925,  issued  a  certificate  of  over¬ 
assessment  for  1917  in  the  amount  of  $4,519.38,  which  amount  was 
abated.  On  January  19,  1925,  the  collector  demanded  payment  of 
the  balance  of  $7,997.82  of  the  said  jeopardy  assessment  made  on 
March  6,  1923,  together  with  $1,199.67  interest  thereon,  and  Muller, 
through  his  attorney,  caused  to  be  executed  and  filed  with  the  col¬ 
lector,  under  threat  of  the  collection  of  the  said  tax  and  interest  by 
warrant  of  distraint,  an  instrument  in  which  Muller  was  described 
as  principal  and  the  Fidelity  &  Deposit  Co.  of  Maryland  was  de¬ 
scribed  as  surety,  together  with  a  claim  in  abatement  for  the  said 
lax  and  interest.  The  instrument  is  as  follows: 

Know  All  Men  by  These  Presents  : 

That,  Carl  Muller,  160  Broadway,  New  York,  N.  Y.,  as  Principal,  and 
Fidelity  and  Deposit  Company  of  Maryland,  a  corporation  having  an  office; 
and  principal  place  of  business  at  120  Broadway,  New  York,  N.  Y.,  as  Surety, 
are  hereby  and  by  these  presents  held  and  firmly  bound  unto  the  United 
States  of  America  in  the  sum  of  Ten  Thousand  ($10,000.00)  Dollars,  lawful 
money  of  the  said  United  States  of  America,  for  payment  of  which  well  and 
truly  to  be  made  unto  Frank  K.  Bowers,  Collector  of  Internal  Revenue  of 
the  Second  District  of  New  York,  or  his  successor  in  office,  the  parties  hereto 
bind  themselves,  their  heirs,  executors,  administrators,  successors  and  assigns. 

Signed  and  Sealed  this  19tli  day  of  January,  1925. 

The  Conditions  of  the  Above  Obligation  are  such  that 

Whereas,  the  said  Carl  Muller  has  been  assessed  a  tax  by  the  Commissioner 
of  Internal  Revenue  in  the  principal  sum  of  $9197.48,  and  Whereas,  the  said 
Cart.  Muller  has  filed  his  claim  in  abatement  against  said  tax; 

Now,  Therefore,  that  if  the  said  claim  in  abatement  shall  be  denied  in 
whole  or  in  part  by  the  Bureau  of  Internal  Revenue,  and  upon  notice  and 
demand  of  the  said  Frank  K.  Bowers,  Collector  of  Internal  Revenue,  or 
his  successor  in  office,  the  said  Carl  Muller  pays  to  the  said  Frank  K. 
Bowers,  as  Collector  of  Internal  Revenue,  or  his  successor  in  office,  the  said 
tax,  or  such  amount  thereof  as  may  be  found  due,  together  with  such  penalties 
and  interest  as  may  accrue  thereon,  then  this  obligation  to  be  null  and  void; 
otherwise  to  be  and  remain  in  full  force  and  effect. 

( Signed )  Carl  M ulleb 

By  Henry  W.  Lieber 

II is  attorney  in  Fact. 

Fidelity  and  Deposit  Company  of  Maryland, 

By  (Signed)  Robert  L.  Brennan 

•  Attorney  in  Furl. 

Attest : 

Ernest  L.  Hicks 

Attorney  in  Fact. 


(Signed ) 
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The  said  claim  in  abatement  for  $9,197.48  was  rejected  by  the 
respondent  on  or  about  October  9,  1925,  and  no  suit  or  proceeding 
for  the  collection  of  any  alleged  additional  tax  for  the  calendar 
year  1917  has  even  been  begun  by  the  collector,  the  respondent,  or  the 
United  States,  and  no  agreements,  contracts,  and/or  consents  waiving 
the  statute  of  limitations  with  respect  to  the  collection  of  the  said 
$7,997.82  have  ever  been  executed  or  entered  into  by  Muller  or  his 
agents  or  attorneys  or  by  his  executors  after  his  death. 

On  March  14,  1928,  counsel  for  the  petitioner  notified  the  respond¬ 
ent  by  letter  that  the  instrument  in  which  Carl  Muller  is  described 
as  principal  and  the  Fidelity  &  Deposit  Co.  of  Maryland  is  described 
as  surety,  was  executed  under  duress  and  threat  of  collection  by  war¬ 
rant  of  distraint  and  that  the  executors  of  the  estate  of  Carl  Muller 
nave  manifested  the  intention  to  avoid  any  and  all  liability  under 
said  instrument  and  have  so  notified  the  Fidelity  &  Deposit  Co.  of 
Maryland. 

Muller’s  return  was  not  made  falsely  or  fraudulently  with  the 
intention  to  avoid  taxes,  nor  was  there  any  deduction  taken  on  the 
return  similar  to  that  provided  in  paragraph  9,  subdivision  (a)  of 
section  214  of  the  Revenue  Act  of  1921,  nor  any  losses  or  other  deduc¬ 
tions,  the  settlement  of  which  was  tentatively  allowed  by  the  Com¬ 
missioner  upon  a  determination  of  the  exact  amount  deductible. 

William  Scholl,  Docket  No.  9721 — Year  1917. 

TV  illiam  Schall,  petitioner,  filed  with  the  collector  of  internal 
revenue  on  March  30,  1918,  his  income-tax  return  for  the  calendar 
year  1917,  showing  a  tax  liability  of  $39,463.90,  which  was  duly  paid. 

Ihe  respondent  on  March  6,  1923,  made  a  jeopardy  assessment  of 
axes  against  the  petitioner  for  the  calendar  year  1917  in  the  amount 
d  $15,  t  21.71  and  notified  the  petitioner  of  said  assessment  by  letter 
fated  March  19,  1923,  and  on  April  6,  1923,  the  petitioner  filed 
vith  the  collector  of  internal  revenue  a  claim  in  abatement  in  the 
ull  amount  of  said  jeopardy  assessment. 

The  respondent  on  January  31,  1925,  issued  to  petitioner  a  certifi- 
*ate  of  overassessment  for  the  year  1917  in  the  amount  of  $7,311.35, 
md  the  collector  abated  $7,311.35  of  the  said  jeopardy  assessment 
nade  on  March  6,  1923. 

On  February  11,  1925,  the  collector  demanded  the  payment  of 
he  balance  of  $8,410.36  of  the  said  jeopardy  assessment  made  on 
March  6,  1923,  together  with  $925.14  interest  thereon,  and  the  peti- 
ioner,  through  his  attorney,  caused  to  be  executed  and  filed  with  the 
ollector,  under  threat  of  collection  of  the  said  tax  and  interest  by 
varrant  of  distraint,  an  instrument  in  which  the  petitioner  was 
lescribed  as  principal  and  the  Fidelity  &  Deposit  Co.  of  Maryland 
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was  described  as  surety,  together  with  a  claim  in  abatement  for  th 
said  tax  and  interest. 

the  said  instrument  is  similar  in  all  respects  and  the  condition 
of  the  obligation  are  the  same  as  are  contained  in  the  instrumen 
above  set  out  in  full  executed  by  Carl  Muller  by  his  attorney  in  fact! 

I  he  said  claim  in  abatement  for  $9,335.50  was  rejected  by  the  re 
spondent  on  or  about  October  12,  1925,  and  no  suit  or  proceeding  fo 
the  collection  of  any  of  the  alleged  additional  income  taxes  for  tin 
calendar  year  1917  has  ever  been  begun  by  the  collector,  the  respon 
dent,  or  the  United  States,  and  no  agreements,  contracts  and/or  con 
sents  waiving  the  statute  of  limitations  with  respect  to  the  collection 
of  the  said  tax  of  $8,410.36  have  ever  been  executed  or  entered  int< 
by  the  petitioner  or  his  agents  and  attorneys  on  his  behalf. 

1  he  return  of  the  petitioner  was  not  made  falsely  or  fraudulently 
or  with  the  intent  to  evade  tax,  nor  was  there  any  deduction  takei 
on  the  return  similar  to  that  provided  in  paragraph  9,  subdivisioi 
(a)  ol  section  214  of  the  Revenue  Act  of  1921,  nor  any  losses  or  olheij 
deductions,  the  final  settlement  of  which  was  tentatively  allowed  by 
the  Commissioner  pending  a  determination  of  the  exact  amount 
deductible. 


On  March  14,  1928,  counsel  for  the  petitioner  notified  the  respond¬ 
ent  by  letter  that  the  instrument  in  which  William  Sehall  b 
described  as  principal  and  the  Fidelity  &  Deposit  Co.  of  Maryland 
as  surety  was  executed  under  duress  and  threat  of  collection  by, 
warrant  of  distraint  of  the  taxes  and  interest  alleged  to  be  due  and 
owing  (lie  I  nited  States  in  the  aggregate  amount  of  $9,335.50  and 
that  the  said  Willia  in  Sehall  has  manifested  li is  intention  to  avoid 
any  and  all  liability  under  this  instrument  and  has  so  notified  the 
Fidelity  &  Deposit  Co.  of  Maryland. 


William  Sehall ,  Docket  No.  19163 — Tear  1913. 


The  respondent  bv  his  deficiency  letter  dated  June  10.  1926. 
determined  a  deficiency  in  tax  due  from  William  Sehall,  a  citizen 
of  the  United  States,  in  the  amount  of  $13,534.70  for  the  year  191s. 

1  he  petitioner  filed  with  the  collector  of  internal  revenue  on 
March  16,  1919,  his  income-tax  return  for  the  calendar  year  1918. 
showing  a  tax  liability  of  $9,437.96,  which  was  duly  paid. 

1  he  respondent  on  February  17,  1924,  made  a  jeopardy  assess¬ 
ment  of  taxes  against  the  petitioner  for  the  calendar  year  191s 
in  the  amount  of  $17,416.65,  and  notified  the  petitioner  of  said 
assessment  by  letter  dated  February  25,  1924,  and  on  March  4,  1924. 
the  petitioner  tiled  with  the  collector  of  internal  revenue  a  claim  in 
abatement  in  the  full  amount  of  said  jeopardy  assessment. 


H.  W.  LIEBER  ET  AL. 
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On  March  24,  1924,  the  collector  demanded  the  payment  of  the 
said  jeopardy  assessment  of  $17,416.65  made  on  February  17,  1924. 
and  the  petitioner,  through  Ids  attorney  caused  to  be  executed  and 
filed  with  the  collector,  under  threat  of  collection  of  the  said  tax  by 
warrant  of  distraint,  the  following  document  : 


AGREEMENT  FOR  SECURITY  FOR  PAYMENT  OF  TAX,  ETC. 

To  the  Collector  of  Internal  Revenue, 

Second  District  of  New  York, 

New  York.  Nov  York. 

William  Schall  &  Company,  of  160  Broadway,  New  York  City,  by  Carl 
Muller,  a  partner  do  hereby  certify  that  there  has  been  deposited  with  them 
by  William  Schall  the  sum  of  $17,416.65,  which  the  firm  of  William  Schall  & 
Company  undertake  and  agree  to  hold  for  the  benefit  of  the  Collector  of 
Internal  Revenue  of  the  2nd  District  of  New  York,  to  assure  him  of  the  pay¬ 
ment  by  said  William  Schall  of  such  taxes,  interest  and  penalties  as  may  be 
demanded  from  the  said  William  Schall  should  the  claim  for  abatement  and 
refund  filed  by  the  said  William  Schall  in  the  amount  of  $17,416.65  be  denied 
in  whole  or  in  part.  If  upon  denial  of  claim  for  abatement  and  refund  the 
<aid  William  Schall  neglects  or  refuses  to  make  such  payment  when  demanded 
)y  the  Collector  of  Internal  Revenue,  the  said  firm  of  William  Schall  &  Com- 
>any  undertake  and  agree  to  deliver  to  the  Collector  of  Internal  Revenue  at 
he  Custom  House,  New  York,  N.  Y.,  the  above  mentioned  sum  of  $17,416.65 
ipon  the  demand  therefor  by  the  said  Collector  of  Internal  Revenue  of  the  2nd 
District  of  New  York,  which  the  said  William  Schall  authorizes  and  directs 
•aid  firm  of  William  Schall  &  Company  so  to  deliver. 

Witness  our  hand  and  seal  this  24th  day  of  March,  1924. 


( Signed 


William  Schall 
By  C.  Muller,  Partner. 

The  undersigned  A\  illiam  Schall,  acting  by  Henry  W.  Richer,  his  at.tornev-in- 
act  thereunto  duly  authorized,  hereby  consents  to  and  empowers  and  directs 
aid  firm  of  William  Schall  &  Company  to  deliver  to  said  Collector  of  Internal 
tevenue  aforementioned  the  sum  of  $17,416.65  upon  demand  of  said  Collector 
4  Internal  Revenue,  provided  the  default  be  made  in  whole  or  in  part  in  pay¬ 
ment  of  such  taxes,  interest  and  penalties. 

Witness  my  band  and  seal  this  24th  day  of  March,  1924. 

(Signed)  William  Schall 

Taxpayer 

By  Henry  AY.  Lieber 

h is  a ttorney- in-fact . 

AV  it  ness : 

George  O.  Castell. 


The  respondent  on  June  15,  1926,  issued  to  petitioner  a  certificate 
f  overassessment  for  the  year  1918  in  the  amount  of  $3,882.95,  and 
ie  collector  abated  $3,882.95  of  the  said  jeopardy  assessment  made 
n  February  17,  1924. 

The  said  claim  in  abatement  for  $17,416.65  Avas  rejected  by  respond  - 
t  on  or  about  June  10,  1926,  in  the  amount  of  $13,534.70,  and 
1  suit  or  proceeding  for  the  collection  of  any  of  the  alleged  ad 
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ditional  income  taxes  for  the  calendar  year  1918  has  ever  beei 
begun  by  the  collector,  the  respondent,  or  the  United  States,  am 
no  valid  agreements,  contracts  and/or  consents  waiving  the  statute 
of  limitations  with  respect  to  the  collection  of  the  said  tax  o 
$13,534.70  have  ever  been  entered  into  by  the  respondent  and  tin 
petitioner  or  by  the  said  collector  of  internal  revenue  and  th< 
petitioner. 

The  return  of  the  petitioner  was  not  made  falsely  or  fraudulently 
or  with  the  intent  to  evade  tax,  nor  was  there  any  deduction  taker 
on  the  return  as  provided  in  paragraph  9,  subdivision  (a)  of  sec| 
tion  214  of  the  Revenue  Acts  of  1918  and  1921,  nor  any  losses  or  othe 
deductions,  the  final  settlement  of  which  was  tentatively  allowec 
by  the  Commissioner  pending  a  determination  of  the  exact  amount 
deductible. 

On  March  14,  1928,  counsel  for  the  petitioner  notified  the  respond 
ent  by  letter  that  the  instrument  designated  as  “  agreement  foi 
security  for  payment  of  tax,  etc.”  signed  and  executed  b}^  “Willian 
Schall  &  Company,  by  Carl  Muller,  Partner,  and  William  Schall 
Taxpa}^er,  by  Henry  W.  Lieber,  as  Attorney  In  Fact,”  was  executec 
under  threat  of  collection  by  warrant  of  distraint  of  the  taxe< 
alleged  to  be  due  and  owing  the  United  States  in  the  amount  oi 
$17,416.65,  and  that  the  said  William  Schall  has  manifested  hie 
intention  to  avoid  any  and  all  liability  under  this  instrument  anc 

has  so  notified  William  Schall  &  Co. 

■% 

OPINION. 

Trammell:  These  proceedings  were  heard  upon  the  question  oi 
the  statute  of  limitations. 

With  respect  to  the  year  1917  the  question  is  whether  the  bomb 
signed  by  the  petitioner  in  connection  with  abatement  claims  had 
the  effect  of  extending  the  period  within  which  the  tax  might  be 
collected.  There  is  no  controversy  over  the  fact  that  if  the  instru¬ 
ments  in  question  did  not  have  that  effect  the  collection  of  the  tax 
was  barred  prior  to  the  time  of  the  notice  from  the  respondent  which 
is  made  the  basis  of  these  proceedings.  On  this  question  we  think 
that  the  cases  are  controlled  by  our  decision  in  the  case  of  C.  B. 
Shaffer,  12  II.  T.  A.  806,  and  Amei'icaa  Powder  Mills ,  12  B.  T.  A. 
305,  wherein  we  held  that  the  bonds  did  not  have  the  effect  of  extend¬ 
ing  the  period  of  limitation  for  the  collection  of  the  deficiencies. 

With  respect  to  the  proceeding  of  William  Schall,  Docket  Xo. 
19163,  no  consents  in  writing  were  signed  by  the  taxpayer  and  the 
Commissioner  extending  the  statutory  period  for  the  assessment  and 
collection  of  the  tax.  This  leaves  for  1918,  in  the  case  of  this  peti¬ 
tioner,  only  the  question  as  <o  whether  the  bonds  or  so-called  agree- 
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ment  for  security  of  payment  of  the  taxes  in  which  instrument 
William  Schall  was  named  as  principal  and  William  Schall  &  Co.,  a 
partnership,  was  described  as  surety,  as  set  out  in  the  findings  of 
fact,  is  sufficient  to  toll  the  statute  of  limitations.  This  so-called 
security  for  the  payment  of  the  taxes  is  not  a  consent  in  writing 
for  the  collection  of  the  tax  after  the  expiration  of  the  period  of 
limitations  to  any  greater  extent  than  the  bonds  above  referred  to. 

For  the  foregoing  reasons,  it  is  our  opinion  that  the  collection  of 
the  deficiencies  involved  is  now  barred  by  the  operation  of  the 
statute  of  limitations. 

Reviewed  by  the  Board. 

Judgments  of  no  deficiency  will  be  entered . 


Nellie  B.  McGee,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  13292,  29938.  Promulgated  October  23,  1928. 

A  residuary  legatee  under  a  will  acquired  personal  property, 
within  the  meaning  of  section  202(a)(3)  of  the  Revenue  Act  of 
1921,  when  distributed  by  the  executor  and  is  taxed  for  purposes 
of  gain  pursuant  to  section  202(a)(3)  of  the  Revenue  Act  of  1921, 
using  as  a  basis  the  fair  market  value  of  the  property  at  date  of 
distribution. 

Claud, e  L  Parker ,  Esq.,  and  Ralph  W.  Smith,  Esq.,  for  the  r>e- 

itioner. 

Clark  T.  Brown,  Esq.,  for  the  respondent. 

These  proceedings  result  from  the  determination  by  the  respondent 
>f  deficiencies  in  income  tax  for  the  years  1921  and  1923,  in  the 
espective  amounts  of  $4,249.07  and  $847.30.  The  proceedings  for 
»oth  years  were  consolidated  for  hearing  and  decision.  The  de- 
iciencies  arose  by  reason  of  the  respondent’s  action  in  treating  the 
late  of  death  of  the  testator  as  the  basic  date  for  the  coinputation 
>f  profit  on  the  sale  of  stock  inherited  by  petitioner,  instead  of  the 
late  of  distribution  as  contended  for  by  petitioner. 

FINDINGS  OF  FACT. 

Petitioner  is  an  individual  residing  at  Los  Angeles,  Calif.  Ira  W. 
-hirley,  a  resident  of  the  County  of  Los  Angeles,  State  of  California, 
ied  testate  on  the  12th  day  of  April,  1919.  Thereafter,  his  last 
dll  and  testament  was  duly  admitted  to  probate  in  the  Superior 
ourt  of  the  State  of  California  in  and  for  the  County  of  Los 
18277—28 - 3 


1182 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(1181) 


Angeles.  In  the  inventory,  as  a  part  of  the  assets  of  said  estate, 
there  were  the  following  items  of  personal  property,  which  property 
was  owned  by  decedent  at  the  time  of  his  death : 


500  shares  of  the  capital  stock  of  the  Union  Oil  Co.  of  California. 
250  shares  of  the  capital  stock  of  the  Associated  Oil  Co., 

20.0(H)  shares  of  the  capital  stock  of  the  United  Oil  Co. 


Petition  for  final  distribution  of  the  estate  of  the  decedent  having 
been  filed,  said  estate  and  items  of  personal  property  above  re-  - 
ferred  to  were  duly  distributed  in  accordance  with  the  terms  of  the  I 
will  by  decree  of  distribution  to  the  petitioner,  on  December  1,  1920. 

I  he  shares  of  stock  above  referred  to  were  of  the  fair  market  value  I 
as  hereinafter  indicated  on  the  dates  following,  and  were  sold  for 
the  following  net  prices  during  the  years  stated: 


Num¬ 
ber  of 
shares 

Description 

Dale  of  death 

Value  per 
share  at 
death 

Value  at 
distribu¬ 
tion 

Sale  price 

Year 

of 

sale 

500 

Union' Oil  of  California _ 

Apr.  12.  1919 

$124.  75 

$175.00 

$77,  002.  99 

1921 

250 

Associated  Oil.  .  _ 

<io 

79.  693 

102.  .50 

32,  707. 00 
37, 134.  80 

1923 

20.  000 

United  Oil _  . 

..  ..do.  _ 

.29 

.60 

1923 

Ira  IV.  Shirley,  in  his  last  will  and  testament,  nominated  and  ap¬ 
pointed  the  Los  Angeles  Trust  &  Savings  Bank,  a  corporation,  of 
Los  Angeles,  Calif.,  as  executor  of  the  last  will  and  testament,  di¬ 
rected  tiie  executor  to  pay  all  his  just  debts,  made  specific  bequests 
to  individual  and  charitable  institutions,  left  property  in  trust  for 
the  benefit  of  his  brother  and  his  brother’s  children,  and  bv  clause 
1  of  the  will,  provided  : 


All  the  rest,  residue  and  remainder  of  my  estate,  of  every  name  and  nature 
and  wheresoever  situate,  I  give.  devise  and  bequeath  unto  my  beloved  wife, 
Nellie  B.  Shirley,  of  Los  Angeles,  California. 


Nellie  B.  Shirley  referred  to  in  the  provision  of  the  will  above  set 
forth,  is  one  and  the  same  person  as  Nellie  B.  McGee,  the  petitioner 
herein. 


.  OPINION. 

Milliken:  Our  findings  of  fact  are  the  result  of  a  stipulation 
with  respect  thereto,  entered  into  between  counsel  for  the  respective 
parties.  The  question  of  law  we  are  asked  to  decide  relates  to  a 
propei*  interpretation  of  section  202(a)(8)  of  the  Revenue  Act  of 
1921,  or  to  state  the  matter  in  a  different  way,  the  question  is  when 
was  the  stock  sold  by  this  petitioner  acquired  within  the  meaning  of 
the  section  aforesaid?  Respondent  urges  that  she  acquired  it  at  the 
date  of  the  death  of  the  decedent,  while  counsel  for  petitioner  con¬ 
tends  that  the  acquisition  took  place  at  the  date  of  actual  distribu¬ 
tion  to  her  by  the  executor  of  the  estate  of  the  decedent. 
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TV  e  have  had  occasion  heretofore  to  consider  the  same  question 
here  at  issue.  See  F.  W.  Matthiessen, ,  Jr.,  2  B.  T.  A.  921,  and  Alice 
Fisher  Foster ,  T  B.  T.  A.  1137.  Cf.  also  Matthiessen  v.  United 

States ,  Ct.  Cls. -  (writ  of  certiorari  denied  by  the  Supreme 

Court  October  8,  1928),  and  h.  Franklin  Brewster  v.  Bert  P.  Gage , 

Fed.  (2d)  - .  We  would  be  content  to  rest  our  decision  in 

conformity  with  our  prior  decisions,  as  well  as  those  referred  to 
above,  were  it  not  that  respondent  had  called  our  attention  to  the 
iact  that  in  California  the  general  rule  is  modified  by  statute  so  that 
title  to  personal  as  well  as  real  property  vests  in  the  heir  or  the 
beneficiaries  under  the  will,  subject  to  the  lien  of  the  executor  and 
administrator  for  the  payments  of  debts  and  to  his  right  of  posses¬ 
sion.  In  n  .  11.  Matthiessen ,  J 'r.,  supra ,  we  discussed  the  general 
j common  law  rule  that  title  to  the  personal  property  of  a  decedent, 

eithei  testate  or  intestate,  vests  in  the  personal  representative  of 
the  decedent. 

I  he  departure  from  the  general  rule  in  California  does  not  disturb 
the  bioacl  basis  upon  which  we  have  decided  the  question  here  in 
issue.  It  can  not  be  doubted  that  a  residuary  legatee  under  the 
will  acquires  an  interest  in  the  residuary  estate  on  the  date  of  death 

the  testator  and  that  such  interest  may  be  the  subject  of  sale.  It 
s  likewise  tine  that  such  interest  is  subject  to  be  defeated  by  the 
payment  of  debts  of  the  testator,  expenses  of  administration,  and  for 
he  purposes  of  carrying  out  the  provisions  of  the  will  generally. 
imTen  under  the  California  statute  the  contingencies  incident  to  the 

idministration  of  an  estate  are  just  as  real  as  where  the  general 
i lie  prevails. 

“(Acquisition,”  as  that  word  is  used  in  section  202  (a  )  (3),  means 
sdien  the  legatee  receives  his  legacy  in  possession  vested  with  the 
bsolute  dominion  and  control  over  it  as  distinguished  from  a  contin¬ 
ent  interest  he  may  have  had  at  the  date  of  death  of  the  testator. 

V  e  can  not  think  that  Congress  intended,  by  acquisition,  to  fix  the 
ate  of  death  of  the  testator  as  such,  for  the  purposes  of  gain  or  loss, 
"hen  the  interest  received  by  the  legatee  or  the  beneficiary  is  wrapped 
i  speculation  and  uncertainty.  Especially  does  this  become  mani- 
est  when  the  statute  makes  the  executor  a  taxable  entity  during  the 
rocess  of  the  administration  of  the  estate.  We  can  not  hold  that  this 
etitioner  acquired,  at  the  date  of  death*  of  her  husband,  the  identical 
ocks  and  bonds,  which,  upon  final  administration  of  the  estate,  she 
'ceived,  and  ignore  the  debts  and  specific  bequests  to  lie  paid  by  the 
secutor  during  the  course  of  the  administration  with  its  contingent 
lect  upon  the  distribution,  which  she  would  and  did  receive. 

The  broad  principles  enunciated  in  F.  W.  Matthiessen ,  Jr .,  supra, 
re  applicable  to  this  proceeding  and  the  respondent  was  in  error  in 
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refusing  to  take  as  a  basis  for  gain  or  loss  the  fair  market  value  o 
the  stocks  and  bonds  on  the  date  of  distribution  to  the  petitioner. 

Counsel  for  respondent  has  called  our  attention  to  section  113  (a 
(5)  of  the  Revenue  Act  of  1928.  Inasmuch  as  the  provisions  of  tha 
section  are  prospective,  rather  than  retroactive,  it  has  no  applicatioi 
to  the  case  at  bar. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50\ 


Humphrey  Barton,  Petitioner,  v.  Commissioner  of  Internai 

Revenue,  Respondent. 

Docket  No.  20177.  Promulgated  October  23,  1928. 

Alleged  capital  value  of  law  cases  turned  in  to  a  partnership  by 
the  petitioner  disallowed. 

Humphrey  Barton ,  Esq.,  pro  se. 

L.  A.  Luce ,  Esq.,  for  the  respondent. 

The  respondent  has  asserted  a  deficiency  in  income  tax  for  the  yeai 
1922,  in  the  amount  of  $1,436.49.  The  only  issue  raised  is  whethei 
certain  amounts  received  by  petitioner  in  the  taxable  year  wer 
distributable  net  income  of  a  partnership  of  which  he  was  a  membei 
or  were,  in  part,  a  return  of  his  capital  contribution  to  such  partner! 
ship. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  the  city  of  St.  Paul,  where  he  ha- 
been  engaged  for  many  years  in  the  practice  of  law.  On  Decembm 
31,  1919,  lie  entered  into  the  following  partnership  agreement: 

This  Agreement,  made  and  entered  into  this  first  day  of  December,  1919,  b> 
and  between  Humphrey  Barton,  party  of  the  first  part  and  M.  F.  Kinkea'l 
party  of  .he  second  part,  Witnesseth, 

That  said  parties  do  hereby  associate  themselves  together  for  the  general 
practice  of  law,  under  the  firm  name  of  Barton  &  Kinkead.  That  said  partner 
ship  shall  begin  on  said  December  1.  1919.  That  the  term  of  said  partuershii 
shall  be  for  the  period  of  five  years  unless  terminated  sooner  as  herein  pro-, 
vided.  That  said  partnership  may  be  terminated  by  either  party  on  the  31 -• 
day  of  December  of  any  year  during  the  said  term  by  the  giving  of  a  sixty 
day  written  notice  therefor. 

That  when  said  partnership  ends  or  is  terminated  the  unfinished  business  on 
hand  at  such  time  shall  be  finished  and  wound  up  by  first  party  or  under  bis 
supervision  and  direction,  as  he  shall  determine,  and  he  shall  receive  reason¬ 
able  compensation  therefor,  and  be  reimbursed  for  the  expenses  of  so  doing 
and  the  books  and  records  of  said  partnership  shall  be  retained  by  and  l>e  tin 
property  6f  said  first  party. 
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That  until  changed  by  mutual  agreement,  the  net  proceeds  of  said  law  busi¬ 
ness  shall  be  divided  as  follows :  said  first  party  receiving  four  fifths  and  said 
second  party  one  fifth. 

That  the  employment  of  all  help  shall  be  by  said  first  party  with  the  advice 
and  consent  of  said  second  party. 

That  all  moneys  received  by  said  co-partnership  shall  be  deposited  in  a  Bank 
to  be  selected  by  said  first  party,  and  to  be  drawn  out  upon  check  signed  either 
by  said  first  party  or  the  clerk  of  said  firm. 

That  Elijah  Barton,  of  Minneapolis,  may  be  called  in  to  assist  in  said  law 
business  any  time  by  said  first  party  or  by  said  second  party  in  the  absence  of 
said  first  paity,  he  to  be  paid  a  reasonable  sum  for  his  services,  to  be  charged 
as  expenses  of  said  partnership. 

That  division  of  profits  shall  be  made  from  time  to  time  and  as  there  are 
moneys  on  hand  that  can  be  divided,  always  keeping  a  reasonable  amount  for 
expenses. 

That  neither  party  shall  do  or  be  interested  in  any  law  business  save  and 
except  for  the  sole  benefit  of  said  firm,  save  personal  business  relative  to  the 
individual  property  or  personal  rights  of  either  party  hereto. 

That  said  first  party  is  to  turn  over  to  said  co-partnership,  a  certain  amount 
of  law  business  which  he  now  has  on  hand,  which  is  to  become  co-partnership 
business,  a  list  of  such  business  being  hereto  attached. 

That  any  other  business  which  said  first  party  had  on  hand  on  November 
30,  1919,  shall  be  deemed  his  private  personal  business,  and  he  is  to  have  the 
right  to  attend  to  and  finish  the  same  without  interference  and  without 
turning  over  to  or  paying  said  co-partership  any  portion  of  the  results  thereof. 

The  Law  Library  is  to  be  the  individual  property  of  the  parties  hereto  as 
they  now  own  the  same,  and  as  hereinafter  bought.  The  firm  is  to  pay  for 
keeping  up  the  West  Publishing  Company  subscriptions  and  Shepard’s  An¬ 
notations  as  office  expenses,  but  the  books  so  acquired  are  to  be  the  individual 
property  of  said  first  party. 

Signed  the  day  and  year  first  above  written. 

Humphrey  Barton 
Michael  F.  Kinkead 

On  December  31,  1921,  the  partnership  created  by  the  above 
agreement  terminated  so  far  as  it  related  to  new  business,  but  its 
business  was  not  finally  settled,  and  distribution  of  partnership  in¬ 
come  was  not  finally  made  until  some  time  in  the  year  1925. 

During  the  year  1922,  the  gross  income  of  the  partnership  was 
$26,785.35,  and  the  net  distributive  income  thereof  was  $20,419.23,  of 
which  the  petitioner,  under  the  terms  of  the  agreement,  retained 
the  amount  of  $16,768.08,  and  paid  to  his  partner  the  amount  of 
$3,651.15. 

Upon  the  formation  of  the  partnership  the  petitioner  turned  in  to 
it  25  law  cases  in  which  he  had  been  retained  previous  thereto,  and 
thereafter  the  proceeds  or  income  from  such  cases  became  partner¬ 
ship  income. 

OPINION. 

/ 

Lansdon:  The  sole  contention  of  the  petitioner  is  that  the  25 
law  cases  which  he  turned  over  to  the  firm  at  December  31,  1919, 
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were  in  the  nature  of  a  capital  contribution  to  the  partnership,  and 
that  after  the  termination  of  the  partnership  he  was  entitled  to 
receive  the  value,  if  any,  of  such  capital  contribution  before  be¬ 
coming  liable  to  income  tax  on  any  partnership  receipts  that  he 
received  subsequent  to  December  31,  1921,  when  the  partnership  was 
terminated. 

In  support  of  his  confention  the  petitioner  introduced  his  former 
partner  as  a  witness,  and  such  partner  testified  that  in  his  opinion 
the  law  cases  in  question  had  a  value  of  at  least  $12,000  when  taken 
over  by  the  partnership.  The  petitioner  also  testified  in  his  own 
behalf  that,  in  his  opinion,  such  cases  had  a  value  of  from  $10,000 
to  $15,000  when  he  turned  them  in  to  the  partnership. 

Although  this  proceeding  is  submitted  as  nothing  more  than  a 
controverted  question  of  fact,  it  is  clear  that  there  are  legal  phases 
of  the  transaction  in  question  that  require  consideration.  A  part¬ 
nership  has  somewhat  peculiar  characteristics.  It  may  be,  and  prob¬ 
ably  is.  a  business  entity  for  the  purposes  for  which  it  was  estab¬ 
lished.  but  the  taxing  statutes  pass  it  over  and  assess  taxes  against 
its  members  as  individuals  in  proportion  to  their  respective  shares 
of  distributable  net  income.  There  is  some  question,  then,  as  to 
whether  an  individual  parts  with  anything  when  he  makes  a  capital 
contribution  to  a  partnership.  He  still  has  exactly  what  he  had 
before,  but  under  modified  conditions  as  to  the  control  or  dominion 
thereof.  It  may  be  that  on  dissolution  the  only  thing  returned  to 
him  is  t lie  complete  control  or  dominion  over  his  property  that  for 
a  time  had  been  used,  but  not  owned  by  the  partnership.  Appar¬ 
ently  the  law  recognizes  this  situation  in  the  well-established  prin¬ 
ciple  that  each  member  of  a  partnership  is  responsible  individually 
for  all  the  obligations  thereof  not  in  proportion  to  his  contributions 
(A*  capital  or  service,  but  without  limit. 

There  is  also  much  doubt  as  to  the  nature  of  the  alleged  contribu 
tions  of  capital  involved  herein.  If  the  cases  turned  in  to  the  part¬ 
nership  had  any  value  in  excess  of  the  fees,  less  expenses  subse¬ 
quently  resulting  therefrom,  such  value  must  have  been  in  the  nature 
of  good  will.  So  far  as  the  record  shows  all  these  cases  may  have 
been  settled  prior  to  the  dissolution  of  the  partnership  and  the 
returns  therefrom  collected  and  distributed  to  the  partners.  In  such 
an  event  it  is  clear  that  if  anvthing  remained  of  the  alleged  contri- 
butions  of  capital  originally  made  it  was  the  good  will  that  was 
attached  to  them  when  they  were  turned  over  to  the  partnt^hip. 
No  evidence  as  to  the  value  of  the  good  will  contributed  by  \he 
petitioner  was  offered. 

In  this  proceeding,  however,  it  is  not  necessary  to  decide  any  ol 
the  questions  above  suggested,  since  we  are  not  convinced,  even  ii^ 
the  law  cases  in  question  were  taken  into  partnership  assets  as  a 
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capital  contribution  by  the  petitioner,  that  the  uncontradicted 
opinion  evidence  adduced  if  considered  in  connection  with  facts  dis¬ 
closed  by  the  record  establishes  the  value  claimed.  The  Conqueror , 
166  U.  S.  110;  W.  S.  Bogle  &  Co.  v.  Commissioner  of  Internal 

Revenue , - Fed.  (2)  - .  (C.  C.  A.,  7th  Cir.,  decided  June  12, 

1928.)  The  greater  part  of  the  business  consisted  of  personal  injury 
suits  that  were  handled  on  a  contingent  fee  basis.  The  books  of 
account  show  the  amounts  received  from  settled  cases,  but  there  is 
nothing  in  the  record  to  prove  the  costs  of  securing  and  prosecuting 
(hem  or  the  net  amounts  received  therefrom.  Even  if  there  is  any 
legal  basis  sufficient  to  support  the  claim  of  the  petitioner  the  value 
of  the  law  cases  was  contingent  and  highly  speculative  and  can  not 
be  regarded  as  a  capital  contribution  to  the  partnership  in  any 
amount  which  the  evidence  enables  us  to  determine. 

Reviewed  by  the  Board. 

Decision  will  he  entered  for  the  respondent 

Phillips  concurs  in  the  result. 


Charles  Hutchison,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  8053.  Promulgated  October  23,  1928. 

1.  Deduction — Actor’s  Wardrobe. — Where  it  is  necessary  for  an 
actor  to  provide  at  liis  own  expense  certain  costumes  which  are 
destroyed  or  ruined  by  the  character  of  use  required,  the  cost 
thereof  may  be  allowed  as  an  ordinary  and  necessary  business 
expense. 

2.  Physical  Training. — Plxpenses  for  physical  training  incurred 
by  petitioner  deductible  as  business  expenses. 

3.  Traveling  Expenses.— Claims  for  traveling  expenses  deter¬ 
mined  and  allowed  and  those  for  use  of  automobile  disallowed 
for  lack  of  evidence  as  to  part  of  expenses  borne  by  petitioner. 

4.  Bad  Debts. — Claim  for  disallowed  because  no  investigation 
made  to  ascertain  worthlessness. 


O.  M.  Peabody ,  Esq.,  for  the  petitioner. 
Clark  T .  Brown ,  Esq.,  for  the  respondent. 


The  petitioner  seeks  a  redetermination  of  a  deficiency  in  income 
(ax  of  $1,504.42  for  the  year  1921.  He  alleges  that  the  respondent 
erred  in  refusing  to  allow  the  following  deductions  from  his  gross 
income:  (1)  $1,279.83  cost  of  wardrobe  used  in  Ins  profession  as  an 
uctor  and  totally  destroyed;  (2)  $1,003.25  for  expenses  of  training  to 
keep  in  condition  for  “  stunt  ”  acting;  (3)  $2,585  traveling  expenses; 
(4)  $3,313.84  for  cost  and  upkeep  of  an  automobile;  and  (5)  $3,275 
for  worthless  debts. 
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FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  who  formerly  resided  at  801  River¬ 
side  Drive,  New  York,  N.  Y.,  but  now  resides  at  Hollywood,  Calif. 
He  is  an  actor  by  profession  and  during  the  taxable  year  was  engaged 
as  an  actor  in  making  and  producing  motion  pictures.  Petitioner 
is  a  “  star  "  in  his  particular  line  of  work  and  is  what  is  known  in 
the  profession  as  a  “  stunt  ”  actor.  He  performs  feats  of  strength, 
daring,  and  agility  such  as  jumping  from  one  building  to  another 
probably  fourteen  or  fifteen  stories  high  and  probably  fourteen  or 
fifteen  feet  across,  swimming  rapids,  going  through  rapids  in  a  canoe, 
jumping  from  moving  trains  or  motors  to  moving  airplanes,  jump¬ 
ing  chasms  riding  a  motorcycle,  walking  wires,  and  many  others  of  a 
similar  character. 

In  engaging  in  such  feats  as  swimming  rapids,  falling  from  motor¬ 
cycles,  and  fighting,  petitioner  destroys  his  clothes  and  they  become 
a  total  loss.  During  the  taxable  year  he  was  in  the  employ  of  Pathe 
Exchange,  Inc.,  and  under  his  contract  was  required  to  furnish 
clothes  at  his  own  expense.  These  clothes  were  only  used  in  peti¬ 
tioner's  business  of  “  stunt  r  acting.  They  were  purchased  in  the 
year  1921.  During  the  taxable  year  he  destroyed  clothes  costing 
$1.036.40 ;  expended  $143.58  for  pressing  and  cleaning,  and  gave  $100 
in  tips,  making  $1,279.98  claimed  as  a  deduction  for  loss  on  wardrobe. 

For  the  purpose  of  keeping  in  proper  physical  condition  to  per¬ 
form  the  strenuous  feats  required  of  him,  petitioner  went  through 
a  regular  course  of  physical  training  during  the  taxable  year.  He 
employed  a  trainer  at  an  expense  of  $500  and  paid  other  incidental 
expenses,  such  as  rubbing  fees  and  the  cost  of  proper  paraphernalia 
and  facilities,  which  resulted  in  a  total  expenditure  of  $1,003.25. 

Incidental  to  the  duties  of  the  petitioner  as  a  “  stunt  “  actor,  lie 
made  a  number  of  trips  to  various  parts  of  the  country  for  the 
purpose  of  finding  suitable  “  locations  ”  for  the  performance  of  his 
feats,  viz.,  natural  chasms,  waterfalls,  rapids,  high  buildings,  etc. 
During  the  taxable  year  he  made  trips  to  Florida,  Maine,  Massa¬ 
chusetts,  Rhode  Island,  to  various  points  in  the  States  of  New  York, 
and  Pennsylvania,  and  to  other  places,  at  an  expense  of  $2,585. 

During  the  taxable  year,  petitioner  expended  $3,313.84  in  upkeep 
of  his  automobile,  which  was  used  at  least  part  of  the  time  by  him 
in  searching  for  locations.  This  sum  is  made  up  of  charges  for 
oil  and  gas,  garage  bills,  repairs,  licenses  and  chauffeur. 

The  contract  with  Pathe  Exchange,  Inc.,  under  which  the  petitioner 
performed,  contained  the  following  provisions: 

Eighth :  Pathe  hereby  agrees  to  pay  t lie  traveling  and  hotel  expenses  of  said 
Mr.  Hutchison  necessarily  incurred  by  him  in  the  service  of  Pathe  in  the  course 
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of  his  employment  hereunder  when  said  Mr.  Hutchison’s  services  shall  be  re¬ 
quired  outside  of  a  radius  of  twenty-five  miles  of  the  studio  designated  by 
Pathe  for  the  making  of  any  motion  picture  serial  hereunder. 

Ninth :  Mr.  Hutchison  hereby  agrees  to  furnish  at  his  own  expense  all 
modern  wardrobe  which  he  shall  require  to  properly  portray  or  enact  the  leading 
part  in  any  of  the  serials  in  which  he  shall  appear  hereunder.  Costumes  other 
than  those  included  in  a  modern  wardrobe  shall  be  furnished  when  required 
by  Pathe  without  expense  to  Mr.  Hutchison. 

In  addition  to  acting,  the  petitioner  was  also  a  writer  of  stories 
adaptable  to  moving  pictures  and  during  the  year  in  question  sold 
two  such  stories  to  Pathe  Exchange,  Inc.,  for  $2,500  each.  Part  of 
the  money  expended  for  the  cost  and  upkeep  of  his  automobile  and 
claimed  as  a  deduction  was  expense  incurred  in  gathering  data  and 
material  to  Avrite  these  stories. 

Petitioner  kept  no  books  of  account,  but  kept  a  memoranda  book 
in  which  from  time  to  time  he  entered  items  of  expense,  which  in 
some  instances  were  itemized. 

In  1920  or  1921,  petitioner  loaned  to  George  Gray  $250,  to  Eddie 
Phillips  $25,  and  to  his  cousin,  William  Hutchison,  $3,000.  These 
loans  have  not  been  repaid  and  petitioner  claims  their  deduction  as 
worthless  debts.  They  were  not  ascertained  to  be  worthless  during 
1921,  and  petitioner  has  made  frequent  efforts  to  collect  them  since. 
Those  to  Gray  and  Phillips  were  personal  loans,  while  that  to  Wil¬ 
liam  Hutchison  Avas  to  enable  him  to  go  into  a  garage  business.  The 
garage  business  failed  in  a  short  time,  but  petitioner  made  no  in¬ 
vestigation  as  to  the  condition  of  its  affairs  or  those  of  the  debtor 
and  did  not  ascertain  the  worthlessness  of  the  debt  during  the  tax¬ 
able  year.  No  Avritten  evidence  or  security  in  the  form  of  notes 
or  otherwise  AA-as  taken  of  these  loans. 

OPINION. 

/ 

Milliken  :  Under  the  ninth  clause  of  the  contract  betAveen  peti¬ 
tioner  and  Pathe  Exchange,  Inc.,  petitioner  agreed  to  furnish  at  his 
oavii  expense  all  modern  Avardrobe  required  to  properly  portray  or 
enact  his  parts  in  the  pictures  contracted  for.  On  account  of  the 
peculiar  and  hazardous  nature  of  his  performances,  commonly  called 
“stunt5’  acting,  his  clothing  was  frequently  destroyed  or  rendered 
unfit  for  subsequent  use. 

During  the  taxable  year  petitioner  in  the  course  of  his  work  de¬ 
stroyed  or  lost  clothing  which  cost  $1,036.40  and  upon  which  he 
had  expended  the  additional  sum  of  $243.58  for  tips  and  cleaning 
and  pressing,  making  $1,279.98,  which  he  claims  as  a  deduction. 

These  clothes  Avere  strictly  theatrical  equipment  and  were  used 
for  no  other  purposes.  They  were  just  as  much  an  ordinary  and 
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necessary  business  necessity  as  tools  for  a  mechanic,  machinery  for 
a  manufacturer,  or  rent  or  heat  and  light  expenditures  to  a  merchant. 
They  were  necessary  for  the  performance  of  the  petitioner’s  busi¬ 
ness,  viz.,  u  stunt  ”  acting,  and  the  cost  thereof  was  a  business  and 
not  a  personal  expense.  The  full  amount  of  $1,279.98  should  be  al¬ 
lowed  as  a  deduction.  The  claim  of  $1,003.25  for  training  to  keep 
in  physical  condition  includes  payments  by  petitioner  for  massage 
treatments,  physical  trainer,  rent  for  hand-ball  court  and  gymnasium 
facilities,  and  other  minor  items.  It  is  plain  from  the  character  of 
the  “  stunts  ”  performed  by  petitioner,  and  from  the  evidence  herein, 
that  it  would  have  been  impossible  for  him  to  have  performed  them 
unless  he  was  in  excellent  physical  condition.  Not  only  is  this  so, 
but  it  is  evident  that  in  order  to  be  able  to  continue  such  acting  he 
had  to  be  continually  in  training,  so  as  to  be  in  condition  to  enact  his 
part,  or  carry  on  li is  business.  We  think  that  under  these  circum¬ 
stances  these  training  expenses  were  an  ordinary  and  necessary  busi¬ 
ness  expense  and  should  be  allowed  as  a  deduction. 

The  next  two  claims  for  deductions  are  $2,585  for  traveling  ex¬ 
penses  and  $3,313.84  for  cost  and  upkeep  of  automobile.  These  will 
be  considered  together,  as  they  were  for  the  same  purposes  and  are 
somewhat  intermingled.  Petitioner  claims  that  in  the  course  of  his 
employment  it  was  necessary  for  him  to  travel  to  various  parts  of 
the  country  in  search  of  “  locations  ”  for  the  performance  of  his 
“stunt”  acts;  that  he  did  make  various  trips  for  that  purpose  and 
expended  the  sums  claimed. 

In  the  eighth  paragraph  of  the  contract  between  petitioner  and 
Patlie  Exchange,  Inc.,  the  latter  agreed  to  pay  the  traveling  and 
hotel  expenses  incurred  by  petitioner  in  the  service  of  Pathe  when 
petitioner  was  required  to  go  more  than  25  miles  from  the  studio 
designated  bv  Pathe. 

o 

Petitioner  testified  that  he  was  not  reimbursed  by  Pathe  for  travel¬ 
ing  expenses  incurred  and  paid  by  him  in  1921,  in  the  amount  of 
$2,585,  and  same  should  be  allowed  as  a  deduction.  Concerning  the 
claim  for  cost  and  upkeep  of  an  automobile,  these  expenses  were 
incurred  in  the  interest  of  Pathe  and  in  his  own  interest  for  the  writ-' 
ing  of  his  own  stories.  The  expenses  of  the  various  trips  were  not 
itemized,  but  are  simply  shown  as  a  total  sum  for  each  trip,  in  round 
numbers.  There  is  no  separation  of  the  amounts  properly  chargeable 
to  Pathe  and  those  which  petitioner  would  be  required  to  pay,  and 
under  such  state  of  facts  we  can  not  specidate  concerning  the  part, 
if  any,  as  to  which  petitioner  would  be  entitled  as  an  ordinary  and 
necessary  business  expense. 

The  deduction  of  $3,275  claimed  for  bad  debts  consisted  of  per¬ 
sonal  loans  of  $3,000  to  William  Hutchison,  a  cousin,  $250  to  George 
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Gray,  and  $25  to  Eddie  Phillips.  Relative  to  these  loans,  petitioner 
was  frank  in  stating  that  he  made  no  investigation  on  his  own 
account  to  determine  the  worthlessness  of  the  debts  in  question.  He 
merely  took  his  cousin’s  word  and  concluded  that  his  debt  and  the 
others  were  worthless.  We  do  not  think  this  is  sufficient.  There 
must  be  some  effort  to  ascertain  the  facts,  and  those  ascertained 
should  be  submitted  to  the  Board  for  consideration. 

In  the  recent  case  of  George  P.  Rowell ,  12  B.  T.  A.  1197,  in  pass¬ 
ing  upon  the  allowance  of  bad  debts,  we  again  quoted  with  approval 
what  was  stated  in  Higginbotham- Bailey -Log an  Go .,  8  B.  T.  A.  566, 
as  follows : 

The  burden  then  is  upon  the  petitioner  to  establish  that  it  did  make  certain 
during  the  taxable  year  that  the  debts  claimed  as  deductions  were  without 
value.  We  take  it  for  granted  that  when  Congress  authorizes  this  Board  to 
decide  the  issues  arising  between  a  taxpayer  and  the  Commissioner  in  such  a 
case  as  this,  such  taxpayer  has  not  established  the  correctness  of  his  contention 
by  his  bald  statement  that  he  believes  it  to  be  worthless,  or  that  he  ascertained 
it  to  be  worthless  or  that,  on  undisclosed  information  he  came  to  the  conclu¬ 
sion  that  it  was  worthless.  To  so  hold  would  be  to  put  the  Government  in 
the  hands  of  the  taxpayer  and  substitute  his  judgment  as  to  the  conclusion 
to  be  drawn  from  the  facts  for  that  of  the  body  created  to  decide  the  issue. 

Nor  is  it  a  question  whether  the  taxpayer  believed  the  debt  to  be  worth¬ 
less.  To  so  hold  would  be  to  grant  an  undue  advantage  to  the  pessimist  or 
to  the  taxpayer  who  makes  no  investigation.  In  our  opinion  the  burden  upon 
the  petitioner  is  to  show  what  steps  he  took  to  collect  the  debt,  what  infor¬ 
mation  came  to  his  knowledge  and  what  other  circumstances  existed  which 
led  him  to  his  conclusion.  It  then  becomes  the  duty  of  the  Board  to  deter¬ 
mine  whether  the  debt  was  in  fact  ascertained  to  be  worthless  within  the 
meaning  of  the  law.  Appeal  of  Alemite  Die  Catting  d  Manufacturing  Co.,  1 
B.  T.  A.  548. 


We  also  stated  in  the  Rowell  case,  supra: 

In  the  instant  proceeding  the  petitioner  testified  as  to  eleven  of  the  items 
cla  med  as  worthless  debts,  but  no  evidence  was  submitted  to  show  when  the 
debts  were  ascertained  to  be  worthless,  nor  were  the  facts  upon  which  such 
ascertainment  was  based  presented  in  each  case.  Most  of  the  debts  were  out¬ 
standing  as  of  March  1,  1913,  and  it  is  not  shown  that  they  were  more  uncol¬ 
lectible  in  1919  than  in  prior  years. 


Compare  T.  B.  Floyd ,  11  B.  T.  A.  903. 

Tested  by  these  rules,  petitioner  has  not  shown  that  he  ascertained 
the  debts  to  be  worthless  during  the  taxable  year  and  deduction  there¬ 
for  can  not  be  allowed. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  BO. 
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Stern  Brothers,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13440.  Promulgated  October  23,  1928. 

1.  In  1913  petitioner  removed  its  business  from  leased  premises 
to  other  leased  premises.  This  move  was  made  for  the  benefit  of 
the  business.  The  first  lease  had  not  then  expired.  Petitioner  con¬ 
tinued  to  pay  the  rental  thereunder  until  the  expiration  of  such 
lease  in  1915.  On  its  accounts  it  carried  the  amounts  paid  as  rental 
as  deferred  charges  to  future  operations,  and  seeks  to  deduct  a 
part  thereof  in  computing  taxable  income  for  fiscal  years  ending, 
in  1921  and  1922.  Held,  that  such  deduction  may  not  be  allowed. 

2.  Section  212  (b),  providing  that  the  method  of  accounting  used’ 
by  the  taxpayer  shall  be  used  in  computing  income  unless  such 
method  fails  to  reflect  the  true  income,  refers  to  the  method  of  ac¬ 
counting  and  not  to  the  treatment  accorded  on  the  books  to  an  iso¬ 
lated  transaction. 

H.  J.  Richardson ,  Esq.,  and  H.  R.  Young ,  Esq.,  for  the  petitioner. 

I.  R.  Blaisdell,  Esq.,  for  the  respondent. 

The  Commissioner  determined  deficiencies  in  income  and  profits 
taxes  of  $84,034.16  for  the  fiscal  year  ended  January  31,  1921.  and 
$34,230.68  for  the  fiscal  year  ended  January  31,  1922.  The  petitioner 
duly  instituted  this  proceeding  for  a  redetermination  of  the  amount 
thereof.  Upon  the  hearing  a  stipulation  was  filed  which  disposed  of 
all  errors  assigned  except  those  relating  to  the  proper  treatment  of 
payments  made  by  petitioner  in  connection  with  the  abandonment 
of  its  place  of  business  prior  to  the  expiration  of  its  lease. 

FINDINGS  OF  FACT. 

Petitioner  is  a  New  York  corporation  engaged  in  operating  a  de¬ 
partment  store  located  for  some  years  prior  to  September,  1913,  upon 
leased  premises  on  23rd  Street,  Yew  York  City.  Because  of  a  change 
in  business  conditions  in  that  immediate  locality,  petitioner  moved 
to  a  new  location  on  42nd  Street  in  the  City  of  New  York  on  Septem- 
i»ei  1,  1913,  approximately  15  or  16  months  prior  to  the  expiration 
of  its  lease  on  the  23rd  Street  premises.  The  term  of  the  lease  taken 
bv  petitioner  on  the  42nd  Street  premises  was  20  years. 

After  removal  from  the  23rd  Street  premises,  and  principally  dur¬ 
ing  the  year  1914,  petitioner  continued  to  make  the  payments  re¬ 
quired  by  its  lease  and  set  up  on  its  books  charges  against  the  23rd 
Stieet  property  totaling  $520,164.56.  Said  charges  included  rent, 
taxes  and  mortgage  interest  paid  as  additional  rent,  expenditures 
made  in  connection  with  reduction  of  property  tax  assessments, 
nater  rent,  and  equipment  abandoned  at  the  old  location — the  last 
item  being  $88,072.08.  Such  amount  of  $520,164.56  was  set  up  on 
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the  books  of  petitioner  as  a  deferred  charge  to  future  operations. 
Ten  per  centum  of  this  amount  was  written  off  the  books  in  each  of 
the  taxable  years  and*  claimed  as  a  deduction  in  computing  taxable 
net  income.  The  balance  of  the  amount  of  this  deferred  charge 
which  remained  on  the  books  of  account  at  the  beginning  of  each 
taxable  year  was  included  by  petitioner  as  an  asset  in  computing  in¬ 
vested  capital.  In  computing  net  income  for  the  taxable  years  the 
Commissioner  has  refused  to  allow  the  deduction  so  claimed  and 
in  computing  invested  capital  has  reduced  the  earned  surplus, 
as  shown  by  petitioner’s  books  of  account,  by  the  amount  at 
which  such  expenditures  were  carried  as  assets  at  the  beginning  of 
the  year. 

After  the  time  of  the  removal  to  the  new  quarters  on  42nd  Street, 
the  obligations  of  the  petitioner  under  its  new  lease  were  treated  by 
it  as  ordinary  expenses  of  its  business. 

OPINION. 

Phillips  :  Prior  to  September,  1913,  the  petitioner  was  conduct¬ 
ing  a  department  store  on  23rcl  Street,  in  New  York  City.  The 
character  of  that  location  changed  and  it  became  desirable,  if  not 
necessary,  that  petitioner  move  further  uptown.  It  secured  a  lease 
for  20  years  upon  premises  on  42nd  Street,  and  in  September,  1913, 
moved  its  business.  At  that  time  the  lease  on  the  23rd  Street  prem¬ 
ises  had  15  or  16  months  to  run  before  its  expiration.  The  petitioner 
continued  to  pay  the  rentals,  taxes,  mortgage  interest  and  other 
charges  in  the  nature  of  rentals,  which  the  lease  imposed  and  during 
the  period  after  removal  expended  some  $432,000  for  such  purposes. 
It  also  abandoned  some  $88,000  of  fixtures.  It  did  not  charge  such 
amounts  to  expenses  of  the  years  1913  to  1915  but  set  them  up  on  its 
books  as  a  deferred  charge  to  future  operations.  It  carried  them  on 
its  accounts  in  this  manner  for  about  3  years,  after  which  it  wrote 
off  10  per  cent  of  such  amount  each  year.  It  claims  that  the  amounts 
so  written  off  are  properly  deductible  in  computing  taxable  income 
of  the  taxable  years  involved  and  that  the  amounts  not  written  off 
are  to  be  treated  as  assets  in  computing  its  invested  capital. 

The  petitioner  states  three  propositions  upon  which  it  relies.  It 
is  urged  that  the  method  of  accounting  regularly  employed  by  a 
taxpayer  shall  be  used  unless  it  fails  to  clearly  reflect  the  income. 
Section  212(b),  Revenue  Act  of  1921.  With  this  statement  there 
can  be  no  disagreement,  but  it  should  be  pointed  out  that  the  section 
refers  to  a  method  of  accounting  and  not  to  the  treatment  accorded 
on  the  books  to  an  isolated  transaction.  It  is  urged  that  the  law 
sanctions  capitalization  of  the  cost  of  an  intangible  asset  and  its 
exhaustion  over  the  period  of  its  useful  life.  We  see  no  reason  to 
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disagree  with  this  as  a  statement  of  a  general  rule.  It  is  further 
contended  that  the  method  employed  by  petitioner  in  setting  up 
the  items  in  question  as  a  deferred  charge  to  future  operations  and 
making  annual  deductions  therefrom  most  nearly  reflects  the  true 
net  income  of  the  petitioner  for  the  entire  period.  With  this  we 
can  not  agree,  despite  the  testimony  of  two  accountants  that  such 
treatment  was  proper  accounting. 

We  may  concede  that  the  abandonment  of  the  old  location  and  the 
move  to  the  new  was  beneficial  to  the  business  of  petitioner.  We 
may  also  concede  that  the  true  operating  income  of  the  petitioner  for 
the  period  during  which  it  was  required  to  pay  rent  on  the  two  prop¬ 
erties  would  not  be  truly  reflected  by  deducting  the  rental  paid 
under  both  leases.  It  does  not  follow  that  the  proper  treatment  of 
this  situation  for  income-tax  purposes  was  to  capitalize  the  loss 
sustained  on  the  abandonment  of  the  old  premises  in  order  that  it 
might  be  charged  off  against  income  from  future  operations. 

The  lease  of  the  premises  abandoned  represented  a  liability.  The 


petitioner  was  required  to  pay  the  rental  but  was  unable  to  sub¬ 
lease  the  property.  The  lease  was  of  no  benefit  to  petitioner  after 
the  change  was  made;  rather,  the  amounts  paid  thereunder  repre¬ 
sented  a  loss.  No  income  was  derived  from  the  leased  premises  nor 
was  the  income  in  the  new  location  increased  or  the  rent  paid  de¬ 
creased  by  reason  of  the  existence  of  this  leasehold.  That  income 
may  have  been  increased  by  the  change  does  not  justify  the  con¬ 
clusion  that  the  old  lease  had  any  value  or  that  the  amounts  paid 
under  it  may  be  capitalized.  The  truth  of  the  situation  is  that  at 
some  time  in  the  past  the  petitioner  entered  into  a  lease  of  these 
premises  for  a  term  longer  that  it  was  justified  by  subsequent  events 
in  occupying  them.  The  lease  may  have  been  a  desirable  one  when 
executed ;  it  may  have  been  very  valuable  during  some  of  the  inter¬ 
mediate  years  but  before  its  close  it  became  a  liability.  Perhaps  the 
amounts  paid  after  abandonment  should  have  been  charged  against 

O  c? 


1  he  years  when  the  lease  was  a  valuable  asset  bv  charging  such 
payments  directly  to  surplus  rather  than  considering  them  a  charge 
against  the  income  of  the  year  when  paid.  Perhaps  the  petitioner 
bad  built  up  a  good  will  at  the  old  location  which  could  onlv  be 
preserved  by  the  move  to  the  new  store  and  petitioner  would  be 
justified,  from  a  business  standpoint,  in  treating  these  payments  as 
cost  of  preserving  such  good  will.  It  is  unnecessary  for  us  to  decide 
either  of  such  questions.  For  tax  purposes  the  deduction  claimed  can 
not  be  allowed.  Allowable  deductions  are  enumerated  in  section  234 
ol  the  Revenue  Act  of  1921.  No  rental  or  other  expense  of  the  odd 
lease  was  paid  or  accrued  during  tin*  years  involved,  no  loss  occurred 
1  rom  that  source  during  the  taxable  years  and  these  payments  gave 
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rise  to  no  property  which  was  used  in  the  trade  or  business  of  the 
taxable  years  for  which  an  allowance  for  exhaustion,  wear  and  tear 
or  obsolescence  might  be  deducted.  We  see  no  provision  in  the 
statute  under  which  the  deduction  claimed  could  be  allowed  in  the 
years  before  us.  On  the  contrary,  the  statute  provides  that  rentals, 
interest  and  taxes  are  deductions  for  the  years  in  which  paid  or 
incurred,  and  that  losses  shall  be  taken  in  the  year  when  sustained. 
While  section  212  of  the  statute  permits  income  to  be  returned  in 
accordance  with  the  method  of  accounting  regularly  employed 
in  keeping  the  books  of  the  taxpayer,  it  limits  this  permission  to 
cases  where  the  method  clearly  reflects  the  income.  We  are  satisfied 
that  the  income  of  the  years  here  involved  is  not  clearly  reflected 
by  deducting  therefrom  losses  sustained  several  years  in  the  past. 

The  substance  of  petitioner’s  contention  is  that  what  was  in  fact 
a  loss  may  be  treated  as  an  asset  and  exhausted  over  subsequent 
years  because  it  was  good  business  judgment  to  make  the  change 
despite  the  loss.  The  advisability  of  taking  the  loss  can  not  change 
the  fact  that  it  was  a  loss,  and  that  this  loss  was  sustained  in  the 
prior  years.  The  action  of  the  Commissioner  is  sustained. 

At  the  hearing  a  stipulation  was  filed  by  counsel  in  which  it  was 
agreed  that  invested  capital  for  each  of  the  years  here  involved 
should  be  increased  by  $201,449.80,  representing  excessive  depreci¬ 
ation  deducted  by  the  Commissioner  for  prior  years  in  computing 
such  invested  capital. 

Reviewed  by  the  Board. 

Decision  will  be  entered  under  Rule  bo. 


Automatic  Fire  Alarm  Co.  of  New  York  and  Automatic  Fire 

Alarm  Co.  of  Delaware,  Petitioners,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  10292.  Promulgated  October  23,  1928. 

George  Cotton  Comstock ,  Esq.,  for  the  petitioners. 

Frank  E ashy -Smith,  Esq.,  for  the  respondent. 

Phillips:  The  Commissioner  of  Internal  Revenue,  under  date  of 
October  20,  1925,  notified  the  petitioner,  Automatic  Fire  Alarm  Co. 
of  New  York  (hereinafter  referred  to  as  the  New  York  company) 
that  he  had  determined  deficiencies  in  income  and  profits  taxes 
against  it  of  $3,907.23  for  the  period  from  January  1  to  December  14, 
1920,  and  of  $4,517.67  for  the  calendar  year  1921.  On  the  same  date 
he  notified  the  petitioner,  Automatic  Fire  Alarm  Co.  of  Delaware 
(hereinafter  referred  to  as  the  Delaware  company)  that  he  had  de- 
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termined  a  deficiency  in  income  and  profits  tax  against  it  of  $4,517.67 
for  the  calendar  year  1921.  It  would  appear  from  the  statements 
attached  to  such  notices  that  there  was  only  one  deficiency  of  $4,517.67 
for  1921,  based  on  a  consolidated  return,  but  that  such  deficiency 
was  asserted  against  both  companies.  Petitioners  instituted  this 
proceeding  for  a  redetermination  of  such  deficiencies. 


The  New  York  company  was  in  existence  prior  to  January  1,  1920. 
On  December  15,  1920,  the  Delaware  company  was  organized  as  a 
holding  company  to  take  over  the  stock  and  securities  of  other  com¬ 
panies  held  by  the  New  York  company  and  also  to  hold  the  stock 
ol  the  New  Tork  company.  The  stock  of  the  Delaware  company  was 
distributed  to  the  stockholders  of  the  New  York  company  in  ex¬ 
change  for  their  stock  in  the  latter  company,  share  for  share.  From 
the  period  from  December  15,  1920,  to  December  31,  1920,  the  New  ! 
\  ork  company  had  a  net  loss  of  $7,664.94  and  the  Delaware  company  | 
had  a  net  loss  of  $65.20.  The  Commissioner  ruled  that  the  New 


York  company  should  file  a  return  of  its  income  from  January  1, 
to  December  14,  1920,  and  that  the  two  companies  should  file  a  con¬ 
solidated  return  for  the  period  from  December  15,  to  December  31. 
j920.  The  petitioners  claim  the  privilege  of  filing  a  consolidated 
return  for, the  full  calendar  year  1920.  The  result  of  the  Commis¬ 
sioner’s  ruling  has  been  that  a  tax  is  asserted  against  the  New  York 
company  on  its  income  to  December  14,  1920,  without  regard  to  its 
loss  during  the  last  15  days  of  the  year  and  its  invested  capital  is 
reduced  by  prorating  it  over  a  period  less  than  a  year. 

l  he  Commissioner’s  counsel,  in  his  brief,  relies  upon  our  decision 
in  American  LaDenteUe ,  Inc.,  1  B.  T.  A.  575.  In  that  case  two  cor¬ 
porations  which  had  theretofore  maintained  separate  existences  be¬ 


came  atliliated  during  the  year.  We  held  that  a  separate  return  was 
required  from  each  corporation  to  the  date  of  affiliation  and  a  con¬ 
solidated  return  for  the  period  thereafter.  That  the  corporations 
became  affiliated  for  a  part  of  the  year  did  not,  we  held,  permit  or 
require  them  to  file  a  consolidated  return  for  that  part  of  the  year 
when  they  were  not  affiliated.  Here  we  have  a  different  situation, 
there  was  no  period  in  1920  for  which  the  Delaware  company  was 
liable  to  file  a  return  of  its  separate  income.  At  all  times  during  its 
existence  in  1920  it  was  affiliated  with  the  New  York  company.  For 
the  purposes  of  the  computation  of  net  income,  it  had  no  separate 
existence  but  was  merged  with  the  New  York  company  into  an  affili¬ 
ated  group.  There  is  no  such  necessity  for  requiring  several  returns 
as  existed  in  the  case  cited  above  or  in  the  case  of  B.  T.  Cov-ch  Glue 
Go.,  12  B.  T.  A.  1321,  where  one  of  the  corporations  concerned  had  a 
short  separate  existence.  We  are  of  the  opinion  that  the  income  of 
these  two  companies  for  1920  must  be  computed  on  the  basis  of  a 
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consolidated  return  of  their  income  for  the  full  year.  See  Carroll 
Chain  Co .,  1  B.  T.  A.  38;  United  States  v.  Carroll  Chain  Co .,  8  Fed. 
(2d)  529.  It  may  be  noted  that  this  conclusion  is  in  accord  with 
article  634  of  Regulations  69. 

Although  all  of  the  stockholders  of  the  New  York  company  had 
agreed  in  writing  that  on  demand  they  would  exchange  their  stock 
for  that  of  the  Delaware  company,  on  December  15,  1920,  5,093  shares 
of  the  par  value  of  $25  each  and  the  fair  market  value  of  $70  each  had 
not  been  exchanged.  These  were  presented  for  exchange  on  the  dates 
and  in  the  amounts  following: 

C5 


Date  presented 

Number 
of  shares 
presented 

Date  presented 

Number 
of  shares 
presented 

Dec.  20,  1920 _ 

2,  637 

Apr.  29,  1921 

1  fift 

Dec.  24,  1920 _ 

'  512 

Apr.  30,  1921 

10 

Dec.  28,  1920 _ 

97 

May  9,  1921 

q 

Feb.  8,  1921 _ _ 

2f> 

May  20,  1921 

Feb.  23,  1921 _ 

33 

May  26,  1921 

s 

Mar.  7,  1921 _ 

36 

June  27,  1921 

40 

Mar.  14,  1921 _ 

241 

Sept.  16,  1921 

24 

Mar.  24,  1921 _ 

11 

Sept.  23,  1921 

20 

Apr.  18,  1921 _ 

400 

Oct.  27,  1921 

18 

Apr.  19,  1921 _ 

160 

Nov.  18,  1921 

650 

It  is  alleged  by  the  petitioners  that  the  right  to  receive  this  stock 
was  an  account  receivable  which  was  erroneously  excluded  from  the 
computation  of  admissible  assets  in  computing  allowable  invested 
capital. 

Section  326  (a)  of  the  Revenue  Act  of  1921  defines  invested  capital. 
Subdivision  (c)  of  that  section  then  provides: 

There  shall  be  deducted  from  invested  capital  as  above  defined  a  percentage 
thereof  equal  to  the  percentage  which  the  amount  of  inadmissible  assets  is  of 
the  amount  of  admissible  and  inadmissible  assets  held  during  the  year. 

Inadmissible  assets  are  defined  in  section  325  (a)  to  mean  stocks, 
bonds  and  other  obligations,  the  dividends  or  interest  from  which 
are  not  included  in  computing  net  income  (with  certain  exceptions 
not  here  pertinent)  and  admissible  assets  as  all  other  assets. 

The  Delaware  company  appears  to  have  set  up  on  its  books,  as  an 
asset,  the  par  value  of  the  stock  of  the  New  York  company  which 
had  not  been  surrendered  for  exchange.  The  Commissioner,  in  com¬ 
puting  the  consolidated  invested  capital  of  the  affiliated  group  (sec¬ 
tion  240)  eliminated  the  amount  so  set  up.  It  is  the  contention  of 
the  petitioners  that  the  Delaware  company  owned  accounts  receivable 
consisting  of  the  obligations  of  certain  stockholders  of  the  New  York 
company  to  transfer  that  stock  to  the  Delaware  company  in  exchange 
for  its  stock,  that  such  accounts  receivable  constituted  an  asset  and 
18277—28 - 4 
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are  to  be  classified  as  admissibles.  While  it  might  be  doubtful 
whether  the  agreements  with  the  stockholders  of  the  New  York 
company  constituted  an  admissible  asset  if  the  invested  capital  of  the 
Delaware  company  were  to  be  computed  separately,  it  seems  clear 
ihat  as  to  the  affiliated  group  there  was  no  asset. 

That  with  which  we  are  concerned  here  is  not  the  invested  capital 
of  either  company  but  the  consolidated  invested  capital.  The  iden¬ 
tity  of  the  two  corporations  is  merged  into  that  of  an  affiliation  for 
the  purpose  of  computing  consolidated  invested  capital.  (Section 
240.)  One  of  the  constituent  companies  lias  the  right  to  receive  stock 
of  the  other  in  exchange  for  its  own.  Viewed,  however,  from  the 
viewpoint  of  the  affiliated  group,  there  is  only  the  right  to  receive 
a  part  of  its  issued  stock  in  exchange  for  the  issuance  of  other  stock. 
In  such  circumstances  it  is  difficult  to  conceive  of  this  exchange  of 
stock  for  stock  upon  this  reorganization  as  constituting  an  asset  in 
the  consolidated  accounts  to  the  extent  of  either  the  par  value  or  the 
fair  market  value  of  the  stock  unexchanged.  The  assets  of  the  group 
are  unaffected  by  the  agreement  for  a  reorganization  and  for  the 
exchange  of  stock.  It  is  only  the  assets  of  the  individual  companies 
which  are  affected,  and  in  considering  the  affiliated  group  for  the 
purpose  of  determining  consolidated  invested  capital  these  companies 
temporarily  lose  their  separate  identity.  The  action  of  the  respond¬ 
ent  in  this  respect  was  correct. 

The  New  York  company,  as  owner  of  capital  stock  of  General 
Fire  Extinguisher  Co.,  received  on  August  10,  1920,  the  right  to 
subscribe  at  par  for  980  shares  of  additional  stock  of  that  company 
and  acquired  the  right  to  subscribe  for  an  additional  share  at  a  cost 
of  $40.  Such  rights  were  to  be  exercised  by  September  1,  1920,  and 
payment  made  as  follows:  25  per  cent  at  time  of  subscription,  25 
per  cent  by  December  1,  1920,  25  per  cent  by  March  1,  1921,  and 
25  per  cent  by  June  1,  1921.  The  General  Fire  Extinguisher  Co. 
Avas  to  pay  interest  at  8  per  cent  on  the  installments.  Subscribers 
bad  the  right  to  pay  for  their  stock  in  advance  of  the  installment 
dates  and  receive  their  certificates,  with  adjustment  of  interest  on 
previous  payments.  The  Ncav  York  company  exercised  its  rights  to 
subscribe  for  the  shares  of  such  stock  and  payments  were  made  of 
$24,525  on  September  1,  1920,  $24,525  on  December  1,  1920,  $40,000 
on  January  3.  1921,  and  $9,050  on  February  28,  1921.  Some  of  such 
payments  Avere  made  by  the  DelaAvare  company.  It  received  interest 
to  March  1,  1921,  of  $1,900.36  and  at  that  date  became  entitled 
to  receive  certificates.  Such  payment  was  included  as  interest  in  the 
1921  return  and  taxed  as  such  by  the  Commissioner.  In  determining 
the  adjustment  to  be  made  to  invested  capital  by  reason  of  admis- 
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sible  and  inadmissible  assets  the  Commissioner  determined  that  the 
amount  paid  on  account  of  such  subscriptions  and  the  $40  paid  for 
the  rights  was  an  asset,  but  inadmissible.  Petitioners  contend  that 
the  entire  amount  of  the  subscription  constituted  an  asset,  admis¬ 
sible  in  character.  We  are  of  the  opinion  that  this  subscription  was 
an  asset  only  to  the  extent  to  which  payments  had  been  made,  and 
not  to  the  full  amount  of  the  subscription.  We  are  further  of  the 
opinion  that  the  amount  paid  was  an  admissible  asset.  Interest  was 
to  be,  and  was,  paid.  This  interest  was  included  in  computing  net 
income.  It  follows  from  the  definition  (section  325  quoted  above) 
that  this  interest-bearing  asset  was  not  an  inadmissible. 

Under  date  of  December  22,  1921,  the  New  York  company  entered 
into  an  agreement  with  the  Atmo  Signal  Corporation  and  one 
Joseph  Henry  Scharff,  whereby  the  New  York  company  obtained 
the  exclusive  right  to  purchase  and  sell  for  use  in  the  cities  of 
New  York,  Philadelphia,  Boston  and  Charlestown,  Mass.,  certain 
devices  manufactured  and  controlled  by  the  Signal  Corporation  and 
Scharff.  Under  such  contract  the  New  York  company  agreed  to 
pay  in  advance  at  the  beginning  of  each  year  for  three  years,  the 
sum  of  $3,000,  the  agreement  providing : 


* 


* 


Said  sum  so  paid  by  Automatic  for  each  of  the  said  three  years 
shall  be  credited  against  the  price  of  devices  purchased  by  Automatic  in  each 
of  the  said  respective  years,  provided,  however,  that  should  Automatic's  pur¬ 
chases  not  equal  in  any  one  year  the  said  annual  payment  of  Three  Thousand 
($3,000)  Dollars,  Scharff  or  Atmo,  as  the  case  may  be.  shall  not  be  required 
to  refund  to  Automatic  any  excess  of  such  annual  payment  over  the  amount 
of  such  annual  purchases  by  Automatic  *  *  * 


During  1921  the  petitioner  paid  $3,000  under  such  agreement, 
which  it  seeks  to  deduct  from  its  income  for  1921.  This  payment 
was  to  be  applied  against  any  purchases  made  from  December  22. 
1921,  to  December  21,  1922.  On  this  state  of  facts  it  does  not  appear 
that  this  was  a  deduction  in  computing  income  for  the  year  which 
mded  December  30,  1921.  At  the  close  of  that  year  petitioner  had 
i  credit  with  the  Atmo  Company  which  could  be  utilized  at  anv 
ime  before  December  22,  1922,  in  the  purchase  of  assets. 

The  action  of  the  Commissioner  in  refusing  to  allow  the  deduction 
>f  the  amount  paid  is  approved. 

Reviewed  by  the  Board. 

Decision  will  be  entered  under  Rule  50. 
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Henry  .1.  Faulkin,  George  H.  Faulkin,  Wesley  Faulkin, 
John  T.  Culbertson,  Jr.,  Conservator  of  Paul  E.  Faulkin, 
Fritz  Miller,  Margaret  Miller,  Floyd  R.  Martin,  Catherine 
Martin  and  Rosa  Burrows,  Petitioners,  v.  Commissioner  of 
Internal  Revenue,  Respondent. 

Docket  No.  10924.  Promulgated  October  23,  1928. 

1.  The  will  of  George  H.  Faulkin,  after  giving  the  use,  income, 
rents,  and  profits  of  his  real  and  personal  property  to  his  wife, 
provided,  in  part,  as  follows : 

“  3rd.  It  is  my  will  that  upon  the  youngest  of  my  children  arriv¬ 
ing  of  lawful  age  that  all  my  estate  both  real  and  personal  shall 
be  divided  equally  among  my  said  wife  and  my  children  share  and 
share  alike  so  that  each  of  my  children  and  my  said  wife  shall 
receive  an  equal  amount  to  be  held  by  her  and  them  respectively  in 
fee  simple  and  absolutely,  and  in  case  of  the  death  of  any  of  said 
children  their  share  shall  go  to  their  legal  heirs.” 

The  will  of  Catherine  M.  Faulkin  provided,  in  part : 

“  Second  :  I  hereby  give,  devise  and  bequeath  unto  my  children, 

Henry  Faulkin,  Margaret  Miller,  Catherine  Faulkin,  George 
Faulkin,  Rose  Faulkin.  Paul  Faulkin,  and  Wesley  Faulkin,  in 
equal  shares,  all  the  property  of  which  I  may  die  siezed  and  pos¬ 
sessed,  real  and  personal,  in  whatever  it  may  consist  or  wherever 
situated  at  the  time  of  my  death,  subject  to  the  following  limita¬ 
tion.  I  expressly  provide  that  my  real  estate  shall  not  be  sold  or 
divided  until  my  youngest  child  arrives  at  full  age,  at  which  time 
my  estate  shall  be  then  subject  to  division  and  distribution  as 
herein  provided,  and  my  children  may  then  sell  my  land  at  public 
sale  or  private  sale,  as  they  shall  agree  upon,  and  divide  the  pro¬ 
ceeds  among  themselves  as  herein  provided.  It  is  my  intention 
that  this  provision  may  be  carried  out  at  the  time  that  none  of  my 
children  shall  be  minors,  or  shall  be  in  their  minority,  whether  it 
shall  be  at  the  time  of  my  present  youngest  child  arriving  at  full 
age.  or  not. 

Held,  that  under  these  wills  the  interests  of  each  of  the 
deceased  persons  vested  immediately  upon  their  deaths  in  1901 
and  1908,  respectively,  and  that  when  their  children,  in  1922, 
transferred  the  four  pieces  of  real  property  to  four  of  their  num¬ 
ber  at  agreed  amounts  and  the  total  amount  so  received  was 
divided  equally  among  them,  these  transactions  constituted  sales 
resulting  in  taxable  gain. 

2.  Proceeding  dismissed  as  two  of  the  children  since  no  defi¬ 
ciency  letters  had  been  sent  to  them 

Jesse  Black,  Esq.,  and  John  T.  Culbertson,  Esq.,  for  the  petitioners. 
F.  R.  Shearer,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redeterniination  of  deficiencies  in 
income  tax  for  the  year  1922.  The  amounts  in  controversy  are  as 
follows : 


(1200)  HENRY  J.  FAULKIN  ET  AL.  1201 

Henry  J.  Faulkin  (deficiency) _ $1,223.33 

George  H.  Faulkin  (deficiency) _  1,312.61 

Wesley  Faulkin  (deficiency) _  $56.46 

Refund  cla:m _  500.  34 

Rejection  of  abatement  claim _  573.  00 


John  T.  Culbertson,  Jr.,  conservator  of  Paul  E.  Faulkin, 

deficiency.- _  50  40 

Refund  claim _  535  50 

Rejection  of  abatement  claim _  535.  50 


Total -  l,  127.  46 

Fritz  Miller  and  Margaret  Miller  : 

Deficiency -  1,  073.  75 

Penalty -  268.  44 


Total -  4,  342.  49 

Tloyd  R.  Martin  and  Catherine  Martin: 

Deficiency -  970  04 

Penalty -  244.  15 


Total -  4,  220.  76 

losa  Burrows : 

Deficiency -  4,  073.  47 

Penalty -  269.  62 


Total -  4,  348.  09 


The  petition  alleges  as  errors,  the  action  by  the  respondent,  (1)  in 
lolding  that  the  proceedings  of  February  16,  1922,  in  which  deeds 
Fere  made  back  and  forth  between  the  children  and  devisees  of 
xeorge  H.  Faulkin  and  Catherine  M.  Faulkin,  constitute  an  actual 
ale  and  not  a  division  of  the  estates  of  George  H.  Faulkin  and 
Catherine  M.  Faulkin;  (2)  in  holding  that  the  division  of  property 
lade  on  February  16,  1922,  by  virtue  of  the  agreement  entered  into 
n  June  4,  1921,  constitutes  a  sale,  and  in  failing  to  hold  that  it 
ras  a  simple  division  of  property  under  the  terms  of  the  wills  of 
ieorge  H.  Faulkin  and  Catherine  M.  Faulkin,  deceased;  (3)  in 
olding  that  any  income  taxes  for  the  year  1922,  arising  out  of  the 
attlement  of  the  estates  of  George  H.  Faulkin  and  Catherine  M. 
aulkin,  deceased,  were  payable  by  Fritz  Miller  and  Floyd  R. 
lartin;  (4)  in  failing  to  hold  that  any  deficiencies  in  income  taxes 
or  the  year  1922  were  due  the  United  States  Government  in  this 
rse  from  Henry  J.  Faulkin,  George  H.  Faulkin,  Wesley  Faulkin, 
°hn  T.  Culbertson,  Jr.,  Conservator  of  Paul  E.  Faulkin,  Fritz 
filler,  Margaret  Miller,  Floyd  R.  Martin,  Catherine  Martin  and 
’osa  Burrows;  (5)  in  failing  to  hold  that  under  the  wills  of  George 
[.  Faulkin  and  Catherine  M.  Faulkin,  deceased,  the  fee  to  the  lands 
id  not  vest  in  petitioners’  taxpayers  and  was  in  abeyance  until  the 
oungest  child  became  of  age  on  May  8,  1921;  (6)  in  failing  to  hold 
lat  the  transaction  consummated  on  February  16, 1922,  was  a  simple 
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division  of  the  estates  of  George  H.  Faulkin  and  Catherine  A 
Faulkin,  deceased,  and  in  holding  the  transaction  a  sale,  and  incom 
taxes  assessable  against  petitioners  herein;  and  (7)  in  assessing  defi 
ciency  income  taxes  for  the  year  1922  against  each  of  the  petitioner 
herein. 

FINDINGS  OF  FACT. 


George  H.  Faulkin  died  a  resident  of  Mason  County.  Illinois,  ojI 
December  1,  1901.  There  were  left  surviving  him  his  wife,  Catherin 
M.  Faulkin,  and  his  children.  Henry  Faulkin,  Margaret  Faulkii 
Anna  Faulkin,  George  H.  Faulkin.  Catherine  Faulkin,  Rosa  Faulkii 
Paul  Faulkin  and  IVeslev  Faulkin.  Anna  Faulkin  died  in  1905  a 
the  age  of  about  20  years.  She  was  married  and  living  with  he 
’husband  at  the  time  of  her  death  and  left  no  children.  The  othe 
children  became  of  age  as  follows : 


Henry  Faulkin _ 

Margaret  Faulkin. 
George  H.  Faulkin 
Catherine  Faulkin. 

Rosa  Faulkin _ 

Wesley  Faulkin _ 

Paul  Faulkin _ 


.  June  15,  1903 
_  Nov.  13,  1904 
_  April  2,  1912. 
.  Aug.  10,  1907 
_  Jan.  10,  1912 
_  May  8,  1921. 
..  Oct.  11,  1917 


George  H.  Faulkin,  the  father,  left  a  will  which  was  probated  it 
the  county  court  of  Logan  County,  Illinois.  His  wife,  Catherine 

Faulkin,  was  executrix.  The  will  provided  in  part  as  follows: 

•  1 

1st.  It  is  my  will  that  all  my  just  debts  and  funeral  expenses  be  first  paid. 

2nd.  I  do  give  and  devise  and  bequeath  unto  my  beloved  wife.  Katherine  M 
Faulkin,  the  use,  income,  rents  and  profits  of  all  my  real  and  personal  estat< 
until  my  youngest  child  shall  arrive  at  lawful  age  to  do  with  as  she  may  se< 
fit  with  full  power  to  sue  for  and  collect  my  debts  that  may  be  due  me  oi 
my  estate. 

3rd.  It  is  my  will  that  upon  the  youngest  of  my  children  arriving  of  law 
ful  age  that  all  my  estate  both  real  and  personal  shall  be  divided  equailv 
among  my  said  wife  and  my  children  share  and  share  alike  so  that  eaclj 
of  my  children  and  my  said  wife  shall  receive  an  equal  amount  to  be  lielq 
by  her  and  them  respectively  in  fee  simple  and  absolutely,  and  in  case  ol 
the  death  of  any  of  said  children  their  share  shall  go  to  their  legal  heirs. 

4th.  I  hereby  nominate  and  appoint  my  said  wife  to  be  the  executrix  <>t 
this  my  last  Will  and  Testament  and  request  that  she  be  not  required  t< 
give  any  bond  as  such  Executrix. 

5th.  I  hereby  request  that  my  said  wife  shall  give  to  each  of  my  ehildrerj 
when  any  of  them  shall  marry  the  following  sums  of  money,  that  is  to  say: 

To  each  of  my  sons  the  sum  of  one  thousand  ($1,000)  Dollars  and  to  eacl 
of  my  daughters  the  sum  of  Five  Hundred  Dollars  ($500). 

In  witness  whereof,  I  have  hereunto  set  my  hand  and  seal  this  27th  da> 
of  November,  A.  I).  1901,  at  Peoria.  Illinois. 

( Signed) 


George  II.  Faulkin  (seal) 
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At  the  time  of  his  death,  George  H.  Faulkin  was  living  in  Logan 
County,  Illinois,  on  the  Sawyer  farm  of  240  acres  which  he  had 
purchased  from  A.  B.  Sawyer  on  March  1,  1895,  for  $21,000.  He 
also  owned  another  tract  of  157  acres  of  land  which  he  purchased 
from  Luppe  Luppen  on  August  27,  1877,  for  $8,000.  This  was  the 
northeast  quarter  of  section  5,  township  No.  21  north,  range  4  west 
of  the  third  principal  meridian. 

Catherine  Faulkin  married  Floyd  Martin,  Rosa  Faulkin  married 
Clarence  Burrows,  and  Margaret  Faulkin  married  Fritz  Miller. 

Catherine  M.  Faulkin  died  on  December  14,  1908,  leaving  a  will 
that  was  proved  and  admitted  for  probate  in  the  county  court  of 
Logan  County,  Illinois.  She  had  never  married  after  the  death  of 
her  husband.  She  was  survived  by  her  children,  Henry  Faulkin, 
Margaret  Miller,  Catherine  Martin,  George  H.  Faulkin,  Rosa  Bur¬ 
rows,  Paul  Faulkin  and  Wesley  Faulkin.  Her  will  provided,  in 
part,  as  follows : 

First:  I  order  and  direct  that,  all  my  just  debts,  and  funeral  expenses  be  paid 
n  full  by  my  executors  hereinafter  named. 

Second  :  I  hereby  give,  devise  and  bequeath  unto  my  children  Henry  Faulkin, 
Margaret  Miller,  Catherine  Faulkin,  George  Faulkin.  Rose  Faulkin,  Paul 
faulkin,  and  Wesley  Faulkin,  in  equal  shares,  all  the  property  of  which  I  may 
lie  seized  and  possessed,  real  and  personal,  in  whatever  it  may  consist  or 
, viier ever  situated  at  the  time  of  my  death,  subject  to  the  following  limita- 
ion.  I  expressly  provide  that  my  real  estate  shall  not  be  sold  or  divided  until 
ny  youngest  child  arrives  at  full  age,  at  which  time  my  estate  shall  be  then 
ubject  to  division  and  distribution  as  herein  provided,  and  my  children  may 
lien  sell  my  land  at  public  sale  or  private  sale,  as  they  shall  agree  upon,  and 
livide  the  proceeds  among  themselves  as  herein  provided.  It  is  my  intention 
hat  this  provision  may  be  carried  out  at  the  time  that  none  of  my  children 
hail  be  minors,  or  shall  be  in  their  minority,  whether  it  shall  be  at  the  time 
f  my  present  youngest  child  arriving  at  full  age,  or  not. 

Third:  I  hereby  nominate  and  appoint  my  son  Henry  Faulkin  and  my  son- 
n-law,  Fritz  Miller,  executors  of  this,  my  last  will  and  testament,  and  I  hereby 
>lace  all  my  property  in  trust  in  the  hands  of  my  said  executors,  for  and 
luring  the  time  until  final  distribution,  or  until  my  youngest  child  becomes  of 
ull  age;  and  my  said  Executors  shall  manage  my  property  and  from  the  in¬ 
line  therefrom  keep  up  all  repairs,  pay  all  taxes,  thereon,  pay  the  interest 
ipon  any  mortgage  indebtedness  upon  my  real  estate,  and  apply  all  surplus 
ucome  to  the  payment  and  reduction  of  the  principal  of  my  indebtedness,  and 
hould  any  of  the  mortgages  upon  my  real  estate  mature,  and  my  executors 
ot  be  able  to  pay  the  same  in  full,  I  hereby  authorize  and  empower  my  said 
xecutors  or  the  survivor  of  them  to  execute  and  deliver  new  mortgages,  upon 
ny  of  my  real  estate,  to  take  the  place  of  such  unpaid  and  matured  mortgages 
bat  are  now  upon  said  land,  or  the  renewals  thereof,  as  fully  as  I  myself 
ould  do  if  living,  meaning  and  intending  hereby  to  so  empower  and  enable  my 
xecutors  to  manage  my  estate  for  the  best  interests  of  all  my  children,  as  fully 
3  I  myself  could  do  if  living,  and  I  hereby  appoint  my  said  son  Henry  Faulkin, 
nd  my  son-in-law,  Fritz  Miller,  guardians  of  all  my  minor  children,  during 
beir  minority,  and  I  request  that  from  the  income  of  the  estate  of  my  said 
linor  children,  they  shall  provide  said  minors  with  suitable  and  proper  care 
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and  education,  and  I  request  that  so  far  as  possible  the  expense  of  the  C£i 
and  maintenance  of  said  minors  shall  be  from  the  estate  which  my  said  clj 
dren  shall  receive  from  the  estate  of  my  deceased  husband,  George  Faulkin,  a] 
I  hereby  expressly  provide  that  after  all  the  mortgage  indebtedness  upon  i| 
land  is  paid  in  full,  that  the  income  from  such  land  or  other  property  that! 
may  own  at  the  time  of  my  death,  shall  be  divided  equally  among  my  childri 
after  the  payment  of  taxes  and  costs  of  repairs,  whether  my  children  be  of  aj 
or  not,  the  portion  to  which  the  minors  would  be  entitled  to  be  paid  to  the 
guardian,  during  their  minority,  and  I  expressly  provide  that  my  execute! 
shall  keep  the  buildings  upon  my  real  estate  insured  in  reliable  companies  do 
ing  the  time  that  they  shall  have  the  management  and  control  of  my  real  esta* 
and  I  expressly  provide  that  my  household  furniture,  beds,  bedding,  etc.,  sin. 
remain  at  the  home  as  it  now  is  so  long  as  my  children  occupy  the  same,  or  a 
of  them,  and  that  my  executors  shall  not  be  charged  with  the  value  of  su 
household  furniture,  shall  they  make  a  distribution  of  the  same  except  as  su 
jec-t  to  this  provision,  and  I  expressly  provide  that  no  bund  shall  be  requir 
of  my  executors  or  either  of  them  in  the  execution  of  this  will. 

In  witness  whereof  1  have  hereunto  set  my  hand  and  seal  this  3rd  day 
November  A.  D.  1908. 

Catherine  (her  x  mark)  Faulkin  (Seal) 

(  atherine  4  aulkin  died  without  having  made  a  final  report  i 
executrix  of  the  estate  of  George  H.  Faulkin.  During  her  admini. 
tration  of  the  estate  she  purchased,  on  June  30,  1904,  from  Leonin 
Caldwell  and  others,  for  $44,000,  the  south  half  of  section  35,  towi 
ship  22  north,  range  5  west  of  the  third  principal  meridian  i 
Mason  County,  Illinois,  containing  320  acres.  This  land  alread 
had  improvements  on  the  southeast  quarter  and  she  constructed  in 
provements  on  the  southwest  quarter. 

In  1910  Henry  J.  Faulkin,  son  of  George  H.  Faulkin,  an 
Catherine  M.  Faulkin,  filed  a  petition  in  the  county  court  of  Loga 
County,  Illinois,  for  letters  of  administration  upon  the  estate  o 
George  H.  Faulkin,  deceased.  Letters  of  administration  thereupo 
issued  to  him  and  he  filed  his  final  report  as  administrator  of  tli 
estate  of  George  H.  Faulkin  at  the  September,  1910,  term  of  court 
His  report  showed  that  the  $4,777.21  which  Catherine  M.  Faulki) 
had  on  hand  as  executrix  as  shown  in  her  report  of  May  31,  190-1 
had  been  used  by  her  in  the  purchase  of  the  half  section  described 
above. 

In  accordance  with  the  terms  of  the  will  of  Catherine  Faulkin 
Henry  J.  Faulkin  and  Fritz  Miller  were  appointed  administrator 
of  her  estate. 

In  September,  1910,  Henry  J.  Faulkin  and  Fritz  Miller  were  dis 
charged  by  the  court  as  executors  of  the  estate  and  proceeded  there 
after  as  trustees  under  the  will  of  Catherine  Faulkin. 

In  1911  both  Henry  J.  Faulkin  and  Fritz  Miller  resigned 
trustees  and  ().  S.  Biggs  was  appointed  as  trustee  in  their  place.  A' 
the  time  of  the  death  of  Catherine  M.  Faulkin,  $22,000  was  still  owin'.- 
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on  the  purchase  price  of  the  land  she  purchased.  This  indebtedness 
was  paid  off  by  Biggs,  as  administrator. 

A  short  time  before  Wesley  Faulkin  became  of  age,  on  May  8, 
1921,  a  series  of  conferences  of  the  Faulkin  heirs  was  held  in  an 
endeavor  to  reach  a  settlement.  These  conferences  ran  over  two  or 
three  months  and  continued  until  after  Wesley  became  of  age.  It 
was  endeavored  to  determine  which  of  the  children  would  take  land 
and  which  would  take  money.  It  was  finally  agreed  that  Henry 
Faulkin,  George  H.  Faulkin,  Margaret  Miller  and  Catherine  Martin 
would  receive  land,  and  those  who  did  not  take  land  would  receive 
he  equivalent  in  money.  There  then  arose  a  controversy  on  account 
)f  the  fact  that  the  heirs  could  not  agree  as  to  the  value  of  the  land 
*nd  the  conference  ended  in  the  latter  part  of  May,  1921.  Some 
>f  the  children  instituted  a  partition  suit  in  the  Circuit  Court  of 
dason  County,  Illinois.  Another  conference  was  had  and  an  agree- 
nent  was  entered  into  between  all  the  parties  in  interest.  There¬ 
after  the  partition  suit  was  dismissed.  The  agreement  provided 
s  follows : 

Whereas,  a  suit  in  partition  has  been  instituted  in  the  Circuit  Court  of 
iason  County,  Illinois,  by  the  above  named  complainants  for  partition  of  the 
auds  situated  in  Logan  and  Mason  Counties,  Illinois,  and  belonging  to  the 
states  of  George  F'aulkin,  deceased,  and  Catherine  Faulkin,  deecased ;  and 
Whereas,  the  paities  complainant  and  defendant  have  reached  an  amicable 
fljustment  and  division  of  the  lands  of  said  estates. 

It  is  Agreed  by  and  between  Margaret  H.  Miller  and  Fritz  Miller,  her  hus- 
and;  Catherine  Martin  and  Floyd  R.  Martin,  her  husband,  and  Henry  J. 
'aulkin,  a  single  man,  as  parties  of  the  first  part,  and  George  H.  Faulkin  and 
■essie  C.  Faulkin,  his  wife ;  Wesley  Faulkin.  a  single  man ;  Paul  Faulkin,  a 
ngle  man;  Rosa  Burrows  and  Clarence  Burrows,  her  husband,  as  parties  of 
ie  second  part,  as  follows : 

First:  All  the  parties  to  this  agreement  hereby  Agree  to  sell  and  convey 
»  Henry  J.  Faulkin,  and  Henry  J.  Faulkin  agrees  to  purchase,  the  homestead 
irm  situated  in  Prairie  Creek  Township,  Logan  County,  Illinois,  containing 
vo  hundred  forty  (240)  acres  at  the  rate  of  Three  Hundred  Forty  Dollars 
$340.00)  per  acre. 

Second:  All  the  parties  to  this  agreement  hereby  Agree  to  sell  and  convey 
1  George  H.  Faulkin,  and  George  H.  Faulkin  agrees  to  purchase  the  farm  oc- 
ipied  by  him  in  Prairie  Creek  Township,  Logan  County,  Illinois,  containing 
ie  hundred  fifty-seven  and  98/100  acres  (157.98)  acres,  more  or  less,  at  the 
te  of  Three  Hundred  Thirty  Dollars  ($330.00)  per  acre. 

Third:  All  the  parties  to  this  agreement  hereby  Agree  to  sell  and  convey  to 
itherine  Martin,  and  Catherine  Martin  agrees  to  purchase  the  one  hundred 
*ty  acre  farm  occupied  by  her  and  her  husband,  Floyd  R.  Martin,  in  Allen 
ove  Township,  Mason  County,  Illinois,  at  the  rate  of  Three  Hundred  Thirty- 
ve  Dollars  ($335.00)  per  acre. 

I  fourth:  All  the  parties  to  this  agreement  hereby  Agree  to  sell  and  convey 
Margaret  II.  Miller  and  Margaret  H.  Miller  agrees  to  purchase  the  one 
mdred  fifty-nine  acre  farm  occupied  by  her  and  her  husband,  Fritz  Miller, 
the  rate  of  Three  Hundred  Fifty  Dollars  ($350.00)  per  acre, 
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It  is  further  Stipulated  and  Agreed  that  the  purchase  prices  per  acre  abovj 
named  shall  be  the  price  per  acre  for  he  exact  number  of  acres  in  each  c 
said  farms  to  be  determined  by  the  Government  survey  and  records  in  th 
recorder’s  offices  of  Logan  County  and  Mason  County,  Illinois. 

It  is  further  Stipulated  and  Agreed  that  Margaret  H.  Miller,  Catherin 
Martin,  Henry  J.  Faulkin,  George  H.  Faulkin,  Wesley  Faulkin,  Paul  Faulki 
and  Rosa  Burrows  are  each  entitled  to  a  one-seven  h  (1/7)  share  of  the  pr< 
ceeds  of  the  selling  price  of  the  above  lands  as  herein  set  forth. 

It  is  further  Stipulated  and  Agreed  that  this  contract  shall  be  null  an 
void  unless  signed  by  all  the  parties  hereto  and  delivered  to  Jesse  Black,  Jr 
at  his  office  at  Pekin,  Illinois,  on  or  before  June  7,  1021. 

First  and  second  parties  further  Agree  that  on  or  before  June  14.  1021,  the 
will  appear  at  the  office  of  Jesse  Black,  Jr.,  in  Pekin,  Illinois,  and  sign  an 
execute  deeds  of  conveyance  to  the  respective  parties  for  the  purpose  o 
carrying  this  agreement  and  settlement  into  effect. 

It  is  further  Stipulated  and  Agreed  that  the  said  deeds  shall  be  delivere 
to  Jesse  Black,  Jr.,  and  held  in  escrow  by  the  said  Jesse  Black,  Jr.,  unti 
February  15,  1022.  on  which  date  settlement  shall  be  made  by  the  respectiv 
grantees  according  to  the  terms  of  the  said  deeds,  and  when  said  settlemen 
has  been  made  and  payment  made  as  herein  provided,  the  said  deeds  shal 
be  delivered  by  the  said  Jesse  Black,  Jr.,  escrow  agent,  to  the  respectiv 
grantees. 

It  is  further  Stipulated  and  Agreed  that  the  said  deeds  executed  shall  b» 
warranty  deeds  conveying  the  entire  interest  of  the  respective  parties,  and  it  i 
further  Stipulated  and  Agreed  that  if  the  said  deeds  are  not  all  executed  b; 
the  respective  parties  and  delivered  to  Jesse  Black.  Jr.,  the  escrow  agent,  oi 
or  before  June  14,  1021.  that  then  this  contract  and  agreement  of  settlemen 
shall  he  null  and  void. 

It  is  further  Stipulated  and  Agreed  that  Abstracts  of  Title  brought  dowi 
to  date  shall  be  furnished  the  respective  purchasers  for  the  premises  purchase< 
by  them. 

It  is  further  Stipulated  and  Agreed  that  final  settlement,  delivery  of  deed- 
and  division  of  the  proceeds  in  accordance  with  the  wills  of  Catherine  Faulkin 
deceased,  and  George  Fau’kin,  deceased,  shall  be  done  on  February  15,  1022 
at  the  law  office  of  Jesse  Black.  Jr.,  in  the  City  of  Pekin.  Illinois. 

It  is  further  Stipulated  and  Agreed  that  the  rents  of  said  premises  for  tin 
year  expiring  March  1.  1022.  shall  be  paid  to  the*  present  trustee.  O.  S.  Biggs. 

It  is  further  Stipulated  and  Agreed  that  the  necessary  legal  work  to  earn 
this  agreement  into  effect  shall  he  done  by  the  said  escrow  agent,  Jesse  Black.  Jr 

It  is  further  Stipulated  and  Agreed  that  should  any  of  the  grantees  men 
tioned  in  this  contract  fail  to  comply  with  the  terms  of  the  said  contract,  such 
grantee  or  grantees  so  failing,  neglecting  or  refusing  to  make  settlement  on  on 
before  February  15,  1022,  for  the  lands  purchased  by  such  grantee  or  grantees 
shall  forfeit  to  the  other  grantors  a  sum  equal  to  ten  per  cent  (10%)  of  tin 
purchase  price  as  agreed,  and  liquidated  damages  to  be  collected  out  of  the; 
share  of  said  grantee  in  the  estates  of  George  Faulkin.  deceased,  and  Catherine: 
Faulkin,  deceased,  and  upon  the  failure  or  refusal  of  such  grantee  to  makej 
settlement  according  to  the  terms  of  this  contract,  the  other  parties  to  this 
contract  shall  have  the  right  to  institute  a  partition  suit  for  the  sale  of  such 
land  and  out  of  the  proceeds  of  such  sale  collect  from  the  share  of  the  said 
grantee  or  grantees  the  said  ten  per  cent,  liquidated  damages,  and  after  such  re- 


(1200) 


HENRY  J.  FAULRIN  ET  AL. 


1207 


i'usal  or  neglect  to  comply  with  this  contract  by  such  grantee,  the  said  escrow 
agent  shall  have  no  further  authority  to  deliver  the  said  deed  to  such  grantee 
without  the  consent  of  all  the  other  parties  to  this  contract. 

It  is  further  stipulated  and  agreed  that  the  taxes,  both  general  and  special, 
due  in  the  Spring  of  1922,  shall  either  be  paid  out  of  the  proceeds  of  the 
■;ale  or  by  the  Trustee,  O.  S.  Biggs. 

Deeds  were  executed  by  the  parties  on  June  11,  1921,  and  given 
to  Black  as  escrow  agent.  The  transactions  were  closed  on  February 
15  and  16,  1922,  and  the  deeds  were  delivered  at  that  time.  The 
warranty  deed  to  George  H.  Faulkin,  which  is  typical  of  all  the 
feeds  executed,  provided,  in  part,  as  follows  : 


The  Grantors,  George  H.  Faulkin  and  Bessie  C.  Faulkin,  his  wife :  John 
Wesley  Faulkin,  a  single  man,  and  Henry  ,T.  Faulkin,  a  single  man,  all  of 
A)gan  County,  Illinois;  Margaret  H.  Miller  and  Fritz  Miller,  her  husband, 
Catherine  Martin  and  Floyd  R.  Martin,  her  husband,  all  of  Mason  County, 
llinois;  Rosa  I).  Burrows,  nee  Faulkin,  and  Clarence  D.  Burrows,  her  hus- 
>and,  of  Peoria  County,  Illinois;  and  Paul  E.  Faulkin,  a  single  man  of  Taze¬ 
well  County,  Illinois,  for  and  in  consideration  of  Fifty-two  Thousand  One 
lundred  Thirty-Three  Dollars  and  Forty  Cents  ($52,133.40)  Convey  and  War- 
ant  to  George  H.  Faulkin  of  the  County  of  Logan  and  State  of  Illinois,  the 
allowing  described  real  estate,  to-wit : 

The  Northeast  Fractional  Quarter  of  Section  Five  (5),  in  Township 
twenty-one  (21)  North,  Range  four  (4)  West  of  the  Third  Principal 
Meridian,  containing  One  Hundred  Fifty-seven  and  Ninety-eight  Hun¬ 
dredths  (57.98)  acres,  situated  in  the  County  of  Logan  in  the  State 
of  Illinois. 

ereby  releasing  and  waiving  all  rights  under  and  by  virtue  of  the  homestead 
xemption  laws  of  this  State. 

Tlie  Grantors,  George  H.  Faulkin,  Wesley  Faulkin,  Henry  Faulkin,  Margaret 
r.  Miller,  Catherine  Martin,  Rosa  Burrows  and  Paul  E.  Faulkin,  are  the 
pie  and  only  heirs  at  law  and  devisees  of  George  H.  Faulkin,  deceased, 
f  Catherine  M.  Faulkin,  deceased,  late  of  Logan  County,  Illinois; 
rantor  George  H.  Faulkin  and  the  grantee  George  H.  Faulkin  being  one  and 
ie  same  person. 

The  purpose  of  this  deed  is  to  convey  all  the  interest  of  the  grantors  ac- 
uired  by  them  by  virtue  of  the  laws  of  inheritance  of  the  State  of  Illinois  and 
y  virtue  of  the  terms  and  provisions  of  the  last  W  11s  and  Testaments  of 
eorge  H.  Faulkin,  deceased,  and  of  Catherine  Faulkin,  deceased,  except 

<  follows : 

The  rents  for  the  year  expiring  March  1,  1922.  are  reserved  by  grantors  and 
ie  general  taxes  and  special  assessments  due  on  or  before  March  1,  1922,  are 
*  be  paid  by  grantors,  and  grantee  is  to  assume  ali  faxes  and  special  assess- 
ents  due  after  March  1,  1922. 

At  the  time  of  distribution  there  was  no  personalty  in  the  estates, 
esse  Black,  Jr.,  acted  as  escrew  agent  for  the  parties  and  his  state-’ 
lent  of  settlement  shows  that  $3,000  was  paid  to  ().  S.  Biggs, 
ustee,  on  February  18,  1922,  to  cover  the  trust  fund  under  the  fifth 
ause  under  the  will  of  George  H.  Faulkin.  It  further  shows  that 


and 
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the  following  parties  gave  checks  in  the  following  amounts  i 
Black  as  escrow  agent,  for  the  land  which  they  received  unc 
the  deeds : 


George  H.  Faulkin - $52,733.40 

Henry  J.  Faulkin -  81,  600.  00 

Catherine  Martin -  53.  600.  00 

Margaret  Miller -  55,  650.  00 


Wesley  Faulkin,  Paul  Faulkin,  and  Rosa  Burrows  paid  Blat 
their  debts  to  the  estate  and  on  February  16,  1922,  Black  pat 
George  Faulkin,  Henry  Faulkin,  Catherine  Martin,  Margaret  Mill 
Wesley  Faulkin,  Paul  Faulkin  and  Rosa  Burrows  each  $34,674.1: 
the  net  distributive  portion  of  each.  John  T.  Culbertson,  Jr.,  w 
appointed  conservator  for  Paul  Faulkin  bv  the  countv  court 
Tazewell  County,  Illinois. 

OPINION. 

Siefkin  :  This  proceeding  arises  as  a  result  of  the  determinati 
ol  the  respondent  that  under  the  wills  of  George  H.  Faulkin  a: 
Catherine  M.  Faulkin  their  children  received  vested  interests 
the  realty  of  those  two  persons  immediately  upon  their  deaths,  a: 
that  certain  transactions  entered  into  by  the  children  in  1921  aj 
1922,  during  which  deeds  were  executed  by  some  of  the  children 
others,  covering  the  realty  in  the  two  estates,  constituted  sales  j 
such  realty  resulting  in  taxable  gains  to  the  children  who  a 
petitioners  in  this  case.  The  petitioners  contend  that  under  the  wi 
in  question,  which  are  set  forth  in  our  findings  of  fact,  the  intern 
received  by  the  children  in  the  real  property  was  contingent  up< 
the  youngest  child’s  becoming  of  age  and  that  none  of  the  childn 
had  a  vested  interest  which  could  be  transferred,  and  that,  furtlu- 
more,  the  transaction  among  the  children  in  1921  and  1922  was  ii 
a  sale  but  was  a  simple  distribution  of  the  estates  of  their  father  ai 
mother. 

It  becomes  necessary  first  to  determine  whether,  under  the  law  j 
Illinois,  the  children  took  vested  or  contingent  interest  in  the  real 
upon  the  death  of  each  of  George  H.  Faulkin  and  Catherine  ? 
Faulkin. 

In  the  case  of  Grummer  v.  Friederich ,  164  Ill.,  245;  45  N.  E.  49 
the  court  stated : 

The  right  of  the  defendant  in  error  to  share  in  the  estate  of  John  Grunina 
deceased,  depends  upon  the  construction  to  he  placed  upon  tin*  second  clau 
of  the  will  above  quoted.  In  the  first  clause  he  gives  to  his  widow  a  li 
estate.  In  the  second  he  says:  “After  the  death  of  my  said  wife,  all  tl 
remainder  by  my  estate,  both  real  and  personal,  shall  be  divided  equal 
among  my  surving  children  and  their  heirs,  share  and  share  alike.”  If  tl 
construction  of  this  clause  be  that  the  children  living  at  the  death  of  tl 
testator  shall  take  the  estate  in  remainder,  the  court  below  decided  correctly. 
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The  plaintiffs  in  error,  however,  contend  that  the  words  of  survivorship 
relate  to  the  time  of  the  death  of  the  widow,  in  which  case  the  appellees  would 
take  nothing,  the  persons  through  whom  they  claim  having  died  before  the 
widow.  The  question  is  one  not  altogether  free  from  difficulty,  but  the  appli¬ 
cation  of  well-settled  principles  leads  to  the  conclusion  that  the  circuit  court 
decided  it  correctly.  “  It  has  long  been  the  settled  rule  of  construction  in  the 
courts  of  England  and  America  that  estates,  legal  and  equitable,  given  by 
will,  should  always  be  regarded  as  vesting  immediately,  unless  the  testator 
has,  by  very  clear  words,  manifested  an  intention  that  they  should  be  con¬ 
tingent  on  a  future  event.”  Scofield  v.  Olcott,  120  Ill.  362,  374,  11  N.  E.  351, 
354.  “  The  law  always  gives  preference  to  vested  over  contingent  remainders. 
It  does  not  favor  the  abeyance  of  estates.  Estates  in  remainder  vest  at  the 
earliest  period  possible,  unless  a  contrary  intention  on  the  part  of  the  testator 
is  clearly  manifested.  *  *  *  Where  it  is  a  remainder  after  a  life  estate, 

it  is  regarded  as  a  vested  remainder,  and  the  possession  only  is  postponed.” 
Kellet  v.  Shepard,  139  Ill.  433,  443,  28  N.  E.  751,  754  and  34  N.  E.  254.  The 
ascertainment  of  any  class  which  is  described  in  a  will  should  be  referred  to 
the  earliest  possible  period  consistent  with  a  fair  interpretation  of  the  will. 
Schouler,  Wills,  (2nd  Ed.)  §  563.  If  the  distribution  is  postponed  for  the 
convenience  of  the  estate,  the  legacy  becomes  vested  at  once,  and  is  not 
postponed  to  the  day  of  payment ;  but  if,  on  the  other  hand,  it  be  postponed 
for  reasons  personal  to  the  legatee  or  devisee,  the  remainder  is  contingent. 
Carpet  v.  Crowl,  149  Ill.  465,  484,  36  N.  E.  1040,  1045.  Applying  these  rules 
to  this  case,  we  find  nothing  in  the  will  indicating  an  intention  that  the 
demise  to  the  remainder-men  was  contingent  upon  their  surviving  the  life  tenant. 
The  words  “after  the  death  of  my  said  wife”  are  rather  to  be  taken  as 
qualifying  the  words  “all  the  remainder  of  my  estate.”  There  is  no  devise 
to  a  trustee  to  hold  the  legal  proceeds.  The  law  favors  the  immediate  vesting 
of  estates,  especially  in  the  case  of  real  estate. 


Aside  from  these  rules  of  construction,  there  is  an  expression  in  the  will 
which  indicates  that  the  testator  intended  the  estate  in  remainder  should  vest 
m  interest  at  liis  death  for  he  devises  it  to  his  surviving  children  “  and  their 
heirs.  If  it  was  his  intention  that  only  such  children  should  take  as  survived 
his  widow,  why  should  he  say  that  his  estate  is  to  be  divided  “  among  my  sur¬ 
viving  children  and  their  heirs?”  This  expression  indicates  that  the  testator 
had  m  mind  that,  in  case  any  of  his  children  should  die  after  his  death,  before 
coming  into  the  beneficial  enjoyment  of  the  estate,  the  heirs  of  such  child 
should  not  be  cut  oft’.  This  construction  conforms  more  nearly  to  the  rules  of 
descent  and  natural  justice.  The  cases  of  Ridgeway  v.  Underwood,  67  Ill.  425, 
and  Blatchford  v.  Newberry,  99  Ill.  11,  are  unlike  the  case  at  bar.  In  each  of 
them  it  was  apparent,  from  the  language  of  the  will  and  the  circumstances 
of  the  case,  that  the  survivorship  referred  to  a  later  time  than  the  death 


of  the  testator.  This  case  is  governed  by  the  principles  determined  in  other 
decisions  of  this  court.  In  addition  to  those  quoted,  we  cite  Hempstead  v. 
Dickson,  20  Ill.  194;  Ducker  v.  Burnham,  146  Ill.  9,  34  N.  E.  558. 


It  will  be  noted  that  in  the  cited  case,  where  the  testator  devised  the 
property  to  the  surviving  children  “  and  their  heirs,”  the  court  held 
that  this  expression  indicated  that  the  testator  intended  that  in  case 


coming  into 


any  of  his  children  should  die  after  his  death,  before 
the  beneficial  enjoyment  of  the  estates,  the  heirs  of  such  child  should 
not  be  cut  off.  In  the  instant  case  the  will  of  George  H.  Faulkin 
contains  a  similar  expression.  The  will  provides  in  effect  that,  when 
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the  youngest  child  arrives  at  lawful  age,  the  estate  shall  be  equalh 
divided  among  the  children  and  the  wife  of  the  testator.  This  pro 
vision  is  followed  by  the  expression  “  and  in  case  of  the  death  of  am 
of  said  children  their  share  shall  go  to  their  legal  heirs.”  It  is  oui 
opinion  that  this  expression  shows  that  the  intention  of  the  testatoi 
was  that,  if  any  of  his  children  died  after  his  death  and  before  tin 
youngest  child  reached  the  age  of  21  years,  the  heirs  of  such  deceasec 
children  should  be  substituted  in  their  stead  and  that  it  was  his  inten¬ 
tion  that  the  property  should  vest  immediately  upon  his  death. 

Anna  Faulkin,  one  of  the  children  of  the  testator,  died  in  1905,  ai 
the  age  of  about  20  I’ears.  She  was  married  and  living  with  hei 
husband  at  the  time  of  her  death  and  left  no  children.  The  remain¬ 
ing  children  received  her  share  of  the  property  in  question,  presum 
*  3  e  t  a  c  e .  -  ^  t  any  rate  no  question  is  raised  by  tluj 

petitioners  as  to  this  point. 

Catherine  M.  Faulkin,  who  took  an  equal  share  under  the  will  ol 
George  H.  Faulkin,  died  in  1908.  All  of  her  property  went  to  hei 
children  who  were  named  in  heT  will.  Under  the  general  rule  ap¬ 
plied  in  the  courts  of  Illinois  that  estates  shall  be  deemed  to  be 
vested  at  the  time  of  the  death  of  the  testator  unless  a  contrary 
intent  is  clearly  manifested  by  the  testator  in  his  will,  we  must  hold 
that  the  children  of  Catherine  M.  Faulkin  took  vested  interests 
under  her  will  at  the  time  of  her  death.  There  is  no  element  of  a 
devise  to  a  class  since  the  devisees  are  set  forth  by  name. 

The  Supreme  Court  of  Illinois,  in  the  case  of  Armxtroiuj  v.  Barber. 
239  111.  389 ;  88  X.  E.  216,  stated : 


While  the  rule  is  general  that  where  there  are  no  words  importing  a  gift, 
other  than  to  the  executors  or  trustees  to  divide  or  pay  at  a  future  time,  tlu* 
legacy  is  contingent,  still,  if  the  payment  is  postponed  for  the  convenience  of 
the  funds  of  the  estate  and  not  for  reasons  personal  to  the  legatee  or  devisee, 
it  should  be  held  vested.  Knight  v.  Pottgieser ,  176  111.  368,  52  X.  E.  934: 
Carter  v.  Carter ,  234  Ill.  507,  85  N.  E.  292:  30  Am.  d  Eng.  Enctj.  of  Law  (2nd 
Ed.)  771. 


1  he  general  rule  referred  to,  that  where  there  are  no  words  importing  a  gift 
otherwise  than  a  direction  to  divide  or  pay  legacies  at  a  future  time  such  a 
legacy  is  contingent,  is  usually  applied  where  the  gift  is  to  a  class;  but  the 
court  will  hesitate  in  applying  it  where  the  gift  is  to  legatees  by  name,  as  in 
this  will.  30  *4 mi.  d  Eng.  Encg.  of  Laic,  (2nd  Ed.)  773;  i'arter  v.  Carter,  supra; 
Howe  v.  Hodge,  152  Ill.  262,  38  N.  E.  1083.  The  absence  of  words  of  immediate! 
gift  will  not  be  held  conclusive  in  deciding  whether  a  gift  or  devise  is  vested, 
or  contingent.  The  rule  on  this  question  is  flexible,  and  does  not  govern  where 
the  wording  of  the  entire  will  indicates  that  it  was  the  testator’s  intention  that 
the  devise  or  gilt  was  to  vest  at  his  death.  *  *  * 

It  seems  clear  to  us  that  in  1922  when  t lie  deeds  were  delivered 
and  the  agreed  valuations  of  the  various  tracts  of  land  were  paid, 
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each  of  the  children  was  a  party  to  a  sale  or  other  disposition  of  prop¬ 
erty  within  the  meaning*  of  section  202  (b)  of  the  Revenue  Act  of 
1921.  Each  had  on  March  1,  1913,  a  vested  interest  in  the  property 
left  by  each  parent.  Each  held  an  undivided  one-seventh  interest 
in  each  tract  of  land.  In  our  findings  of  fact  we  have  set  forth  a 
deed  typical  of  each  of  those  executed  by  the  children  covering  the 
real  estate.  In  that  deed,  although  the  name  of  George  H.  Faulkin 
appears  as  grantor  to  himself,  it  is  obvious  that  he  received  nothing 
by  virtue  of  his  joining  in  such  grant  to  himself.  Since  he  already 
held  an  undivided  one-seventh  interest  in  the  tract  of  land,  the  only 
interest  which  he  received  was  the  remaining  six-sevenths  which 
was  held  b}^  the  other  children.  Each  of  the  other  children,  how¬ 
ever,  conveyed  an  undivided  one-seventh  interest  to  George.  George, 
himself,  conveyed  to  each  of  the  other  parties  who  received  land  his 
undivided  one-seventh  interest  in  the  land  which  they  received.  The 
same  proposition  applies  to  each  of  the  other  three  children  who  re¬ 
ceived  land  at  this  time.  Three  of  the  children,  Wesley  Faulkin, 
Paul  E.  Faulkin  and  Rosa  Burrows  received  no  land  but  each  sold 
his  or  her  undivided  one-seventh  interest  in  each  tract  of  land. 

The  question  presented  in  the  instant  proceeding  is  entirely  dif¬ 
ferent  from  that  presented  in  F.  W.  Matthiessen ,  Jr .,  2  B.  T.  A.  921, 
in  which  we  held  that  a  residuary  legatee  under  a  will  acquired  per¬ 
sonal  property  within  the  meaning  of  section  213  (b)  (3)  of  the 
Revenue  Act  of  1918,  at  the  time  it  was  distributed  by  the  executor 
>r  trustee,  and  not  at  the  time  of  the  death  of  the  testator.  In  that 
•ase  we  found  that  title  did  not  vest  m  the  residuary  legatee  until 
(the  time  of  distribution. 

In  the  instant  case,  we  are  dealing  with  real  property,  the  title 
o  which  descends  directly  to  the  heirs  of  the  deceased  owner,  and 
loes  not  pass  to  the  executor  unless  it  is  provided  expressly,  or  by 
lecessary  implication  in  the  will. 

In  the  case  of  Emmerson  v.  Merritt ,  249  Ill.  538;  94  N.  E.  955, 
he  Supreme  Court  of  Illinois  held  that  where  the  will  merely  au- 
horized  the  executor  to  convey  testator’s  land  and  make  distribution 
>f  the  proceeds  according  to  the  will,  he  had  no  title  to  such  land. 

In  Anderson  v.  Shepard ,  285  Ill.  544;  121  A.  E.  215,  the  Supreme 
Jourt  of  Illinois  stated  : 

*  *  *  An  executor  has  no  estate  in  or  power  over  the  real  estate  of  the 

estator  by  virtue  of  the  law  and  has  only  such  estate  or  power  as  is  granted 
>y  the  will.  An  administrator  takes  no  title  to  real  estate,  either  legal  or  equi- 
able,  but  it  descends  to  and  vests  in  the  heirs  at  once  upon  the  death  of  the  an- 
■estor.  The  administrator  has  neither  control  over  nor  concern  with  the  real 
■state,  but  becomes  invested  by  the  statute  only  with  a  mere  naked  power  to 
ipply  to  a  court  for  and  obtain  leave  to  sell  the  same  in  case  the  personal 
state  is  insufficient  to  pay  debts.  The  heirs  hold  title  in  their  own  right, 
abject,  only  to  the  payment  of  Hie  debts  of  their  ancestor  in  ihe  particular 
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mode  prescribed  by  law  and  for  the  purpose  prescribed  and  may  sell  and  con¬ 
vey  their  title  without  hindrance.  Hall  v.  Hall,  2  Gilman,  176;  Smith  v.  Mao 

Connell,  17  Ill.  135,  63  Am.  Dec.  340;  Walbridge  v.  Day ,  31  Ill.  379,  83  Am. 

Dec.  227;  Phelps  v.  Funkhouser,  39  Ill.  401;  Le  Moyne  v.  Quimby,  70  Ill.  399; 
Beebe  v.  Sanlter,  87  Ill.  518;  Ryan  v.  Duncan,  88  Ill.  144;  Gammon  v.  Gammon. 
153  Ill.  41.  38  N.  E.  890 ;  Noe  v.  Moutray,  170  Ill.  169,  48  N.  E.  709 ;  Burr  v. 
Bloemer,  174  Ill.  638,  51  N.  E.  821.  *  *  * 

In  the  case  of  Drake  v.  Steele,  242  III.  301,  the  Supreme  Court  of 
Illinois  construed  a  will  which  provided  in  part : 

Fourth :  It  is  my  will  and  request  that  my  entire  estate,  after  the  payment 
of  the  items  hereinabove  directed,  be  held  by  the  executor  hereinafter  named 
in  trust  for  the  use  and  maintenance  of  my  wife,  Milbra  Stivers,  and  my 
children,  viz.,  *  *  *. 

Fifth:  At  the  time  of  the  death  of  my  said  wife,  Milbra  Stivers,  or  at  such 

time  as  she  may  cease  to  be  my  widow,  it  is  my  will  and  request  that  my 

entire  estate  be  divided  equally  between  my  four  children,  viz.,  *  *  *. 

In  that  case  the  court  said : 

*  *  *  It  is  a  familiar  rule  that  the  estate  of  a  trustee  in  real  estate 

which  is  the  subject  matter  of  the  trust  is  commensurate  with  the  power 
of  the  trust  and  the  purpose  to  be  effected  by  it.  Lawrence  v.  Lawrence,  181 
Ill.  248,  54  N.  E.  918.  Does  the  provision  in  the  fifth  clause  of  the  will,  which 
states  that  when  the  children  arrive  at  lawful  age  “their  distributive  share 
of  my  estate  be  paid  to  them,”  etc.,  necessarily  mean  that  it  is  to  be  paid  to 
them  by  the  executor  or  trustee?  And,  if  so,  does  it  give  the  executor  or 
trustee  power  of  sale  for  that  purpose?  Reading  the  entire  will  together,  it  is 
not  at  all  certain  that  the  testator  intended  that  the  executor  or  trustee  should 
have  anything  to  do  with  dividing  this  real  estate  among  his  children.  But 
conceding,  for  the  sake  of  the  argument,  that  the  fifth  clause  was  intended 
to  give  him  power  to  distribute  and  pay  over  to  the  children  their  shares  at 
a  given  time — and  in  order  to  do  this  he  must  have  the  power  of  selling  the 
property — we  think  it  is  quite  clear  that  it  was  for  that  purpose  merely,  and 
not  a  power  coupled  with  an  interest.  In  Lambert  v.  Harvey,  100  Ill.  338,  this 
court  held  that,  where  the  executor  of  a  will  is  directed  to  sell  the  real  estate 
and  divide  the  proceeds  between  certain  devisees,  he  takes  only  a  power  of 
sale;  that  being  all  that  is  necessary  to  execute  the  will,  and  no  legal  estate 
in  the  land.  In  1  Perry  on  Trusts  (5th  Ed)  §  298,  the  author  says:  “It  may 
happen  that,  although  words  of  express  trust  are  used  in  the  grant  or  bequest 
of  an  estate  to  a  trustee,  yet  no  estate  vests  or  remains  in  the  trustee.  This 
may  be  because  only  a  power  is  given  and  no  estate,  as  where  a  testator 
simply  directs  his  executor  to  sell  certain  property  and  apply  the  proceeds 
to  certain  purposes  instead  of  granting  the  property  to  the  executor  or  trustee 
to  sell,  etc.,  or  because  the  statute  of  uses  executes  the  legal  estate  at  once 
in  the  cestui  que  trust.”  See,  also,  Fay  v.  Fay,  1  Cush.  (Mass.)  93,  and  28 
Am.  &  Eng.  Ency.  of  Law  (2nd  Ed)  p.  928,  and  cases  cited. 

We  are  disposed,  however,  to  hold,  considering  the  entire  will  together,  that 
no  active  duties  devolved  upon  the  executor  or  trustee  with  reference  to  the 
real  estate  here  in  question,  and  therefore  the  trust  as  to  such  real  estate 
was  a  passive  or  dry  trust,  which  the  statute  of  uses  executed  immedi¬ 
ately.  *  *  * 

Under  the  principles  laid  down  in  the  cited  cases,  we  must  conclude 
that,  under  the  wills  of  both  George  II.  Faulkin  and  Catherine  M. 
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F aulkin,  title  to  the  real  property  contained  in  their  estates  descended 
directly  to  their  heirs,  and  did  not  vest  in  the  executors,  or  in  the 
trustees  under  the  will  of  Catherine  M.  Faulkin. 

No  evidence  was  submitted  to  show  the  March  1,  1913,  value  of 
the  land  and  in  the  absence  thereof  the  holding  of  the  respondent 
with  regard  to  the  petitioners,  Henry  J.  Faulkin,  George  Id.  Faulkin, 
Wesley  d  aulkin,  John  T.  Culbertson,  Jr.,  and  Rosa  Burrows,  w,ill 
not  be  disturbed.  So  far  as  the  record  shows,  however,  no  deficiency 
letter  was  sent  to  either  Margaret  Miller  or  to  Catherine  Martin,  and 
since  an  appeal  must  be  based  upon  a  deficiency  letter,  we  have  no 
jurisdiction  so  far  as  they  are  concerned. 

Reviewed  by  the  Board. 

J udgment  will  be  entered  for  the  respondent 
with  respect  to  Henry  J .  Faulkin,  George  II. 
F aulkin,  Wesley  Faulkin,  John  T .  Culbertson, 
Jr.,  Rosa  Burr  ores,  Fritz  Miller  and  Floyd  R. 
Martin.  Order  of  dismissal  mill  be  entered 
as  to  Catherine  Martin  and  Margaret  Miller. 

Milliken  dissents. 


J.  W.  Auld,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  12169.  Promulgated  October  24,  1928. 

In  the  taxable  years  the  petitioner  was  tbe  trustee  and  residu¬ 
ary  legatee  of  an  estate  burdened  by  the  will  of  the  testator  with 
the  payment  of  certain  annuities  to  other  legatees  under  the  will. 

Held,  that  the  income  of  the  residuary  estate  paid  as  annuities 
was  not  taxable  to  the  petitioner. 

George  B.  Thummell,  Esq.,  for  the  petitioner. 

P .  M.  Clark,  Esq.,  for  the  respondent. 

The  respondent  has  asserted  a  deficiency  in  income  taxes  for  the 
years  1920  and  1921,  in  the  respective  amounts  of  $23.39  and  $1,38.10. 
The  only  question  involved  is  whether  certain  annuities  paid  in  the 
taxable  years  by  the  petitioner  as  executor  and  trustee  under  a  will 
which  names  him  as  residuary  legatee  may  be  deducted  from  the 
gross  income  of  such  payor  in  the  determination  of  his  personal  in¬ 
come-tax  liability. 

FINDINGS  OF  FACTS. 

The  petitioner  is  an  individual  who  resides  in  Red  Cloud,  in  the 
State  of  Nebraska. 

1S277— 28 - 5 
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An  uncle  of  the  petitioner,  IV.  T.  Auld,  died  testate  prior  to  the 
taxable  37ears  here  involved.  The  terms  of  his  will,  so  far  as  they 
are  pertinent  to  the  issues  here,  are  as  follows : 

6.  I  give  and  bequeath  to  my  sister,  Willa  Auld,  Five  Thousand  Dollars 
($5,000.00)  in  cash  and  Two  Hundred  and  Fifty  Dollars  ($250.00)  per  month,  I 
and,  to  my  sister.  Mary  Finally,  I  give  and  bequeath  Two  Hundred  and  Fifty 
Dollars  ($250.00)  per  mon  li.  *  *  *  The  said  monthly  payments  shall  be 

made  by  my  executors  during  the  course  of  administration,  and,  afterwards, 
by  my  trustees  aforesaid. 

10.  All  the  rest,  residue  and  remainder  of  my  estate,  of  whatever  kind  or 
character  and  wherever  situated,  I  give,  bequeath  and  devise  to  my  nephew, 
J.  W.  Auld,  of  Red  Cloud,  Nebraska. 

11.  I  designate  and  appoint  my  friend,  H.  S.  Clarke,  Jr.,  of  Omaha,  Nebraska, , 
and  my  nephew,  J.  W.  Auld,  of  Red  Cloud,  Nebraska  as  my  executors  and 
trustees,  without  bond,  to  carry  out  and  execute  the  trusts  and  purposes  herein 
declared.  If  either  of  these  trustees  shall  not  accept  I  he  trust  or  shall  die, 
resign,  or  become  otherwise  disqualified,  the  other  shall  have  full  power  and 
authority  to  execute  the  trusts  herein  mentioned  or  created. 

The  will  was  duly  probated  and  the  petitioner  qualified  as  executor 
and  trustee  under  the  terms  of  the  will.  On  May  11,  1920,  theu 
Probate  Court  of  Webster  County,  Nebr.,  made  and  entered  the] 
following  decree  of  distribution : 

In  the  Matter  of  the  Estate  of  W.  T.  Auld,  deceased, 

DECREE  OF  DISTRIBUTION 

Now,  on  this  11th  day  of  May,  1920,  this  cause  came  on  for  hearing  upon  the^ 
petition  of  J.  W.  Auld,  executor  of  the  last  will  of  W.  T.  Auld,  deceased,  for 
a  decree  distributing  assets,  and  was  submitted  to  the  court  upon  the  plead¬ 
ings,  files  and  evidence,  upon  consideration  whereof  the  court  finds: 

I. 

That  due  and  legal  notice  of  the  filing  and  pendency  of  said  petition  and  of 
the  time  fixed  by  the  court  for  the  hearing  thereof  has  been  given  to  all 
persons  interested  in  said  estate. 

II. 

That  the  said  executor,  being  also  the  residuary  legatee  named  in  said  will, 
has  given  the  bond  provided  for  in  Section  1328,  Revised  Statutes  of  Nebraska, 
for  1913.  and  such  bond  has  been  duly  approved  and  is  in  full  force  and  virtue. 

III. 

That  all  debts,  funeral  charges,  expenses  of  administration  and  all  lawful 
charges  of  every  character  against  said  estate,  whether  presented  to  the  court 
or  to  the  executor,  have  been  fully  paid  and  satisfied. 

IV. 

That  all  devises  and  all  legacies,  gifts  of  money  and  property  mentioned  io 
said  will  have  been  by  said  executor  assigned,  transferred  and  delivered  to 
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the  beneficiaries  and  trustee  entitled,  by  the  terms  of  the  will,  to  have  and 
receive  the  same. 

V. 

That  said  J.  W.  Auld,  as  the  residuary  legatee  named  in  said  will,  is  en¬ 
titled  to  have  and  receive  absolutely,  in  his  own  right,  all  the  moneys  and 
property,  both  real  and  personal,  owned  by  the  said  W.  T.  Auld,  at  the  time  of 
his  death,  excepting  only  such  part  thereof  as  has  been,  in  the  course  of  ad¬ 
ministration,  applied  to  the  payment  of  creditors’  claims,  expenses  of  adminis¬ 
tration,  funeral  expenses  and  other  charges  heretofore  paid  and  allowed  or 
approved  by  this  Court. 

VI. 

That  said  estate  has  been  fully  administered  and  is  now  ready  for  distribution. 

It  Is,  Therefore,  Considered,  Adjudged  and  Decreed  by  the  Court : 

(A)  That  all  the  moneys  and  personal  property  constituting  part  of  the 
Estate  of  W.  T.  Auld,  deceased,  now  remaining  in  the  hands  of  J.  W.  Auld, 
as  executor  of  the  last  will  of  W.  T.  Auld,  deceased,  be  and  the  same  are  as¬ 
signed  and  set  oier  to  him,  the  said  J.  W.  Auld,  as  the  residuary  legatee 
named  in  said  will ;  and  liis  absolute  title  thereto  is  hereby  ratified  and  con¬ 
firmed  against  the  claims  of  all  persons  whomsoever. 

(B)  And  It  Is  Further  Ordered,  Considered  and  Adjudged,  that  all  the 
following  described  real  estate  owned  by  the  said  W.  T.  Auld,  deceased,  at 
the  time  of  his  death,  to- wit : 

(1)  Sec.  16,  and  NE.  14  NW  14  and  N  y2  and  SE  14  NE  14  Sec.  28-38-8,  in 
Douglas  County,  Oregon ; 

(2)  South  100  acres  of  SW  14  Sec.  12,  and  South  60  acres  of  SE  14  Sec.  11, 
and  W  y2  NE  14  and  E  %  NW  *4  Sec.  14,  all  in  Twp.  4,  R.  19,  in  Harlan 
County,  Nebraska; 

(3)  S  y2  NE  %  and  SE  14  of  Sec.  31-75-37  in  Cass  County,  Iowa; 

(4)  W  y2  NE  14  and  NW  %  Sec.  6-74-37,  in  Cass  County,  Iowa. 

(5)  E  y2  and  SW  14  Sec.  21-75-38  in  Pottawattamie  County,  Iowa; 

(6)  N  y2  NE  y4  and  N  2  acres  SE  14  NE  14  and  S  37.91  acres  of  SE  14 

NE  14  and  that  part  of  Lot  1,  Auditor’s  subdivision  of  the  SW  14  NE  14 
lying' east  of  the  Nishnabotna  River,  containing  8.1  acres;  and  that  part  of 
Lot  2,  Auditor’s  sub-division  of  the  SW  14  NE  14  lying  east  of  the  Nishna¬ 
botna  River,  containing  2.62  acres,  all  in  Sec.  1-74-38,  in  Pottawattamie 
County,  Iowa,  and  all  other  lands  belonging  to  said  estate,  except  that  here¬ 
inafter  described  is  hereby  assigned  and  transferred  in  fee  simple  to  J.  W. 
Auld  as  the  residuary  legatee  named  in  said  will;  subject  to  the  life  estate 
of  B.  G.  Auld  in  S  y2  NE  14  and  SE  14  Sec.  31—75-37  in  Cass  County,  Iowa  ; 

W  y2  NE  14  and  NW  14  Sec.  6-74-37,  in  Cass  County,  Iowa ;  N  y2  NE  %  and 

N  2  acres  SE  14  NE  14  and  S  37.91  acres  of  SE  14  NE  14  and  that  part  of  Lot 
1,  Auditor’s  subdivision  of  the  SW  14  NE  14  lying  east  of  the  Nishnabotna 
River  containing  8.1  acres ;  and  that  part  of  Lot  2,  Auditor’s  subdivision  of  the 
SW  14  NE  14  lying  east  of  the  Nishnabotna  River,  containing  2.62  acres,  all 
in  Sec.  1-74-38,  in  Pottawattamie  County,  Iowa;  as  provided  in  the  9th  para¬ 
graph  of  said  will ;  and  the  absolute  title  of  J.  W.  Auld  to,  and  ownership  of, 
all  of  said  real  estate  is  hereby  ratified  and  confirmed  against  the  claims  of 
all  persons  whomsoever. 

(C)  It  is  Further  Ordered,  Considered  and  Adjudged  that  the  following 
described  real  estate,  to-wit: 

(1)  SW  153  acres  of  NW  14  in  Sec.  36-75-20  in  Marion  County,  Iowa; 
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(2)  E  V±  NE  Vi  Sec.  35-75-20  in  Marion  County,  Iowa; 

(3)  N  15  acres  NW  Vi  SE  %  and  the  S  34  acres  of  SW  Vi  NE  Vi  and  the 
E  y2  SE  Vi  and  S  34  acres  of  the  SW  Vi  SE  Vi  and  the  S  6  acres  of  SE  Vi 
SW  Vi  ip  Sec.  35-75-20  in  Marion  County,  Iowa. 

(4)  SE  Vi  SW  Vi  and  SW  %  SW  Vi  and  NW  Vi  SW  %  Sec.  25-75-20,  in 

Marion  County,  Iowa.  , 

(5)  SE  %  SE  Vi  and  E  %  NE  %  SE  Vi  Sec.  26-75-20,  in  Marion  County, 
Iowa. 

(6)  An  undivided  V2  interest  in  the  N  31  acres  of  NW  Vi  SE  Vi  and  E  V2 
NW  Vi  and  the  NE  Vi  SW  Vi •  Sec.  34-75-20  in  Marion  County,  Iowa;  are 
hereby  assigned  and  transferred  to  A.  C.  Finarty,  to  have  and  to  hold  the  same 
unto  himself  and  his  three  sons  now  living,  according  to  the  terms  and  condi¬ 
tions  of  the  8th  paragraph  of  said  will ; 

(D)  And  it  is  Further  Ordered,  Considered  and  Adjudged  that  the  following 
described  real  estate,  to-wit :  S  y2  of  the  middle  division  of  the  N  Vi  Sec. 
6-75-19  in  Marion  County,  Iowa,  is  hereby  assigned  and  transferred  to  Harry 
Finarty  to  have  and  to  hold  the  same  unto  himself  and  his  children,  according 
to  the  terms  and  conditions  of  the  5th  paragraph  of  said  will. 

(E)  And  it  is  Further  Ordered,  Considered  and  Adjudged  that  the  payment 
and  delivery  of  the  various  legacies  mentioned  in  said  will  to  the  beneficiaries 
entitled  to  have  and  receive  the  same,  according  to  the  fifth  finding  of  fact 
above  set  out,  is  hereby  ratified  and  approved ;  and  the  title  of  such  beneficiaries 
to  the  money  and  property  by  them  so  received  in  satisfaction  of  such  legacies 
is  hereby  quieted  and  confirmed  against  the  claims  of  all  persons  whomsoever. 

By  the  Court, 

[seau. ]  A.  D.  Banney, 

County  Judge. 

Filed  May  11,  1920,  A.  D.  Ranney,  County  Judge. 

On  February  9,  1921,  the  Probate  Court  of  Webster  County, 
Nebraska,  made  and  entered  a  supplemental  decree  of  distribution,  of 
which  the  parts  relevant  to  this  proceeding  are  as  follows; 

At  this  time,  to-wit:  the  9th  day  of  February,  1921,  this  matter  came  on 
to  be  heard  upon  the  supplemental  report  of  J.  W.  Auld,  executor  and  residuary 
legatee,  and  was  submitted  to  the  court,  upon  consideration  whereof  the  court 
finds  that  all  debts,  funeral  charges,  expenses  of  administration  and  all  lawful 
charges  of  every  character  against  said  estate,  whether  presented  to  the  Court 
or  to  the  executor,  have  been  fully  paid  and  satisfied,  and  that  all  of  the  devises 
and  all  legacies  and  gifts  of  money  mentioned  in  said  will  have  been  by  said 
executor  assigned,  transferred  and  delivered  to  the  beneficiaries  and  trustee 
entitled  by  the  terms  of  the  will  to  have  and  receive  the  same ;  that  the  said 
J.  W.  Auld,  as  residuary  legatee  named  in  the  said  will,  is  entitled  to  have 
and  receive  absolutely  in  his  own  right  all  the  money  and  property,  both  real 
and  personal,  owned  by  the  said  W.  T.  Auld,  excepting  only  such  part  thereof 
as  has  been  in  the  course  of  administration  applied  to  the  payment  of  cred¬ 
itor’s  claims,  expenses  of  administration,  funeral  expenses  and  the  other 
charges  heretofore  paid  and  allowed  or  approved  by  the  court. 

It  is,  Therefore,  Considered,  Adjudged  and  Decreed  by  the  court  (hat  all 
(he  money,  credits  and  personal  property  constituting  part  of  the  estate  of 
W.  T.  Auld.  deceased,  now  remaining  in  the  hands  of  J.  W.  Auld  as  executor 
of  the  last  will  of  W.  T.  Auld,  deceased,  be  and  the  same  are  hereby  assigned 
and  set  over  to  J.  W.  Auld,  as  the  residuary  legatee  named  in  said  will,  and 
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his  absolute  title  thereto  is  hereby  ratified  and  confirmed  against  the  claims 
of  all  persons  whomsoever. 


By  the  Court, 
A.  D.  Ranney, 


[seal] 


County  Judge 


Filed  Feb.  9,  1921,  A.  D.  Ranney,  County  Judge. 

In  the  taxable  years  the  petitioner  paid  the  annuities  bequeathed 
in  paragraph  six  of  the  will  in  the  amount  of  $6,000  for  each  of  such 


years. 


The  petitioner  made  no  fiduciary  returns  of  the  income  of  the 
estate  in  either  of  the  taxable  i^ears.  In  his  income-tax  return  for 
each  of  such  years  he  included  in  his  gross  income  the  entire  income 
of  that  part  of  the  estate  of  W.  T.  Auld  which  he  had  received  under 
the  terms  of  the  will  and  by  decree  of  the  probate  court,  and  for 
each  of  such  years  deducted  the  amount  of  $6,000  from  his  gross 
income  on  account  of  his  payment  of  the  annuities  bequeathed  by 
the  will  in  paragraph  6  thereof.  Upon  audit  of  such  returns  the 
Commissioner  disallowed  the  deduction  so  taken  and  determined 
the  deficiencies  in  income  tax  here  in  controversy. 


OPINION. 


Lansdon:  The  only  question  here  is  whether  the  amount  of  $6,000 
paid  by  the  petitioner  as  annuities  under  the  terms  of  the  will  under 
which  he  was  executor  and  trustee  was  taxable  income  to  him  in  each 
of  the  taxable  years.  The  respondent  contends  that,  as  the  will 
makes  no  specific  provision  for  the  payment  of  the  annuities  from  the 
income  of  the  estate,  such  payments  may  not  be  deducted  from  the 
gioss  income  of  the  petitioner  and,  presumably,  must  be  regarded 
as  gifts  by  him  to  the  annuitants  named  in  the  will. 

When  payments  are  to  be  made  from  time  to  time  out  of  the  assets 
of  an  estate,  the  general  rule  of  law  is  that  the  income  only  shall 
be  used  unless  it  is  the  clear  intention  of  the  testator  that  the  corpus 
or  the  corpus  and  the  income  shall  be  drawn  upon  to  meet  them, 
the  intent  being  to  preserve  the  corpus  for  the  purpose  of  producing 
more  income.  In  the  instant  case  the  will  does  not  provide  whether 
the  annuities  in  question  shall  be  paid  from  income  or  corpus,  but 
directs  only  that  “the  said  monthly  payments  shall  be  made  by  my 
executors  during  the  course  of  administration,  and,  afterwards,  by 
niy  trustees  aforesaid.” 

In  the  case  of  Walcott  v.  Pitcher ,  7  R.  I.  55^,  the  Supreme  Court 
of  Rhode  Island  said : 

Annuities,  from  their  nature,  are  evidently  intended  to  come  out  of  income, 
it  being  most  natural  that  annual  payments  should  be  made  from  annual  re- 
ipts. 
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The  Supreme  Court  of  Massachusetts  takes  a  similar  view  of  the 
law  in  Hammond  v.  Hammond ,  169  Mass.  82;  47  N.  E.  535,  in  which 
it  said : 

Even  if  there  were  no  express  provision  in  regard  to  payment,  the  division 
of  the  legacies  to  each  of  his  children  into  five  equal  parts,  one  to  be  paid 
in  each  year,  would  be  an  indication  that  they  were  to  be  paid  from  income, 
rather  than  from  the  principal  of  his  estate.  In  Cummings  v.  Cummings , 
1405  Mass.  501.  10  N.  E.  401,  it  was  said  that  “  the  very  nature  of  an  annuity 
suggests,  when  those  charged  with  the  payment  of  its  have  in  their  hands  a 
fund  producing  income  sufficient  to  pay  it.  that  the  payment  should  be  made 
from  the  income,  and  not  from  the  principal.” 


To  the  same  effect  also  is  the  holding  of  the  Supreme  Court  of 
North  Carolina,  in  Ewing  v.  Ewing ,  115  N.  C.  366,  in  deciding  a 
controversy  resulting  from  the  direction  of  a  testator  that  the  execu¬ 
tor  of  his  estate  should  pay  his  widow  $300  annually  during  her 
life,  without  indicating  the  source  from  which  such  payments  were 
to  be  made. 

Inasmuch  as  the  Commissioner  disallowed  the  deductions  in  con¬ 
troversy  solely  on  the  ground  that  the  will  makes  no  provision  for 
the  payment  of  the  annuities  from  the  income  of  the  residuary  estate, 
it  would  seem  that  the  cases  cited  above  conclusively  indicate  that 
the  deficiency  here  was  erroneously  determined.  The  Nebraska  Code 
is  derived  directly  from  that,  of  Massachusetts  and  it  follows,  we 
think,  that  Massachusetts  decisions  should  have  great  weight  in 
Nebraska.  It  is  pertinent,  if  not  substantially  material,  however, 
that  we  discuss  the  duties  of  this  petitioner  under  the  terms  of  the 
will  and  the  obligations  which  devolved  upon  him,  if  any,  when 
he  took  title  to  the  residuary  estate  in  conformity  with  decrees  of 
distribution  made  by  the  probate  court. 

The  petitioner,  as  executor  and  trustee,  took  the  testator’s  estate 
burdened  with  all  the  obligations  created  by  the  will.  It  was  and 
is  his  duty  to  effect  all  the  purposes  of  the  will,  among  which  was 
the  pajunent  of  the  annuities  here  involved.  In  our  opinion  it  is  not 
material  that  no  specific  portion  of  the  estate  was  earmarked  and 
set  apart  as  a  trust  fund  for  the  payment  of  the  annuities  from  the 
income  thereof.  As  was  said  by  the  Supreme  Court  of  Nebraska  in 
Romig  v.  West  Point  Butter  Co .,  12  Neb.  567;  11  N.  IV.  884: 


It  is  a  well-known  principle  of  equity  jurisprudence  that  that  which 
to  have  been  done  by  a  person  acting  in  a  fiduciary  or  trust  capacity 
for  the  purposes  of  justice  and  equity,  be  deemed  to  have  been  done.  * 


ought 

will, 

*  * 


Also,  in  Stitzer  v.  Whittaker  (Neb.),  1)1,  N.  IV.  713,  the  same 
court  said : 

A  trustee  may  do,  without  a  decree  or  order  of  court,  that  which  the  court 
would  order  or  decree  him  to  do  on  a  showing  made. 
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It  was  within  the  power  of  the  petitioner  as  executor  either  to 
set  apart  sufficient  property  to  provide  for  the  payments  required  by 
the  terms  of  the  will  or  to  convert  a  portion  of  the  estate  into  an- 
unities  purchased  for  the  benefit  of  the  legatees.  As  he  did  neither, 
we  think  it  rollows  that  as  trustee  he  took  the  entire  estate  impressed 
with  a  trust  for  the  benefit  of  the  annuitants  under  the  will. 

In  this  case  the  will  creates  a  trust,  if  not  by  its  express  terms 
at  least  by  implication.  The  petitioner  by  absolute  devise  is  made 
the  residuary  legatee,  and  we  think  this  was  subject  to  all  the  obliga¬ 
tions  created  by  that  instrument.  This  conclusion  is  supported  by 
Perry  on  Trusts,  sec.  93,  in  the  following  language: 

But  if  any  words  in  the  will  itself  clearly  qualify  an  absolute  devise  in  the 
will,  and  show  the  testator  s  intent  that  others  should  share  the  property,  the 
devisee  holds  in  trust. 

It  is  clear  that  the  petitioner  took  the  property  as  trustee  subject 
to  the  obligation  of  accomplishing  the  purposes  of  the  testator.  The 
decree  of  the  probate  court  neither  lifted  this  obligation  nor  changed 
the  status  of  the  property  in  so  far  as  it  was  impressed  with  a  trust 
under'  the  terms  of  the  will,  since  that  court  was  without  equitable 
jurisdiction  and  could  not  administer  over  trust  estates.  In  Ander¬ 
sen  v.  Andersen ,  69  Neb.  565;  96  N.  W.  276,  the  Supreme  Court  of 
Nebraska  said : 

The  county  court  has  jurisdiction  to  construe  wills  for  the  purposes  of  the 
administration  and  settlement  of  estates.  But  the  construction  of  a  will  in 
such  a  case  is  for  the  information  and  benefit  of  the  executor  or  administrator 
only,  in  order  to  advise  him  what  course  to  pursue.  It  will  protect  him  from 
any  charge  of  maladministration  of  the  estate,  but  it  adjudicates  nothing 
beyond  his  rights  and  liabilities  in  the  execution  of  his  office.  Controversies 
between  adverse  claimants  under  the  devise  will  not  be  affected  thereby. 

A  careful  scrutiny  of  the  decrees  of  distribution  indicates  that  the 
probate  court  expressly  recognizes  the  existence  of  the  trust  since  it 
says  “  all  devises  and  all  legacies  and  gifts  of  money  mentioned  in 
said  will  have  been  by  said  executor  assigned,  transferred  and  deliv¬ 
ered  to  the  beneficiaries  and  trustee  entitled  by  the  terms  of  the 
will  to  have  and  receive  the  same.”  From  this  language  it  is  ap¬ 
parent  that  the  probate  court  respected  its  jurisdictional  limitations 
and  dealt  with  the  petitioner  only  as  an  executor  who  was  there  to 
prove  his  discharge  of  his  duties  as  such  and  receive  the  approval  of 
the  court  therefor. 

The  second  finding  of  fact  of  the  first  decree  of  distribution  recites 
that  the  executor,  being  also  the  residuary  legatee,  had  given  the 
bond  provided  for  in  section  1328,  Revised  Statutes  of  Nebraska,  for 
1913,  that  such  bond  has  been  approved  and  is  in  full  force  and 
virtue.  The  statutory  provision  requiring  the  bond  so  mentioned 
is  as  follows : 
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Bond  as  Residuary  Legatee,  If,  however,  the  executor  shall  be  a  residuary 
legatee,  instead  of  the  bond  described  in  the  preceding  section  he  may  give  a 
bond  in  such  sum  and  with  such  sureties  as  the  court  may  direct,  with  a 
condition  only  to  pay  all  the  debts  and  legacies  of  the  testator,  and  in  such 
case  he  shall  not  be  required  to  return  an  inventory. 

The  bond  filed  by  the  petitioner  was  merely  cumulative  security 
for  the  payment  of  all  claims  against  the  estate  and  relieved  the 
executor  from  the  necessity  of  filing  an  inventory.  It  is  also  author¬ 
ity  for  the  court’s  order  of  distribution.  In  releasing  the  uninven¬ 
toried  assets  to  the  residuary  legatee,  the  order  of  the  probate  court 
is  no  more  than  a  quitclaim  to  such  property  since  the  residuary 
estate  is  still  undetermined  and  the  residuary  legatee  takes  it  subject 
to  all  unliquidated  claims  which  follow  that  portion  of  the  estate 
delivered  to  the  petitioner  and  are  a  lien  on  it  until  paid.  In  dis¬ 
cussing  a  somewhat  similar  situation  in  Thompson  v.  Pope’s  Estate J 
77  Neb.  338;  109  N.  W.  198,  the  Supreme  Court  of  Nebraska  said: 


*  *  *  The  view  has  been  taken  that  the  giving  of  a  bond  to  pay  the  debts 

and  legacies  by  an  executor  and  residuary  legatee  administers  the  estate; 
that  the  bond  is  substituted  for  the  assets,  and  that  creditors  and  legatees 
thereafter  cannot  follow  the  estate,  but  are  confined  to  a  remedy  upon  the 
bond  *  *  *.  To  give  the  law  the  effect  contended  for  by  the  appellee  would 

nullify  the  sections  which  make  the  estate  of  the  deceased  liable  to  the  claims 
of  creditors,  and  would  substitute  in  many  cases  the  uncertainty  and  vexation 
of  an  action  upon  a  bond  for  the  certainty  of  a  recourse  to  the  estate  of  the; 
deceased  remaining  undisposed  of  in  the  hands  of  the  executor.  Such  con¬ 
struction  to  our  mind  would  be  unfair  to  creditors.  *  *  *  The  giving  of  a 

bond  to  pay  the  debts  and  legacies  by  an  executor  and  residuary  legatee  there 
fore  is  merely  cumulative,  and  adds  the  security  of  the  bond  to  the  provisions 
already  made  for  the  preservation  of  the  rights  of  creditors.  *  *  * 


In  the  case  of  Wilson  v.  Foss ,  2  Neb.  TTnof.  428;  89  N.  AV.  300, 
the  residuary-legatee-executors  filed  the  statutory  bond  and  there¬ 
after  sold  some  land  which  was  a  part  of  the  assets  of  the  estate. 
Later  they  defaulted  in  the  payment  of  certain  annuities  and  a  suit 
was  brought  against  the  purchaser  of  the  land,  in  which  it  was  sought 
to  have  such  land  charged  with  the  payment  of  the  annuities.  The 
trial  court  held  for  the  plaintiff's  and  in  affirming  that  decision  the 
Supreme  Court  said : 


1.  The  lirst  question  is,  did  the  will  make  these  legacies  a  charge  upon  tin* 
land?  It  contained  these  provisions:  “  Said  legacies  to  he  paid  by  my  execute!, 
out  of  my  estate:”  and,  “I  give  and  devise  all  the  residue  of  my  estate,  hot!) 
real  and  personal,  to  my  two  children,  Annie  II.  Neeley  and  Richard  S.  Molouy. 
Jr.,  to  be  divided  equally  between  them,  and  to  their  heirs,  forever."  Under  j 
these  provisions,  there  can  be  no  doubt  that  the  legacies  were  made  a  charge 
upon  the  land.  “  If  legacies  be  given  generally,  and  afterwards  the  residue  oi 


the  real  and  personal  estate  be  given  in  one  mass,  the  legacies  constitu  e  a 
charge  upon  the  whole  residuary  estate, — real  as  well  as  personal.”  Beach, j| 
Wills  8  248;  Turner  v.  Gibb ,  48  N.  J.  Eq.,  526,  22  Atl.  580;  In  re  Neu>comb'4 
Will,  08  la.  175,  67  N.  W.  587. 
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o.  I  lie  defendants,  having  taken  their  title  from  the  devisees  named  in  the 
will,  were  bound  to  take  notice  of  the  title  of  their  grantors  as  disclosed  by 
the  record,  and  cannot  now  claim  any  right  as  innocent  purchasers.  Th<i 
decree  of  the  district  court  fixed  these  legacies  as  charges  upon  the  land. 

The  same  court  again  approved  this  principle  in  Klug  v.  Seega- 
barth,  98  Neb.  272;  152  N.  W.  385,  and  in  that  decision  said: 

The  intention  of  the  testator  to  make  a  bequest  a  charge  upon  real  estate 
may  be  inferred,  where  the  bequest  is  followed  by  the  gift  of  the  residue  of 
the  real  and  personal  property  in  one  mass. 

Nowhere  in  either  decree  of  distribution  is  there  any  language  that 
can  be  construed  as  a  discharge  of  the  petitioner  from  his  office  and 
obligations  as  trustee.  The  decrees  show  that  while  the  probate 
court  dealt  with  the  petitioner  as  executor  under  the  will,  it  required 
him  to  file  a  bond  as  residuary  legatee  and  so  recognized  his  obliga¬ 
tion  to  effect  the  purposes  of  the  will  after  his  receipt  of  the  residu- 
aiy  property.  Without  the  bond  the  court  would  have  required  an 
inventory  of  the  estate  and  itself  would  have  made  proper  provision 
for  the  payment  of  the  annuities  before  vesting  title  to  the  residue  in 
the  petitioner  The  decree  enabled  the  petitioner  to  take  the  residu¬ 
ary  estate,  to  sell  and  make  title  to  any  or  all  the  assets  therein  in¬ 
cluded,  but,  as  indicated  by  the  bond,  freed  him  from  none  of  his 
obligations  as  residuary  legatee.  Nor,  as  is  held  by  the  decisions 
cited  above,  was  any  of  the  property  which  the  petitioner  so  received 
freed  from  the  trust  burden  imposed  by  the  terms  of  the  will  even 
after  it  had  passed  into  the  hands  of  strangers. 

The  bond  did  not  substitute  the  personal  responsibility  of  the  re¬ 
siduary  legatee  for  the  payment  of  the  annuities,  but,  as  the  courts 
have  held  in  the  decisions  cited  supra ,  was  only  additional  security 
for  the  payment  of  such  legacies.  The  law  seems  clear  that  the  re¬ 
siduary  estate  is  only  that  part  of  the  property  received  by  the  peti¬ 
tioner  under  the  terms  of  the  will  and  the  decree  of  distribution, 
which  will  remain  after  the  obligation  to  pay  the  annuities  here  in 
question  has  been  lifted  by  the  deaths  of  the  annuitants.  Only  to 
the  extent  of  such  remainder  is  there  any  residuary  estate  and  only 
to  such  extent  was  there  authority  in  the  probate  court  to  vest  abso¬ 
lute  title  thereto.  The  annuities  were  charges  against  the  property 
received  by  the  petitioner  as  administrator  and  followed  it  into  his 
hands  as  trustee,  where  it  remains  as  a  continuing  obligation,  the 
payment  of  which  may  be  enforced  by  appropriate  legal  action  for 
the  recovery  of  money  had  and  received.  Kane  v.  Blood  good,  7  Johns 
Ch.  90,  110;  or  by  suit  in  equity  to  enforce  a  trust,  Goble  v.  Swobe , 
64  Neb.  838. 

We  are  of  the  opinion  that  so  much  of  the  income  of  the  estate 
received  by  the  petitioner  as  trustee  as  was  required  to  pay  the 
annuities  here  in  question  was  not  the  income  of  the  petitioner, 
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and  therefore  is  not  taxable  to  him.  Compare  the  ruling  of  the 
Commissioner  in  I.  T.  1488,  Cumulative  Bulletin  1-2,  p.  667,  and  the 
opinion  of  the  Supreme  Court  in  Irwin  v.  davit ,  268  IT.  S.  161. 

Reviewed  by  the  Board. 

Decision  will  be  entered  for  tlxe  petitioner. 

Phillips,  dissenting:  The  will  of  this  decedent  made  certain  de¬ 
vices  and  bequests,  among  them  bequests  of  $250  per  month  to  each 
of  two  sisters.  One  of  these  sisters  was  the  mother  and  the  other 
was  the  aunt  of  the  petitioner  in  this  proceeding.  Petitioner  was 
also  the  residuary  legatee. 

The  probate  court  having  jurisdiction  over  the  administration  of 
the  affairs  of  the  decedent  entered  a  decree  in  which  it  found  that 
all  devises  and  legacies  had  been  paid,  and  adjudged  that  the 
residuary  estate  remaining  in  the  hands  of  this  petitioner  be  set 
over  to  him  and  his  absolute  title  thereto  ratified  and  confirmed 
against  the  claims  of  all  persons  whomsoever.  No  contrary  show¬ 
ing  having  been  made,  we  must  assume  that  the  court  had  jurisdic¬ 
tion  to  make  this  decree.  This  decree  states  that  all  legacies  have 
been  paid.  The  record  before  us  is  silent  as  to  the  manner  in  which 
the  legacies  to  the  two  sisters  were  paid.  It  appears  that  there 
were  devises  of  real  estate  involved.  Such  real  estate  would  have 
been  liable  for  the  payment  of  these  annuities  in  certain  circum¬ 
stances  and  it  is  fair  to  assume  that  the  parties  desired  the  title 
cleared  by  a  binding  decree  that  the  annuities  had  been  satisfied. 
In  whatever  manner  satisfaction  was  made,  the  decree  was  sufficient 
to  discharge  the  residuary  estate  from  any  further  payment. 

Whether  annuities  were  purchased,  whether  a  sum  was  set  aside  in 
trust,  whether  the  legacies  were  waived,  whether  a  lump-sum  pay¬ 
ment  was  made,  or  whether  the  legatees  accepted  the  personal  obli¬ 
gation  of  the  residuary  legatee  in  discharge  of  the  obligation  im¬ 
posed  by  the  will,  we  do  not  know.  We  find,  however,  that  the 
court  set  over  the  residuary  estate  to  this  petitioner  as  his  absolute 
property,  freed  of  the  claims  of  all  persons,  that  he  received  the 
income  therefrom  and  made  monthly  payments  to  his  aunt  and  his 
mother.  After  the  decree  became  final  there  was  no  obligation 
under  the  will  to  make  such  payments,  for  he  had  been  discharged 
from  any  further  obligation  thereunder.  The  payments  appear  to 
have  been  made  either  voluntarily  or  by  reason  of  some  collateral 
obligation  entered  into  by  him. 

In  Mc(  lung  et  al .,  Executors ,  18  B.  T.  A.  335,  the  Board  had  before 
it  the  situation  where  the  residuary  legatee,  an  educational  corpo¬ 
ration,  entered  into  an  agreement  with  the  heirs  of  the  decedent  that 
the  will  should  be  admitted  to  probate  and  a  portion  of  the  residuary 
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estate  paid  over  to  the  heirs.  The  will  was  admitted  to  probate. 
We  there  held  that  the  residuary  estate  passed  to  the  educational 
corporation  and  was  not  subject  to  estate  tax.  This  was  upon  the 
ground  that  the  heirs  shared  in  the  residuary  estate  through  the 
agreement  with  the  educational  corporation  and  took  nothing  under 
the  will.  So  nearly  as  can  be  gathered  from  the  record  which  we 
have,  the  situation  here  is  much  the  same.  The  payment  in  question 
was  not  made  by  the  petitioner  as  executor  or  as  trustee  under  the 
will,  for  the  property  was  no  longer  held  by  him  as  executor  or 
trustee.  The  payment  must  have  been  made  for  some  other  reason 
than  an  enforceable  obligation  under  the  will.  It  may  be  that  the 
payments  claimed  are  proper  deductions  if  the  facts  were  all  known, 
but  the  record  before  us  is  too  incomplete  to  permit  us  to  determine 
whether  or  not  the  payments  made  are  deductible.  Certainly  they 
are  not  deductible  upon  the  theory  that  these  were  payments  which 
petitioner  was  required  to  make  as  trustee  under  the  will.  For 
these  reasons  I  must  dissent. 

Arundell  and  Siefkin  agree  with  this  dissent. 


J.  Bentley  Squier,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  12078.  Promulgated  October  25,  1928. 

Ordinary  and  necessary  business  expenses  determined  and 
allowed  as  deductions. 

Meyer  Bernstein ,  Esq.,  for  the  petitioner. 

Bruce  A.  Low ,  Esq.,  and  G.  E.  ILerr,  Esq.,  for  the  respondent. 

Petitioner  asks  a  redetermination  of  a  deficiency  of  $5,736.20  in 
income  tax  for  the  year  1921,  and  as  grounds  therefor  alleges  that 
the  respondent  erred  in  (1)  disallowance  of  the  sum  of  $429.18  ex¬ 
pended  by  petitioner  for  traveling  expenses  on  professional  business 
trips,  and  (2)  disallowance  of  the  sum  of  $9,131.15  representing  ex¬ 
penditures  made  by  petitioner  in  repairing  and  remodeling  a  building 
to  suit  his  purposes  for  a  residence  and  physician’s  office.  The  latter 
were  considered  capital  expenditures  by  the  respondent,  while  the 
petitioner  contends  they  were  ordinary  and  necessary  business 
expenses  in  the  nature  of  repairs. 

FINDINGS  OF  FACT. 

Petitioner  is  a  physician  and  surgeon,  with  his  office  and  residence 
at  No.  8  East  68th  Street,  New  \  oik  C  ity.  He  specializes  in  urology 
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and  kindred  subjects,  is  a  professor  and  attending  surgeon  at  Co¬ 
lumbia  University,  and  consulting  surgeon  at  St.  Luke’s  and  Roose¬ 
velt  Hospitals,  and  others.  During  the  taxable  year  he  was  a 
member  of  the  American  College  of  Surgery,  Governor  and  Mem¬ 
ber  of  the  Executive  Council,  and  as  such  he  attended  meetings  of  the 
association  in  other  cities.  He  was  called  in  consultation  at  Bridge¬ 
port,  Conn.,  Washington,  D.  C.,  Albany,  N.  Y.,  and  other  places 
during  the  year  requiring  expenditures  for  traveling  and  other 
necessary  business  expenses. 

In  April,  1921,  petitioner  purchased  for  $200,000  a  five-storv  resi¬ 
dence  located  at  No.  8  East  68th  St.,  New  York  City,  for  the  purpose 
of  converting  a  part  into  offices  suitable  for  his  professional  needs 
and  to  use  the  remainder  for  residential  purposes  for  himself  and 
family.  The  alterations,  repairs  and  furnishings  contemplated  were 
extensive  and  expensive  and  were  completed  at  a  cost  of  $71,693.27. 
This  covers  both  the  residential  and  business  portions  of  the  house. 

Formerly  it  had  been  used  as  a  residence  and  in  order  to  remodel 
it  for  petitioner’s  purposes,  the  whole  first  floor  was  altered.  The 
dining  room  and  butler’s  pantry  were  removed  from  the  first  to  the 
second  floor,  and  the  entire  first  floor  was  converted  into  a  physician 
and  surgeon's  offices  consisting  of  entrance  hall,  reception  room,  con¬ 
sulting  room,  two  surgeries  and  toilet  rooms.  Petitioner  expended 
$3,617.34  in  the  year  1921  for  the  purpose  of  decorating  the  walls  and 
ceilings  of  the  part  of  the  building  used  exclusively  for  business 
purposes  and  which  decorations  are  renewed  yearly  with  respect  to 
the  premises.  He  also  expended  $495.50  in  the  year  1921,  for  repairs 
to  office  furniture,  and  $1,185  for  removing  old  book  cases  from  his 
former  office  and  repairing  same,  and  $150  for  removing  and  reset¬ 
ting  a  basin,  tray,  and  toilet. 

In  the  year  1921  petitioner  expended  $429.18  for  railroad  fare, 
hotel  accommodations  and  meals  in  attending  meetings  of  various 
medical  associations  and  in  making  trips  for  consultation  purposes. 


OPINION. 


Milliken:  Petitioner  made  extensive  alterations,  renovations  and 
repairs  in  1921  to  the  building  which  he  purchased,  the  total  of  the 
expenditures  for  the  purposes  aforesaid  being  $71,693.27.  A  part  of 
the  sum  so  expended  is  claimed  by  petitioner  as  a  deduction  for 
ordinary  and  necessary  business  expenses  in  the  year.  Numerous 
bills  for  work  done  and  paid  for  were  received  in  evidence  and  an 
attempt  made  to  allocate  the  money  expended  on  a  percentage  of 
the  building  used  for  business  purposes  and  that  used  as  a  residence. 
It  is  not  possible  to  lay  down  a  hard  and  fast  rule  for  the  deter- 
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mination  of  whether  an  expenditure  is  a  capital  one  or  is  chargeable 
against  the  operating  income  of  the  year.  We  have  heretofore  had 
occasion  to  consider  the  difference  between  repairs,  betterments,  re- 
placements,  and  alterations  to  make  property  adaptable  to  a  different 
use,  and  in  the  case  of  Illinois  Merchants  Trust  Co.,  Executor  4 
B.  T.  A.  103,  we  stated : 

*  *  *  In  determining  whether  an  expenditure  is  a  capital  one  or  is 

chargeable  against  operating  income,  it  is  necessary  to  bear  in  mind  the  pur¬ 
pose  for  which  the  expenditure  was  made.  To  repair  is  to  restore  to  a  sound 
state  or  to  mend,  while  a  replacement  connotes  a  substitution.  A  repair  is  an 
expenditure  for  the  purpose  of  keeping  the  property  in  an  ordinarily  efficient 
opeiating  condition.  It  does  not  add  to  the  value  of  the  property,  nor  does  it 
appreciably  prolong  its  life.  It  merely  keeps  the  property  in  an  operating 
condition  over  its  probable  useful  life  for  the  uses  for  which  it  was  acquired. 
Expenditures  for  that  purpose  are  distinguishable  from  those  for  replace¬ 
ments,  alterations,  improvements  or  additions  which  prolong  the  life  of  the 
property,  increase  its  value,  or  make  it  adaptable  to  a  different  use.  The 
one  is  a  maintenance  charge,  while  the  others  are  additions  to  capital  invest¬ 
ment  which  should  not  be  applied  against  current  earnings.  We  have  already 
pointed  out  this  distinction  in  the  Appeal  of  Simmons  &  Hammond  Manufac¬ 
turing  Co.,  1  B.  T.  A.  803,  in  which  we  held  that  expenses  properly  chargeable 
to  capital  account  include  those  which  are  incurred  in  the  original  construction 
of  the  work  and  in  the  subsequent  enlargement  and  improvement  thereof,  and 
quoted  the  following  from  Union  Pacific  R.  R.  Co.  v.  United  States  99  U  S 
402,  page  420  : 

“  Theoretically,  the  expenses  chargeable  to  earnings  include  the  general 
expenses  of  keeping  up  the  organization  of  the  company,  and  all  expenses 
incurred  in  operating  the  works  and  keeping  them  in  good  condition  and 
repair ;  whilst  expenses  chargeable  to  capital  include  those  which  are  incurred 
in  the  original  construction  of  the  works,  and  in  the  subsequent  enlargement 
and  improvement  thereof.” 

We  have  set  forth  in  our  findings  of  fact  the  extent  to  which  we 
believe  the  evidence  warrants  a  deduction  for  expenditures  made  in 
the  year  m  question  as  an  ordinary  and  necessary  business  expense. 
There  should,  therefore,  be  allowed  as  a  deduction  to  petitioner,  for 
he  year  1921,  the  sum  of  $5,411.84. 

In  brief  of  counsel  for  petitioner,  we  are  asked  to  find  that  peti- 
toner  is  entitled  to  a  deduction  of  depreciation  for  a  given  sum  on 
apital  assets  used  in  the  petitioner’s  trade  or  business.  The  petition 
iled  in  this  case  raises  no  issue  concerning  depreciation  and  we 
herefore  make  no  finding  with  respect  thereto. 

The  expenses  incurred  and  paid  in  attending  medical  associations, 
s  well  as  others  relating  to  trips  for  consultation  work,  should  be 
Howed  as  deductions.  See  Cecil  M.  Jack ,  13  B.  T.  A.  726. 

Judgment  will  he  entered  under  Rule  50. 
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Bank  of  Italy,  San  Francisco,  Calif.,  Petitioner,  v. 
Commissioner  of  Internal  Revenue,  Respondent. 

First  National  Rank,  Fresno,  Calif.,  Petitioner,  v. 
Commissioner  of  Internal  Revenue,  Respondent. 


Docket  Nos.  15810,  15811.  Promulgated  October  25,  1928. 


Affiliation. — Under  all  the  facts  and  circumstances  of  the  case, 
held  that  the  Bank  of  Italy  and  First  National  Bank  of  Fresno 
are  affiliated  corporations  and  should  file  consolidated  returns  pur¬ 
suant  to  the  provisions  of  section  240  of  the  Revenue  Act  of  1918. 

II.  II.  Tooley ,  G.  P.  A.,  for  the  petitioners. 

A.  C.  Baird ,  Esq.,  and  R.  H.  Ritterbush ,  Esq.,  for  the  respondent. 


These  two  cases  were  consolidated  for  hearing  and  decision.  Defi¬ 
ciencies  were  determined  against  the  Bank  of  Italy  of  $210,300.81 
for  1920  and  $73,979.77  for  1921,  and  against  the  First  National  Bank 
of  Fresno,  Calif.,  of  $35,496.65  for  1920  and  $78,121.83  for  1921. 

In  its  petition  for  a  redetermination  the  Bank  of  Italy  alleges  11 
specific  errors,  consisting  of  erroneous  disallowances  by  the  re¬ 
spondent  of  deductions  claimed  by  it.  The  answer  of  the  respondent 
denied  each  error  alleged  in  the  petition,  and  thereupon  the  Bank 
of  Italy  filed  an  amended  petition  alleging  that  for  the  year  1920 
the  consolidated  net  income  of  petitioner  and  affiliated  corporations, 
exclusive  of  the  First  National  Bank  of  Fresno,  Calif.,  for  excess- 


profits-tax  purposes,  was  $1,252,779.98,  and  not  $1,735,521.94  as  shown 
by  the  deficiency  notice;  that  the  consolidated  net  income  of  peti¬ 
tioner  for  income-tax  purposes  was  $417,108.49,  and  not  $728,452.06 
upon  which  the  tax  determined  was  based;  and  that  the  consolidated 
invested  capital  of  petitioner  and  its  affiliated  corporations,  exclusive 
of  the  First  National  Bank  of  Fresno,  Calif.,  was  $11, <21. 836. 45, 
the  same  as  found  by  the  respondent.  For  1921,  the  following  fig¬ 
ures  were  given:  Net  income  for  profits-tax  purposes  was  $1,22<>,- 
751.98,  and  not  $1,519,065.47;  for  income-tax  purposes  was 
$332,990.40,  and  not  $520,864.70;  and  invested  capital  was  $15,022.- 
824.34,  and  not  $15,170,167.40. 

It  was  further  alleged  in  the  amended  petition  that  the  Stock¬ 
holders  Auxiliary  Corporation,  a  subsidiary  of  the  petitioner,  was 
the  owner  of,  or  controlled  substantially  all  of  the  capital  stock  of 
the  First  National  Bank  of  Fresno,  Calif.,  and  that  they  were  affili¬ 
ated  during  the  taxable  period  in  question  and  were  entitled  to  file 
a  consolidated  return  which  the  respondent  had  denied. 

The  respondent,  in  his  answer  to  the  amended  petition,  expressly 
admits  all  the  errors  alleged  in  the  amended  petition  relative  to 
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the  amounts  of  net  income  foi*  excess-profits  and  income-tax  pur¬ 
poses  and  the  amount  of  invested  capital,  but  he  denied  that  the 
petitioner  was  affiliated  with  the  First  National  Bank  of  Fresno, 
Calif. 

The  First  National  Bank  of  Fresno,  Calif.,  alleged  in  its  peti¬ 
tion  that  it  was  affiliated  with  the  Bank  of  Italy  and  that  the  re¬ 
spondent  had  erred  in  not  allowing  it  the  right  to  file  a  consolidated 
return,  and  that  the  respondent  had  erred  in  determining  that  peti¬ 
tioner  had  made  a  profit  of  $108,471.44  upon  the  alleged  sale  of  its 
assets  to  the  Bank  of  Italy  in  1921. 

In  his  answer  the  respondent  denied  all  the  above  allegations  of 
the  petition.  Subsequently,  petitioner  filed  an  amended  petition  re¬ 
peating  the  allegations  relative  to  affiliation,  omitted  any  mention 
of  the  alleged  profit  in  sale  of  assets,  and  did  not  allege  any  addi¬ 
tional  errors.  Respondent  denied  all  allegations  of  the  amended  pe¬ 
tition.  At  the  hearing  no  evidence  was  introduced  upon  any  issue 
except  that  of  affiliation. 

FINDINGS  OF  FACT. 

The  Bank  of  Italy  is  a  banking  corporation  organized  under  the 
laws  of  the  State  of  California,  with  its  principal  office  and  place 

of  business  located  in  San  Francisco.  During  the  taxable  years  it 
owned,  controlled,  or  was  affiliated  with  a  number  of  other  banks, 

or  operated  branches  in  a  number  of  cities  and  towns  in  California. 

The  Stockholders  Auxiliary  Corporation  is  a  subsidiary  of  the 
Bank  of  Italy  and  is  a  holding  corporation  for  the  purpose  of  hold¬ 
ing  stock  in  the  various  banks  which  the  Bank  of  Italy  owns,  con¬ 
trols,  or  is  affiliated  with.  Each  stockholder  of  the  Bank  of  Italy 
is  the  owner  of  a  number  of  shares  of  stock  in  the  Stockholders  Aux¬ 
iliary  Corporation  in  the  same  ratio  to  his  holdings  in  the  Bank  of 
Italy.  The  shares  in  the  Auxiliary  Corporation  are  not  issued  to 
the  shareholders,  but  to  trustees  who  are  members  of  the  Executive 
Committee  of  the  Bank  of  Italy,  who  hold  and  manage  them  for 
the  benefit  of  the  owners  thereof. 

The  First  National  Bank  of  Fresno,  Calif.,  during  the  years  and 
period  in  question  was  a  national  banking  corporation,  with  its 
principal  office  and  place  of  business  in  Fresno.  It  had  a  capital 
stock  of  $500,000  divided  into  5,000  shares,  all  of  which  were  issued 
and  outstanding  January  1,  1920,  and  thereafter.  The  Fresno  bank 
was  a  competitor  of  the  Bank  of  Italy  and  its  affiliated  connections 
in  Fresno  and  contiguous  territory  and  in  order  to  eliminate  the 
competition  and  add  the  business  of  the  Fresno  bank  to  its  own,  the 
Bank  of  Italy  determined  to  purchase  its  stock,  which  it  ultimately 
accomplished  by  purchase  of  same  through  the  instrumentality  of 
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the  Stockholders  Auxiliary  Corporation.  The  stockholdings  of  the 
Stockholders  Auxiliary  Corporation  in  the  First  National  Bank  of 
h  resno  during  the  taxable  years  and  period  in  question  were  as 
follows : 


Date 

Shares 

acquired 

Per  cent 
of  stock 
acquired 

Total 
shares  to 
date 

Per  cent 
of  owner¬ 
ship 

- A 

Jan.  1,  1920.. 

4  122U 

ft9 

Jan.  3,  1920.. 

100 

25 

70 

12  K; 
40 

33 

345 

8 

8 

35 

150 

1 

2.0 
.5 
1.4 
.  25 
.8§ 
.06 
6.9 
.  16 
.  16 
.7 
3.0 
.02 

A  9991a- 

06,  lu 

Q  4  4K 

Dec.  17,  1920 _ 

July  5,  1921 _ _ 

4,  247F2 

a  q  1 7i  - 

O-x.  SO 

84.  95 

Q  K  1 

July  18,  1921 _ 

July  19,  1921 _ 

July  28,  1921 _ 

Aug.  1,  1921 _ 

•i, 

4,330 

4,370 

4,  403 

\  7 A<i 

oO.  ou  . 
86.  60 
87.  40 
88.06 

Q A  GP  1 

Aug.  8,  1921 _ 

A  7^0 

Aug.  10,  1921...  . 

Aug.  19,  1921 _ 

Aug.  23,  1921 _ 

4,  764 

4,  799 

1  QJQ 

95.28 
95.  98 

Qfi  Gw  1 

Oct.  6,  1921 . .  . 

A  Q/Tl 

go  no 

% 

In  June,  1921,  the  Bank  of  Fresno  was  liquidated  by  the  Stock¬ 
holders  Auxiliary  Corporation  and  a  branch  of  the  Bank  of  Italy 
installed  in  its  former  premises. 

During  the  year  1920  and  until  the  Fresno  Bank  was  liquidated 
in  1921  by  the  Stockholders  Auxiliary  Corporation,  the  business 
policies  of  the  former  were  dictated  by  either  the  latter  or  the  Bank 
of  Italy.  The  interest  rate  charged  on  loans  by  the  Fresno  Bank 
was  reduced  to  conform  to  the  interest  rate  charged  in  California 
by  the  Bank  of  Italy  and  its  branches.  The  personnel  of  the  Fresno 
Bank  was  supplemented  by  the  Bank  of  Italy.  Real  estate  was 
purchased  by  the  Bank  of  Italy  for  the  Fresno  Bank  and  the 
general  banking  policy,  such  as  the  making  and  extensions  of  loans,  i 
was  under  the  supervision  of  the  Bank  of  Italy.  During  the  period 
in  question  there  was  harmony  between  the  minority  stockholders 
and  the  majority  stockholders  of  the  Fresno  Bank,  and  the  former 
did  not  oppose  nor  contest  its  management  and  operation  in  any 
way.  I 

Some  time  prior  to  June  25,  1920,  certain  real  estate  in  Fresno 
was  purchased  and  title  thereto  taken  in  the  name  of  O.  J.  Wood¬ 
ward,  president  of  the  Fresno  bank,  and  on  the  above  date  the  presi¬ 
dent  of  the  Bank  of  Italy  directed  its  conveyance  to  the  First 
National  Bank  of  Fresno.  During  the  taxable  years  the  Fresno 
bank  conducted  its  foreign  exchange  business  through  the  Bank 
of  Italy. 

The  respondent  ruled  that  affiliation  between  the  two  banks  did  not 
exist  until  August  23,  1921,  at  which  time  the  Stockholders  Auxiliary 
Corporation  was  the  owner  of  4,949  shares  of  the  Fresno  bank,  being 
98.98  per  cent  thereof. 
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OPINION. 

Milliken  :  The  only  question  for  decision  is  that  of  the  affiliation 
of  the  petitioners,  the  Bank  of  Italy  and  the  First  National  Bank 
of  Fresno,  Calif.,  during  the  year  1920  and  from  January  1,  1921, 
to  August  23,  1921. 

In  cases  arising  under  section  240  of  the  Revenue  Act  of  1918, 
we  have  many  times  stated  that  the  decision  can  not  rest  in  and 
of  itself  on  mere  percentage  computation  as  to  the  ownership  or 
control  of  stock.  Counsel  for  the  respective  parties  have  cited  to  us 
many  of  our  decisions  where  the  percentage  of  ownership  or  control 
of  stock  has  varied,  and  where  the  percentage  is  less  or  greater  than 
in  the  instant  proceeding  they  are  relied  upon  as  authority  for 
their  positions  and  as  decisive  of  tire  case  at  bar.  The  problem  of 
affiliation  is  not  one  where  general  rules  of  application  can  be  laid 
down.  Each  case  is  a  separate  problem.  The  facts  and  circum¬ 
stances  of  the  organization,  conditions  surrounding  the  acquisition  of 
stock,  operation  of  the  companies  and  the  result  to  be  or  accomplished 
must  be  given  their  proper  significance. 

The  Bank  of  Italy  prior  to  the  year  1920  had  decided  to  ac¬ 
quire  the  stock  of  the  Bank  of  Fresno  and  cause  the  latter  to  be 
made  one  of  its  branches.  By  the  first  few  days  of  the  year  1920 
it  had  acquired,  through  one  of  its  affiliated  holding  companies,  ap¬ 
proximately  85  per  cent  of  the  outstanding  stock.  The  vice  presi¬ 
dent  of  the  Bank  of  Italy  testified  that  the  Fresno  bank  was  not  im¬ 
mediately  liquidated  solely  as  a  matter  of  policy.  It  was  deemed 
best  to  make  liquidation  a  gradual  process  and  thus  retain  the  good 
will  of  the  depositors  of  the  I  resno  bank,  adjust  personnel  prob¬ 
lems  and  allow  sufficient  time  for  a  complete  advantageous  business 
adjustment.  The  Bank  of  Italy  felt  that  nothing  would  be  lost  by 
such  strategy.  The  85  per  cent  of  the  stock  was  acquired  with  only 
one  purpose  in  view  and  that  was  to  make  the  Fresno  bank  one  of 
]ts  branches.  During  the  year  1920,  and  until  liquidation,  the  Bank 
of  Italy  cliiected  the  policies  of  the  Fresno  bank,  the  executives 
of  the  former  were  at  all  times  in  touch  with  and  dictating  the 
business  policies  to  be  pursued.  If  the  interest  rate  was  to  be  re¬ 
duced  to  make  the  same  in  line  with  that  charged  by  the  Bank  of 
Italy,  that  was  done.  If  the  latter  believed  real  estate  should  be 
ourchased  or  loans  extended,  that  was  done.  A  large  amount  of 
correspondence  passing  between  the  two  banks  during  the  period  in 
{uestion  was  introduced,  and  from  it  we  can  not  doubt  the  very 
ictive  and  positive  control  exercised  by  the  Bank  of  Italy. 

When  in  June,  1921,  at  which  time  the  stock  ownership  was  sub- 
tantially  the  same  as  at  January,  1920,  the  Stockholders  Auxiliary 
Corporation  believed  the  time  was  opportune  to  effect  a  complete 
18277—28 - 6 
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liquidation  of  the  Bank  of  Fresno,  that  act  was  in  strict  conformity 
with  the  purpose  in  mind  when  the  stock  was  acquired  and  the 
climax  of  liquidation  is  illustrative  of  their  control  of  the  Bank 
of  Fresno  during  the  period  now  in  controversy. 

We  believe  the  petitioners  were  affiliated  and  should  file  con¬ 
solidated  returns.  Any  other  conclusion  would  result  in  placing  an 
undue  emphasis  on  mere  percentages  of  stockholdings,  to  the  ex¬ 
clusion  of  the  facts  and  circumstances  obtaining,-  which  in  this  case 
outweigh  the  former. 

Judgment  will  be  entered  under  Rule  50. 


O’Day  Investment  Go.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  16632.  Promulgated  October  25,  1928. 

1.  Bonus — Advance  Payment  of  Bent. — Where  the  petitioner 
rented  property  to  another  for  a  term  of  15  years  at  an  agreed 
rental  of  $5,000  monthly,  and  it  was  further  agreed  that  the 
lessee  should  pay  in  addition  thereto  the  sum  of  $20,000  in  cash 
in  advance  at  the  beginning  of  the  term,  said  sum  of  $20,000 
constitutes  a  part  of  the  profit  to  petitioner  and  is  taxable  for 
the  year  in  which  received  and  can  not  he  apportioned  over  the 
entire  term  of  the  lease. 

2.  Deduction — Law  Suit. — Where  a  number  of  suits  were  insti¬ 
tuted  against  petitioner  by  an  individual  and  it  appeared  that 
included  therein  were  two  notes,  aggregating  $15,000,  given  by 
petitioner’s  principal  stockholder  personally  to  the  plaintiff  per¬ 
sonally,  and  all  of  said  claims  were  compromised  and  settled  for 
a  lump  sum  of  $80,000,  the  amount  of  the  notes  can  not  be  al¬ 
lowed  as  a  deduction  because  they  were  not  an  obligation  of  peti¬ 
tioner  and  it  does  not  appear  how  much  was  expended  in  the  set¬ 
tlement  of  the  two  notes. 

3.  Attorneys  Fees. — Amounts  expended  by  petitioner  during  the 
taxable  year  for  services  rendered  it  are  deductible  as  expense. 


Aaron  A7.  Cohen ,  Esq.,  and  Oscar  T .  IloldaL ,  C.  P.  A .,  for  the 
petitioner. 

R.  II.  Rlterbush ,  Esq.,  and  John  P.  O'Connell,  Esq.,  for  the 
respondent. 


This  proceeding  seeks  a  redetermination  of  deficiencies  in  income 
and  profits  taxes  for  the  year  1920  in  the  sum  of  $8,034.49,  and  for 
1921  in  the  sum  of  $3,228.25.  Petitioner  alleges  that  the  respondent 
erred  (1)  in  including  in  gross  income  for  1920  the  sum  of  $20,000. 
amount  received  as  an  advance  payment  of  rent,  and  in  not  allowing 
said  sum  to  be  apportioned  over  the  15  years  of  the  lease;  (2)  in 
refusing  to  allow  as  a  deduction  for  1921  the  sum  of  $15,000  alleged 
payment  in  settlement  of  a  lawsuit;  and  (3)  failure  of  the  respondent 
to  allow  as  a  deduction  for  1921  attorneys*  fees  in  the  sum  of  $14,368. 
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FINDINGS  OF  FACT. 


The  petitioner  is  a  California  corporation,  with  its  principal  office 
and  place  Oi  business  m  San  I  rancisco,  Calif.  During  the  taxable 
yeais  in  question  and  for  several  years  prior  thereto  it  was  the  owner 
oi  a  theatre  building  on  O’Farrell  Street,  San  Francisco,  which  it 
leased  to  the  California  Hippodrome  Co.  in  1915  for  a  term  of  five 
years  at  a  rental  of  $3,000  a  mouthy  and  50  per  cent  of  the  profits 
realized  from  its  operation.  In  1917  the  lease  was  modified  by 
changing  the  rental  from  $3,000  per  month  to  $5,000  per  month  and 
eliminating  the  division  of  the  profits,  and  by  including  therein  the 
right  of  renewal  on  the  part  of  the  lessee  for  an  additional  term  of 
five  years  at  the  expiration  of  the  modified  lease  in  1920. 

As  the  time  approached  for  the  expiration  of  the  existing  lease  and 
the  exeicise  of  its  right  of  renewal  by  the  lessee,  the  parties  began 
negotiations  foi  a  renewal  lease  of  15  years  instead  of  5  years. 
Petitionei  was  in  financial  difficulties,  and  to  alleviate  the  same  a 
cash  payment  was  insisted  upon  when  renewal  of  the  lease  was  given, 
and  it  was  finally  agreed  that  a  lease  should  be  made  for  15  years 
at  the  former  rental  of  $5,000  monthly,  but  that  lessee  should  pay 
an  additional  sum  of  $20,000  cash  in  advance,  which  both  parties 
considered  an  additional  rental.  This  was  carried  out  by  the  lessee 
paying  the  sum  of  $20,000  to  the  petitioner  in  1920.  The  lease  con¬ 
tained  no  mention  of  this  additional  payment  of  $20,000.  Petitioner 
claims  the  right  to  apportion  this  $20,000  over  the  15  years  of  the 
lease  at  the  rate  of  $1,333.33  per  year,  but  respondent  denied  this 
and  included  the  entire  sum  in  1920  income. 


The  petitioner  originally  was  the  enterprise  of  G.  M.  Anderson,  a 
motion  picture  actor,  who  for  a  time  had  an  enormous  income  from 
acting  and  pictures,  but  who  was  totally  unacquainted  with  business 
and  the  management  or  care  of  large  sums  of  money.  Upon  the  in¬ 
corporation  of  petitioner  Anderson  took  in  as  his  associate  Thomas 
O’Day  and  presented  him  with  20  per  cent  of  the  capital  stock.  In 
1914,  while  petitioner  was  engaged  in  the  construction  of  its  theatre, 
it  became  in  need  of  funds  and  O’Day  borrowed  $5,000  each  from 
three  San  Francisco  banks,  making  $15,000  in  all,  which  was  used 
for  the  purposes  of  the  corporation.  These  notes  were  signed  G.  M. 
Anderson,  by  Thomas  O  Day,  attorney  in  fact,  and  were  subsequently 
paid  by  the  petitioner  prior  to  1917,  but  they  have  been  lost  or  de¬ 
stroyed  if  they  were  returned.  O’Day  claimed  that  in  order  to  ob¬ 
tain  these  loans  he  was  compelled  to  pledge  certain  securities  of  his 
own,  or  of  a  firm  of  which  he  was  a  member,  and,  in  order  to  secure 
him,  G.  M.  Anderson  gave  his  individual  notes,  one  for  $5,000,  dated 
May  18,  1914,  payable  4  months  thereafter,  and  another  for  $10,000, 
hated  January  6,  1914,  payable  in  90  days.  When  the  3  notes  of 
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$5,000  each  were  paid  to  the  banks,  these  last  mentioned  Anderson 
notes  given  to  secure  O'Day  were  not  returned  to  Anderson  or  the 
petitioner,  but  were  retained  by  O'Day. 

During  the  period  from  the  formation  of  the  petitioner  in  1914. 
its  principal  stockholder,  G.  M.  Anderson,  was  interested  in  a  great 
many  financial  enterprises  in  and  around  San  Francisco  and  on  ac¬ 
count  of  inexperience  in  business  became  involved  in  a  number  of 
failures  and  disastrous  investments,  resulting  in  many  lawsuits  re¬ 
quiring  legal  services.  From  1914  to  April  1917  his  personal  legal 
business  and  that  of  the  petitioner  was  attended  to  by  Herbert 
Choynski,  who  was  also  secretary  of  the  petitioner.  After  his  em¬ 
ployment  was  terminated  Choynski  rendered  a  bill  for  $70,000  for 
services  rendered  to  the  petitioner,  to  Anderson,  individually,  and  to 
Anderson’s  other  ventures  or  enterprises.  This  bill  was  ultimately 
settled  for  $32,000,  $11,320  of  which  was  paid  by  petitioner  in  1921 
for  services  rendered  it  and  for  which  it  asks  deduction. 

After  Herbert  Choynski  ceased  to  act  as  attorney  for  the  petitioner 
and  G.  M.  Anderson  and  his  many  interests,  I.  M.  Golden  became  the 
attorney  for  the  petitioner  and  acted  and  continued  as  such  from 
1918  through  the  taxable  years.  In  1921  he  was  paid  $2,096  by  peti¬ 
tioner,  which  was  for  services  rendered  it. 

Anderson  and  O’Day,  after  an  intimate  business  association  for  a 
number  of  years,  became  estranged,  with  the  result  that  O’Day  in¬ 
stituted  an  action  against  petitioner  and  Anderson  for  an  account¬ 
ing  and  a  receiver  for  petitioner,  No.  114710  Superior  Court  for  the 
City  and  County  of  San  Francisco,  in  which  he  alleged  fraud,  mis- 
management,  and  unlawful  diversion  of  petitioner’s  funds  on  the  part 
of  Anderson  and  other  officials  of  the  petitioner.  Three  other  ac¬ 
tions  were  instituted  against  Anderson  individually,  as  follows: 
No.  114709  on  account  stated  for  $20,437.95,  Nos.  114711  and  114712 
on  the  $5,000  and  $10,000  notes  given  by  Anderson  to  O'Day  in  1914 
as  security  for  the  bank  loans  mentioned  above. 

It  was  the  contention  of  petitioner  and  its  counsel  that  the  notes! 
of  $15,000  had  been  paid,  but,  as  there  was  no  documentary  proof, 
all  of  O’Day’s  claims,  including  the  $15,000  in  question,  were  settled  1 
and  compromised  for  $80,000,  and  the  actions  mentioned  above  were! 
dismissed  settled.  There  is  no  evidence  to  show  how  much  was  paid 
in  settlement  of  the  actions  on  the  notes. 

Petitioner  did  not  keep  any  regular  hooks  of  account,  and  such 
accounts  as  were  kept  were  on  the  cash  receipts  and  disbursements 
basis. 

opinion. 


Mii.liken  :  On  the  hearing  of  this  case  the  15-year  lease  entered 
into  in  1920  was  introduced  in  evidence,  but  it  was  withdrawn  upon 
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agreement  by  counsel  for  petitioner  to  furnish  a  copy  for  the  record. 
This  has  not  been  done,  but  we  do  not  consider  it  necessary  for  a 
decision  of  the  issues  herein. 

The  first  complaint  of  petitioner  i,s  that  respondent  included  in 
1920  income  the  sum  of  $20,000  advance  payment  of  rent  and  refused 
to  allow  it  to  be  apportioned  over  the  15  years  of  the  lease  at 
$1,333.33  per  year. 

It  appears  from  the  evidence  that  the  written  lease  between  the 
parties  was  for  15  years  at  a  monthly  rental  of  $5,000,  but  there  was 
an  additional  oral  agreement  that  the  lessee  wa,s  to  pay  an  additional 
sum  of  $20,000  as  additional  rent,  or  bonus,  which  was  to  be  paid 
in  cash  on  the  signing  of  the  lease  or  beginning  of  the  term.  This 
was  paid  to  and  received  by  petitioner  in  1920,  but  petitioner  con¬ 
tends  it  should  be  taxed  as  if  it  had  received  said  sum  in  regular 
annual  installments  of  $1,333.33  throughout  the  term  of  the  lease. 

We  know  of  no  theory,  or  authority,  by  which  petitioner’s  claim 
can  be  allowed.  It  is  immaterial  whether  we  call  the  $20,000  pay¬ 
ment  a  bonus,  additional  rent  payable  in  advance,  or  by  any  other 
term,  it  is  a  profit  arising  out  of  the  transaction,  to  wit,  the  leasing 
of  the  property,  and  is  taxable  when  received,  as  the  petitioner  was 
on  the  cash  receipts  and  disbursements  basis. 

Petitioner  is  seeking  to  apply  here  the  rule  which  permits  the  lessee 
to  amortize  the  cost  of  securing  a  lease,  or  improvements  on  the 
property.  The  expenditure  by  the  lessee  represents  a  capital  invest¬ 
ment,  thus  differentiating  that  case  from  the  one  at  bar. 

The  authorities  and  regulations  cited  by  counsel  for  petitioner  do 
not  apply  to  the  facts  of  this  case,  as  they  relate  to  the  right  of  the 
lessee  to  apportion  or  spread  over  the  entire  term  of  a  lease  the  cost 
of  obtaining  it,  or  the  cost  of  improvements,  and  this  is  on  the  ground 
that  it  is  a  capital  expenditure. 

In  the  cases  of  Nelson  Land  <&  Oil  Co .,  3  B.  T.  A.  315,  and  R.  H. 
Hdzlett ,  10  B.  T.  A.  332,  the  Board  had  before  it  the  question  as  to 
whether  or  not  a  bonus  or  advance  cash  payment  of  royalty  was 
income  or  a  return  of  capital,  and  in  both  cases  we  held  that  it  was 
income  and  the  entire  amount  received  was  taxable  in  the  year  in 
which  received. 

The  second  error  alleged  is  the 'failure  of  respondent  to  allow  a 
deduction  of  $15,000  from  1921  income  for  the  payment  of  the  two 
notes  of  $5,000  and  $10,000  to  Thomas  O’Day.  It  is  the  theory  of 
the  petitioner  that  this  sum  was  originally  borrowed  from  the  banks 
by  O’Day  for  petitioner’s  purposes  and  that  it  was  paid  to  the  banks 
by  petitioner  long  before  the  taxable  year.  It  is  contended  that 
O’Day  retained  the  notes  given  him  as  security  and  when  suit  was 
instituted  thereon  petitioner  had  nothing  to  show  payment,  and  in 
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order  to  avoid  litigation  settled  or  compromised  these  notes  with 
other  causes  of  action  for  a  lump  sum  of  $80,000.  It  is  claimed  this 
was  an  ordinary  and  necessary  business  expense  and  therefore 
deductible. 

The  two  notes  sued  on  are  filed  as  petitioner’s  exhibits  Nos.  4  and 
5.  Both  notes  are  signed  by  G.  M.  Anderson  as  the  sole  maker,  and 
were  endorsed  for  collection  bv  Thomas  O’Day.  The  name  of  the 
petitioner  does  not  appear  on  them  either  as  maker,  payee,  endorser, 
surety,  or  in  any  other  capacity.  The  suits  on  the  notes  were 
brought  against  the  maker  Anderson  and  not  against  the  petitioner, 
and  so  far  as  this  record  shows  this  was  purely  a  claim  by  O'Day 
in  his  individual  capacity  against  Anderson  in  his  individual  ca¬ 
pacity.  In  addition  it  may  be  observed  that  there  is  no  evidence 
as  to  the  amount  paid  by  petitioner  in  settlement  of  these  notes. 
Under  the  evidence  it  may  have  been  any  amount,  and  if  petitioner 
can  not  show  the  amount  we  have  no  means  of  ascertainment.  The 
respondent’s  refusal  of  this  claim  was  correct. 

The  final  error  alleged  is  the  failure  of  respondent  to  allow  as 
a  deduction  from  1921  income  the  sum  of  $14,368,  paid  out  for  attor¬ 
neys’  fees  for  services  rendered  petitioner.  The  evidence  shows  that 
$11,320  of  this  amount  was  paid  to  Herbert  Choynski  in  compro¬ 
mise  settlement  of  his  claim  of  $70,000,  that  it  was  paid  in  1921  and 
was  for  services  rendered  petitioner.  It  is  further  shown  that 
$2,096  of  the  total  claimed  was  paid  to  I.  M.  Golden  for  legal  serv¬ 
ices  rendered  petitioner  in  defending  the  accounting  and  receiver¬ 
ship  case  and  other  actions.  These  amounts,  totaling  $13,416,  are 
deductible  from  income  for  1921.  Komhauser  v.  United  States ,  276 
U.  S.  145.  There  is  no  evidence  of  the  payment  of  the  remaining 
$952  of  the  claim  to  any  person. 

Judgment  will  be  entered  under  Rule  50. 


Thomas  Henry,  Inc.,  Petitioner,  u.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  No.  12327.  Promulgated  October  25.  1028. 

Respondent  was  not  in  error  iii  reducing  the  amount  of  bad  debt 
reserve. 


William  Surosky ,  Esq.,  for  the  petitioner. 
J .  E.  Marshall ,  Esq.,  for  the  respondent. 


In  this  proceeding  the  petitioner  seeks  a  redetermination  of  its  j 
income  and  profits  taxes  for  the  calendar  year  1921,  for  which  year 
the  respondent  has  determined  a  deficiency  in  the  amount  of  $3,385.09. 
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The  petitioner  alleges  that  the  respondent  erred  in  disallowing  a 
reserve  for  bad  debts  in  the  amount  of  $7,41 1-42. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  the 
State  of  New  Jersey  in  1920,  with  its  principal  office  at  Union  Hill, 
N.  J.,  where  it  is  engaged  in  the  sale  of  building  material  at  retail. 

The  petitioner  filed  its  return  for  the  calendar  year  1921,  deduct¬ 
ing  therefrom  for  bad  debts,  the  sum  of  $24,150,  made  up  as  follows : 


Bad  debts  actually  charged  off _ $16,  738.  58 

Additions  to  reserve _  7,  411.  42 


24,  150.  00 

It  appears  from  the  evidence  that  the  opening  balance  sheet  for 
the  year  1921  showed  accounts  receivable  outstanding  in  the  amount 
of  $104,000.81,  against  which  a  reserve  for  bad  debts  of  $2,000  was 
set  up.  It  also  appears  that  the  petitioner  was  not  aware  of  its 
right  to  set  up  an  addition  to  reserve  for  bad  debts,  but  followed  the 
practice  under  the  Act  of  1918  and  wrote  off  bad  debts  in  the  sum 
of  $16,738.58,  ascertained  to  be  worthless,  leaving  a  balance  of  ac¬ 
counts  receivable  outstanding  at  the  close  of  the  year  in  the  sum  of 
$249,459.04.  The  petitioner  then  set  up  a  reserve  of  $9,411.42  to 
cover  the  probable  loss  on  the  outstanding  accounts  receivable  at 
that  date,  an  increase  of  $7,411.42  over  the  reserve  at  the  bemnnino- 
of  the  year.  The  respondent  has  disallowed  this  addition  to  the 
reserve  for  bad  debts. 

OPINION. 

Green:  Section  214(a)(7)  of  the  Revenue  Act  of  1921,  reads  as 
follows : 

Sec.  214.  (a)  That  in  computing  net  income  there  shall  be  allowed  as  de- 
luctions : 

******* 

(7)  Debts  ascertained  to  be  worthless  and  charged  off  within  the  taxable 
fear  (or,  in  the  discretion  of  the  Commissioner,  a  reasonable  addition  to  a 
•eserve  for  bad  debts)  ;  *  *  * 

Under  this  section  a  taxpayer  may  do  one  of  two  things,  to  wit, 
leduct  the  debts  ascertained  to  be  worthless  and  charged  off  within 
he  taxable  year,  or,  in  the  discretion  of  the  Commissioner,  he  may 
leduct  a  reasonable  addition  to  a  reserve  for  bad  debts. 

The  petitioner  has  deducted  both  the  reserve  set  up  for  bad  debts 
mcl  also  the  bad  debts.  Obviously  it  is  not  entitled  to  deduct  both 
he  amount  of  debts  ascertained  to  be  worthless  and  charged  off  in 
he  taxable  year  and  an  addition  to  a  reserve  for  bad  debts.  The 
espondent  has  allowed  the  amount  claimed  for  bad  debts  ascertained 
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to  be  worthless  and  properly  disallowed  the  addition  to  the  reserve 
set  up  for  bad  debts.  See  Trans- Atlantic  Clock  <&  Watch  Co ., 
B.  T.  A.  1064,  and  Arthur  J.  Marks ,  9  B.  T.  A.  1047. 

Judgment  will  be  entered  for  the  respondent 


Zebulon  Vance  Pate,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  14955.  Promulgated  October  25,  1928. 

Held  that  certain  accounts  claimed  as  deductions  for  bad  debts 
have  been  included  in  income  for  prior  years  and  certain  other 
accounts  were  ascertained  to  be  worthless  and  charged  off  in  the 
taxable  year. 

W.  II.  ~W eather spoon,  Esq.,  for  the  petitioner. 

L.  A.  Luce,  Esq.,  for  the  respondent. 

In  this  proceeding  the  petitioner  seeks  a  redetermination  of  hi« 
income  taxes  for  the  calendar  year  1922,  for  which  year  the  respond 
ent  has  determined  a  deficiency  in  the  amount  of  $14,073.07.  Tin 
proposed  deficiency  arises  by  reason  of  the  refusal  of  the  respondeni 
to  allow  $63,580.72  as  a  deduction  for  bad  debts.  It  has  been  stipu¬ 
lated  that  of  this  amount  $30,000  became  worthless  prior  to  the  yeai 
under  consideration  and  that  accounts  in  the  amount  of  $33,580.72 
were  ascertained  to  be  worthless  during  the  taxable  year  1922. 

The  stipulation  leaves  only  two  questions  to  be  decided. 

1.  Whether  the  items  comprising  the  $30,000  were  included  in  the 
petitioner’s  income  during  the  prior  taxable  year,  and 

2.  Whether  the  remaining  debts,  totaling  $33,580.72,  were  properly 
charged  off  during  the  taxable  year  1922. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  Laurinburg,  X.  C-. 
with  his  principal  ollice  at  Laurel  Hill,  X.  C.  The  petitioner,  dur¬ 
ing  the  year  1922  and  for  more  than  20  years  prior  thereto,  was 
engaged  in  business  as  a  ‘‘time  merchant.”  He  conducted  threei 
stores — one  at  Laurel  Hill,  which  was  under  the  personal  manage-] 
ment  of  the  petitioner  prior  to  1922,  one  at  Gibson,  N.  C.,  managed 
by  Tester  Adams,  and  one  at  Osborne,  X.  C.,  managed  by  one  Cog¬ 
gins.  Each  store,  prior  to  1922,  kept  separate  sets  of  books,  all  ol 
which  were  imperfect  single-entry  systems.  Each  week  the  managers 
at  Gibson  and  Osborne  sent  to  the  petitioner  a  report  of  all  mer- 


1236) 


ZEBULON  VANCE  PATE. 


1237 


chandise  sales,  both  cash  and  credit.  These  weekly  reports  were 
preserved  by  the  petitioner  and  used  at  the  end  of  the  year,  together 
with  the  original  records  of  the  business  at  the  Laurel  Hill  store,  in 
preparing  his  income-tax  returns  and  in  arriving  at  the  amount 
of  merchandise  sales  as  reported  in  his  returns  for  1919  to  1921, 
inclusive. 

The  return  for  1922  was  made  up  by  a  certified  public  accountant 
who  obtained  the  data  directly  from  the  books  of  the  three  stores. 
The  total  of  the  merchandise  sales  from  the  three  stores  for  each  of 
the  years  was  included  in  his  income-tax  return  for  the  years  1919 
to  1921,  inclusive. 

The  followdng  stipulation  was  entered  into  at  the  hearing : 

& 

It  is  hereby  stipulated  and  agreed  by  and  between  the  parties  hereto  that 
he  petitioner  herein  has  alleged  that  debts  in  the  amount  of  $63,580.72  became 
worthless  during  the  taxable  year  1922 ;  it  is  further  agreed  by  and  between  the 
parties  hereto  that  debts  in  the  amount  of  $30,000.00  became  worthless  prior 
o  the  taxable  year  1922,  and  are  not  properly  taxable  items  for  that  year  ;  It  is 
urther  stipulated  and  agreed  that  debts  in  the  amount  of  $33,580.72  were 
iscertained  to  be  worthless  during  the  taxable  year  1922. 

The  petitioner  instructed  his  managers  to  charge  off  bad  debts, 
during  the  latter  part  of  December,  1922,  the  store  managers  took 
he  accounts  which  they  ascertained  to  be  worthless  from  the  active 
oose-leaf  binders  and  placed  them  in  separate  binders,  where  they 
vere  afterwards  kept  separate  and  apart  from  the  other  accounts, 
rhey  were  regarded  and  treated  as  bad  debts  charged  off.  The 
ntries  upon  the  books  of  the  Gibson  and  Osborne  stores,  showing 
he  accounts  chaiged  off  and  eliminated  from  the  assets  of  the  tax- 
»ayer,  appeared  as  a  ledger  entry  only,  as  a  charge  to  the  profit  and 
oss  accounts  as  of  December  31,  1922,  and  as  a  journal  entry  on  the 
ooks  of  the  Laurel  Hill  store,  which  journal  entry  was  posted  to 
he  profit  and  loss  account  as  of  December  31,  1922.  The  entries  in 
he  profit  and  loss  accounts  and  the  entry  in  the  journal  were  made 
y  a  certified  public  accountant  who  audited  the  books  for  1922.  The 
xact  date  on  which  the  charge-off  entries  were  made  in  the  profit 
nd  loss  accounts  and  the  journal  is  not  given. 

The  proposed  deficiency  arises  from  the  disallowance  by  the  re- 
oondent  of  $63,580.72  claimed  as  a  deduction  from  bad  debts  ascer- 
lined  to  be  worthless  and  charged  off  within  the  taxable  year. 

OPINION. 

Green  :  It  has  been  stipulated  by  the  parties  hereto  that  of  the 

53,580a2  alleged  as  bad  debts,  $30,000  became  worthless  prior  to  the 
txable  year  1922. 
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Two  questions  are  at  issue:  (1)  As  to  whether  or  not  the  debts  I 
ascertained  to  be  worthless  during  the  taxable  year  had  been  previ¬ 
ously  reported  as  income,  and  (2)  as  to  whether  or  not  the  debts 
ascertained  to  be  worthless  during  the  taxable  year  1922  were  charged 
off  within  the  meaning  of  section  214(a)  (7)  of  the  Revenue  Act  of 
1921.  It  is  apparent  from  the  record  that  the  accounts  sought  to  be 
charged  off  had  been  included  as  income  in  the  petitioner's  prior  tax 
returns. 

Section  214(a)(7)  of  the  Revenue  Act  of  1921  reads  as  follows: 

That  in  computing  net  income  there  shall  be  allowed  as  deductions : 
******* 

(7)  Debts  ascertained  to  be  worthless  and  charged  off  within  the  taxable  * 
year  *  *  *. 

The  petitioner,  a  time  merchant  operating  three  stores  in  rural 
communities,  had  for  years  prior  to  1922  kept  his  accounts  by  means 
of  a  single-entry  system.  At  the  suggestion  of  a  revenue  agent,  in 
order  to  properly  reflect  his  income,  he  installed  a  doube-entry  sys¬ 
tem.  Prior  to  December  31,  1922,  accounts  ascertained  to  be  worth¬ 
less  were  segregated  from  the  active  ledgers  and  thereafter  kept 
separate  and  apart  from  the  other  accounts.  Subsequent  to  Decem¬ 
ber  31,  1922,  a  certified  public  accountant  was  employed  to  make  the1 
proper  closing  entries  and  in  so  doing  used  the  total  previously  as-| 
certained  to  be  worthless  as  charges  to  the  profit  and  loss  account. 

The  statute  requires  that  the  debts  shall  not  only  be  ascertained 
to  be  worthless  but  that  they  shall  be  w  charged  off  within  the  taxable 
year.”  The  statute  is  silent  as  to  how  or  where  or  in  what  manner 
they  are  to  be  charged  off.  The  purpose  of  the  statute  is  to  require 
that  some  record  be  made  of  the  ascertainment  of  worthlessness. 
While  it  is  true  that  no  entries  were  made  on  the  individual  accounts, 
the  store  managers  examined  the  accounts  and  prior  to  the  end  of  the 
year  withdrew  from  the  active  ledgers  all  of  the  accounts  ascer¬ 
tained  to  be  worthless.  The  total  of  the  accounts  so  withdrawn  was 
charged  to  profit  and  loss  in  making  the  closing  entry  as  of  Decern- 

ber  31,  1922.  II 

We  are  of  the  opinion  that  the  petitioner  has  complied  with  the  i 
intent  of  the  statute  and  that  the  $33,580.72  should  be  allowed  as  a 
deduction  for  bad  debts  ascertained  to  be  worthless  and  charged  off 
within  the  taxable  year. 

Judgment  will  be  entered  under  Ride  50. 1 


X 


W.  D.  PARKER  ET  AL.  1239 

W.  D.  Parker,  Petitioner,  v.  Commissioner  of  Internal  Reve¬ 
nue,  Respondent. 

Nora  D.  Parker,  Petitioner,  v.  Commissioner  of  Internal  Reve¬ 
nue,  Respondent. 

Docket  Nos.  8646,  8647.  Promulgated  October  26,  1928. 

Landlords’  interest  in  growing  crops  of  tenant  classified. 

R.  C.  McBee ,  Esq.,  for  the  petitioners. 

W.  H.  Lcowder ,  Esq.,  for  the  respondent. 

The  respondent  asserted  deficiencies  for  the  years  1919  and  1920, 
as  to  W.  D.  Parker  and  Nora  D.  Parker,  in  the  respective  amounts 
of  $2,240.16  and  $3,392.26,  and  $575.89  and  $980.26.  The  income 
affected  resulted  from  the  sale  of  a  plantation  and  equipment, 
together  with  various  items  of  personal  property.  The  parties  have 

stipulated  that  the  two  proceedings  be  consolidated  for  hearing  and 
decision. 

FINDINGS  OF  FACT. 

On  August  1,  1919,  the  petitioner,  W.  D.  Parker,  was  engaged  in 
the  operation  of  a  cotton  plantation  in  Sunflower  County,  Miss.,  on 
lands  acquired  prior  to  March  1,  1913.  The  holdings  were  known 
as  the  Klondike  Plantation  and  embraced  6,400  acres,  made  up  of 
separate  parcels  of  land  owned  individually  by  himself  and  peti¬ 
tioner  Nora  D.  Parker,  his  wife,  the  parts  owned  by  him  representing 
n  value  83.8  per  cent,  and  that  of  his  wife  16.2  per  cent  of  the  whole, 
rhe  actual  planting,  tending  and  harvesting  of  the  crops  grown  on 
his  plantation  were  carried  on  by  tenants  through  a  system  of 
entals  the  terms  of  which  are  not  disclosed  except  that  the  land- 
ord  supplied  the  farm  equipment  and  received  an  interest  in  the 
Tops  as  rentals. 

On  August  1,  1919,  after  the  crops  for  that  year  had  keen  all  laid 
)y  and  nothing  further  was  required  by  way  of  cultivation  of  atten- 
lon  before  their  complete  maturity  and  harvest,  petitioners  through 
heir  agent  W.  L.  Harrison  sold  the  Klondike  Plantation  to  W.  J. 
?oler,  Jr.,  and  T.  A.  Stone  for  a  fixed  consideration  of  $695,000, 
•ayable  as  follows :  $10,000  in  cash ;  $40,000  on  or  before  September  1, 
919;  $50,000  on  or  before  November  1,  1919;  $150,000  on  or  before 
anuary  10,  1920;  $60,000,  December  31,  1920;  $60,000,  December 
1,  1921;  $65,000,  December  31,  1922;  $65,000,  December  31,  1923; 
65,000,  December  31,  1924;  $65,000,  December  31,  1925,  and  $33,000, 
)ecember  31,  1926;  the  last  seven  payments  being  represented  by 
romissory  notes  and  all  deferred  payments  bearing  interest  at  6 
er  cent  per  annum  from  date.  In  the  preliminary  negotiations  lead- 
ig  up  to  the  sale  of  this  property  the  petitioners  were  represented 
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by  W.  L.  Harrison,  their  agent,  who  priced  the  same  to  Toler  at 
$750,000.  This  price  was  fixed  upon  the  assumption  that  the  interesl 
of  W.  D.  Parker  in  the  growing  crops  had  a  value  of  $170,000  tc 
$180,000.  The  value  of  this  interest  was  an  important  factor  in  the 
negotiations,  since  it  was  from  this  source  the  purchasers  expected 
to  procure  the  funds  with  which  to  meet  their  first  payments  upor 
the  purchase  price.  After  going  over  the  property  with  Harrison 
Toler  placed  his  estimate  of  Parker’s  interest  in  the  crops  al 
$102,500  and  proposed  a  corresponding  reduction  in  the  sales  prict 
of  the  property.  After  some  discussions  the  price  was  finally  rel 
duced  to  $695,000.  A  joint  instrument  in  writing,  styled  “  Warrant) 
Deed,**  was  executed  by  the  petitioners  which,  after  setting  forth 
the  foregoing  payments  together  with  certain  reservations  on  thej 
part  of  the  sellers  and  assumptions  of  indebtedness  by  the  purchasers. 1 
contained  appropriate  words  of  conveyance,  giving  legal  description 
etc.,  of  the  real  estate  embraced  within  the  Klondike  Plantation,  and 
in  separate  paragraphs,  following,  the  further  provisions,  to  wit : 

For  the  considerations  above  named  the  grantors  further  convey  all  their 
interest  in  all  crops  of  every  kind  and  description  now  being  grown  upon  said 
lands,  all  feed  of  every  kind  and  character  now  on  hand,  all  mules  and  horsesl 
except  as  hereinafter  provided,  now  owned  by  grantors  and  being  not  less  than 
forty  head  of  mules  and  horses;  all  gear,  harness,  plow,  tools,  farming  imple 
ments  and  machinery  of  all  kinds  and  description  whatsoever,  including  all 
farming  wagons  and  all  hogs  now  owned  by  the  grantors  and  now  located 
and  being  on  said  lands ;  also  all  merchandise  of  every  kind  and  character  what-l 
soever ;  together  with  the  store  house  and  all  fixtures  therein,  as  well  as  all 
tenant  accounts  for  all  tenants  now  on  said  lands  for  the  year  1919. 

******* 

The  grantors  herein  retain  a  vendor's  lien  on  all  property  herein  conveyed  to 
secure  the  balance  of  the  purchase  money  thereon.  It  is  also  understood, 
and  agreed  that  a  deed  of  trust  of  even  date  shall  be  executed  by  the  grantees, 
which  said  deed  of  trust  shall  be  taken  and  held  as  cumulative  security  to  the 
vendor’s  lien  retained,  and  it  is  also  agreed  by  and  between  the  parties  herein 
that  the  lien  retained  on  the  personal  property  hereinabove  described  shall  be 
cancelled  when  the  sum  of  $250,000.00  shall  be  paid  on  or  before  January  10. 
1920,  in  accordance  with  the  terms  and  provisions  of  this  deed. 

Excluding  the  interest  in  the  growing  crop,  the  value  of  the 
property  conveyed  by  the  foregoing  paragraph  was  established  by 
the  respondent  to  be  at  the  date  of  sale  as  follows:  mules,  $11,685.32; 
implements  and  gear,  $4,018.34;  machinery,  $6,102.50.  Excluded 
from  respondent’s  computation  were  accounts  in  the  aggregate  sum 
of  $27,000,  due  from  tenants,  transferred  to  the  purchasers,  as  well 
as  the  cost  of  certain  new  farm  machinery  and  merchandise  which 
petitioner  Parker  had  bought  but  not  paid  for,  and  which  he  in¬ 
tended  to  return  to  the  seller,  but  which  through  error  of  the  agent 
was  not  excepted  from  the  deed  and  was,  therefore,  delivered  with 
the  other  property.  The  cost  of  this  farm  machinery  and  merchan- 
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dise  is  not  shown  by  the  record.  The  amount  of  $4,500  in  cash  was 
paid  by  petitioners  to  the  agent  on  commission  account  of  said  sale. 
Purchasers  paid  $125,000  during  1919  and  $125,000  in  1920  upon  the 
purchase  price  of  said  property. 

The  respondent  determined  a  profit  to  the  petitioners  of 
$324,367.09.  The  basis  of  respondent’s  computation  was  the  deter- 
mned^  1913  value  of  the  land  to  which  was  added  the  depreciated 
•ost  of  the  improvements  and  certain  chattels  conveyed,  and  the  sum 
)f^$4,500  paid  the  agent  as  commission,  making  in  all  a  total  of 
<370,632.91.  Neither  the  petitioner’s  interest  in  the  growing  crops 
lor  the  tenants’  accounts  transferred  were  considered  by  the  Com- 
nissioner  in  his  computation  of  profit.  There  is  no  controversy  as 
o  the  value  of  the  land  and  buildings  at  March  1,  1913. 


OPINION. 

Lansdon:  The  petitioners  claim  that  the  respondent  erred  (1)  in 
is  disallowance  of,  as  a  sales  cost,  the  $15,000  claimed  as  commis- 
ions  paid;  (2)  in  his  determinations  of  depreciation  to  improve- 
lents  and  personal  property  conveyed;  (3)  in  excluding  from  the 
alue  of  the  property  sold  a  merchandise  inventory  of  $4,895;  (4)  in 
is  determination  of  profit  realized  on  said  sale  during  the  taxable 
ears;  (5)  in  excluding  from  the  value  of  the  personal  property  the 
im  of  $27,000,  representing  tenants’  accounts;  and  (6)  in  excluding 

•°m  ^ie  cost  of  property  sold  the  amount  of  petitioner  W.  IX 
arker’s  interest  in  the  growing  crops. 

The  evidence  is  deplorably  lacking  in  many  essential  features  of 
ns  case  and  the  record  leaves  so  much  for  conjecture  that  it  is 
dremely  difficult  to  arrive  at  a  satisfactory  conclusion.  The  meaner 
idence  concerning  the  first  three  assignments  of  error  supports 
ie  action  of  the  Commissioner,  which  is  approved. 

In  support  of  the  fourth  assignment,  petitioners  claim  that  that 
irt  of  the  gross  sales  price  intended  to  represent  consideration  for 
e  personal  property  conveyed  was  not,  under  the  terms  of  the  deed 
eluded  m  the  installment  payments  evidenced  by  the  serial  notes 
aturing  after  January  10,  1920,  but  was  payable  out  of  the  first 
sh  payment  of  $10,000,  and  the  subsequent  payments,  aggregating 
40  000,  made  during  the  taxable  years;  and  that  the  Commissioner 
red  m  classifying  the  sale  of  the  personalty  as  an  installment  sale 
d  should  have  deducted  its  value  from  the  payments  made  during 
ese  years,  before  reckoning  the  profits  for  such  years.  In  sm> 
rt  of  this  contention  petitioners  cite  that  part  of  the  deed,  herein- 
ove  set  forth,  which  provides  “  that  the  lien  retained  on  the  per- 
lal  property  shall  be  canceled  when  the  sum  of  $250,000  shall  be 
id  on  or  before  January  10,  1920.” 
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Construing  the  deed  from  its  four  corners,  there  is  nothing  within 
its  provisions  to  indicate  that  such  an  intent  as  contended  for  by  the 
petitioners  was  in  the  minds  of  the  makers  at  the  time  of  its  execu¬ 
tion;  neither  does  the  record  support  such  an  inference.  The  deed 
names  the  total  consideration  as  “  $695,000  ”  in  a  lump  sum,  without 
any  reference  to  apportionment.  Two  conveying  clauses  follow— 
one  conveying  the  realty,  the  other  the  personal  property,  and  each 
in  specific  terms  declares  this  sum  to  be  the  consideration  for  the 
property  conveyed.  The  liens  created  cover  all  of  the  property  with¬ 
out  apportionment  or  classification,  and  there  is  nothing  in  the  entire 
deed  from  which  a  separate  valuation  for  any  of  the  property, 
whether  real  or  personal,  may  be  inferred.  Release  clauses,  such  as 
are  found  in  this  deed,  are  not  unusual  in  conveyances  of  mixed 
property,  or  of  real  property  subject  to  subdivision,  where  the  pur¬ 
chaser  desires  to  sell  a  part  before  having  paid  the  entire  purchase 
price.  Such,  from  the  evidence,  would  seem  to  have  been  the  in¬ 
tention  of  the  purchasers  in  this  case,  and  the  fact  that  the  value  of 
the  property  to  be  released  from  the  liens  was,  accepting  petitioned 
highest  valuation,  but  a  slight  margin  over  25  per  cent  of  the  amount 
of  the  payments  required  to  effect  such  release,  is  evidence  that  the 
provision  of  the  deed  cited  bears  no  relationship  whatever  to  the  price 
of  the  personal  property  sold.  The  action  of  the  Commissioner  in 
this  connection  is,  therefore,  sustained. 

Petitioners’  further  contention  that  there  was  no  profit  realized 
during  the  taxabje  years,  on  this  sale,  for  the  reason  that  the  toral 
payments  received  were  less  than  the  cost  as  determined  by  the  Com¬ 
missioner  and  also  for  the  further  reason  that  the  notes  received  on 
the  sales  price  were  without  value,  is  not  supported  by  the  record. 
The  Commissioner  correctly  classified  this  transaction  as  an  install¬ 
ment  sale  and  properly  apportioned  the  profits  reportable  thereunder 
as  collected  for  the  taxable  years. 

As  to  the  tenants’  accounts,  the  evidence  shows  that  they  were 
debts  owing  to  the  petitioner  for  merchandise  sold  and  were  to  be 
paid  after  the  crops  were  marketed,  he  in  the  meantime  retaining  a 
lien  upon  the  tenants’  crops  to  insure  payment.  The  contention  oi 
respondent  that  they  were  a  business  expense  of  petitioner  would  have 
merit  had  the  petitioner  been  in  actual  personal  operation  of  the 
plantation  and  the  tenants  been  in  his  employ  at  wages  from  which 
these  accounts  were  deductible,  but  the  evidence  indicates  that  the 
tenants  were  farming  on  their  own  account  and  that  Parker  was  their 
landlord  and  not  their  employer.  These  accounts  were  living  expenses 
of  the  tenants  and  formed  no  part  of  the  cost  of  Parker’s  interest  in 
the  crops.  They  were,  therefore,  subject  to  sale;  were  sold;  and 
should  have  been  included  in  the  valuation  of  the  property  of  peti¬ 
tioner  W.  D.  Parker  when  sold,  thereby  reducing  by  the  amount 
thereof  the  profits  realized  from  the  sale  of  the  land. 
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The  remaining  question  has  to  do  with  the  action  of  the  Commis¬ 
sioner  in  excluding  the  value  of  petitioner’s  interest  in  the  growing 
cr0Ps  from  his  calculation  in  determining  the  cost  value  of  the  prop¬ 
erty  sold.  Petitioners  claim  that  the  value  of  the  interest  in  growing 
crops  should  have  been  excluded  by  the  Commissioner  in  his  deter¬ 
mination  of  gain  derived  from  the  sale  of  the  realty.  This,  however, 
would  not  change  the  tax  liability  of  petitioners  since  they  have 
shown  no  cost  of  these  interests  to  them  ;  and,  if  they  are  net  rentals 
from  the  land,  as  indicated  by  the  evidence,  they  are  taxable  as  such, 
although  reckoned  separately.  The  respondent  claims  that  inasmuch 
as  growing  crops  are  realty  and  belong  to  the  land  to  which  they  are 
attached,  their  value  is  included  in  the  appraised  value  of  the  real 
estate.  There  can  be  no  question  to  the  general  proposition  of  law 
that  growing  crops  belong  to  the  freehold,  and  in  case  of  a  sale  of 
the  same  pass  to  the  purchaser,  provided  the  seller  owns  both  the  land 
and  the  crops,  but  a  different  rule  obtains  where  the  interests  of 
tenants  intervene.  The  actual  farming  on  this  plantation  was  carried 
on  by  tenants,  but  upon  what  basis  or  terms  we  are  not  advised. 
There  is  sufficient  evidence  to  show  the  relationship  of  landlord  and 
tenant,  also  to  indicate  a  sharing  in  the  crops  by  each ;  but  whether, 
under  their  contract  there  was  a  joint  or  several  ownership  in  the 
crops  until  a  division  was  made  does  not  appear.  Under  similar 
conditions  this  Board  held  in  W.  S.  Peebles ,  5  B.  T.  A.  386,  that  the 
landlord’s  interests  in  the  growing  crops  of  his  tenants  were  realty, 
that  their  value  was  properly  included  in  the  inventory  made  of  the 
lands,  and  that  it  was  error  to  classify  them  separately.  Under  the 
facts  in  this  case  the  action  of  the  Commissioner  in  so  excluding  them 
from  the  cost  value  of  the  property  is  approved. 

Decision  will  be  entered  under  Rule  50. 


William  P.  Blodget  and  Fannie  H.  Blodget,  Executors, 
Estate  of  William  Blodget,  Petitioners,  v.  Commissioner  of 
Internal  Bevenue,  Bespondent. 

William  P.  Blodget,  Petitioner,  v.  Commissioner  of  Internal 

Bevenue,  Bespondent. 

Fannie  H.  Blodget,  Petitioner,  v.  Commissioner  of  Internal 

Bevenue,  Bespondent. 

Docket  Nos.  10344,  29392,  29393.  Promulgated  October  26,  1928. 

Only  the  excess  realized  on  a  chose  in  action  over  the  value 
thereof  at  the  date  of  the  death  of  a  decedent  constitutes  taxable 
income  when  received  by  the  executors. 

Kenneth  Howes ,  Esq.,  for  the  petitioners. 

W.  F.  Gibbs ,  Esq.,  for  the  respondent. 
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These  proceedings,  consolidated  for  the  purpose  of  hearing  and 
decision,  are  for  the  redetermination  of  deficiencies  in  income  tax 
as  follows : 

Estate  of  William  Blodget,  Docket  No.  10344 — 

For  the  taxable  period  beginning  June  28,  1923,  and  ending  De¬ 


cember  31,  1923 _ $2,  990.  86 

William  P.  Blodget,  Docket  No.  29392 — 

1924 -  1,  407.  46 

Fannie  H.  Blodget,  Docket  No.  29393 — 

1924 _  2,  662.  3S 


The  point  in  issue  is  whether  the  petitioners  are  liable  to  income 
tax  in  respect  of  such  part  of  the  profits  of  a  partnership  as  were 
received  by  them  during  1923  and  1924  as  was  included  in  the  value 
of  the  gross  estate  of  the  decedent  and  subject  to  Federal  estate  tax. 

FINDINGS  OF  FACT. 

1.  William  Blodget  died  on  June  28,  1923,  a  resident  of  Massa¬ 
chusetts,  leaving  a  will  under  which  his  widow,  Fannie  H.  Blodget, 
and  his  son,  William  P.  Blodget,  were  appointed  his  executors.  Un¬ 
der  the  will  Fannie  H.  Blodget  acquired  a  three-fifths  share  in  the 
rest,  residue  and  remainder  of  the  estate  of  William  Blodget,  and  his 
son,  William  P.  Blodget,  acquired  a  two-fifths  share  in  such  rest, 
residue  and  remainder  of  his  estate. 

2.  William  Blodget,  at  the  time  of  his  death,  was  the  senior  mem¬ 
ber  of  the  firm  of  Blodget  &  Co.,  dealers  in  investment  securities, 
having  its  principal  office  in  Boston,  Mass.  The  firm  was  one  of 
long  standing,  although  the  particular  partnership  in  existence  on 
the  date  of  the  death  of  William  Blodget  had  been  in  existence  only 
since  December  30,  1922. 

3.  On  the  date  of  the  death  of  William  Blodget,  the  partnership 
of  Blodget  &  Co.  was  composed  of  six  individuals,  only  three  of 
whom,  however,  including  William  Blodget,  had  capital  invested  in 
the  partnership.  The  names  of  the  partners  and  their  respective 
shares  in  the  net  profits  of  the  partnership  were  as  follows: 


Per  cent 

Per  cent 

William  Blodget 

19 

J.  Dana  Thomas 

15 

Charles  E.  Ober 

_  20 

Arthur  C.  Dunmore 

_  10 

R.  Hugh  Carleton 

_  19 

— 

Bayard  F.  Pope 

17 

Total 

__  100 

4.  The  net  profits 

of  the  partnership  of  Blodget  6 

h  Co.,  were 

/ 

arrived  at  by  first  deducting  from  gross  profits  the  interest  joaid  to 
each  partner  who  had  capital  invested  in  the  firm,  together  with  all 
other  expenses  of  the  business. 

5.  The  articles  of  copartnership  of  Blodget  &  Co.,  provided  that 
upon  the  death  of  any  partner  the  capital  of  the  partner  so  dying 
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should  remain  in  the  firm,  and  the  partnership  should  continue  for 
a  term  of  one  year  after  such  death,  as  if  there  had  been  no  death. 

6.  Under  the  above  referred  to  provisions  of  the  articles  of  co¬ 
partnership  of  Blodget  &  Co.,  the  capital  of  William  Blodget  in¬ 
vested  in  the  partnership  on  the  date  of  his  death,  on  June  28,  1923, 
was  left  in  the  business  until  June  28,  1924.  On  this  partnership 
capital  remaining  in  the  business  interest  was  paid  by  the  partnership 
to  the  executors  of  the  estate  of  William  Blodget  at  the  rate  of  7 
per  cent.  This  interest  for  the  period  from  June  28,  1923,  to  Decem¬ 
ber  31,  1923,  amounted  to  $20,302.82  and  for  the  period  from  January 
1,  1924,  to  June  28,  1924,  amounted  to  a  substantially  similar  amount. 
-  T.  The  interest  paid  on  the  partnership  capital  of  William  Blodget, 
which  remained  in  the  business  for  the  year  following  his  death, 
lias  been  returned  as  taxable  income  for  the  years  when  received  and 
the  taxes  thereon  have  been  duly  paid. 

8.  The  19  per  cent  share  of  the  net  profits  of  Blodget  &  Co.  for  the 
year  following  the  date  of  the  death  of  William  Blodget,  to  wdiich 
he  would  have  been  entitled  had  he  survived  and  which  was  paid 
to  his  estate  in  accordance  with  the  provisions  of  the  articles  of 
copartnership,  amounted  to  $54,766.41.  Of  this  amount  $21,283.50 
was  received  by  the  executors  of  the  estate  of  William  Blodget  during 
the  period  from  June  28,  1923,  to  December  31,  1923.  The  balance 
of  said  $54,766.41  of  the  net  profits,  amounting  to  $33,482.91,  was 
received  by  the  executors  of  the  estate  of  William  Blodget  during 
the  year  1924  and  was  distributed  by  them  in  that  year,  together  with 
all  the  remaining  assets  of  the  estate  of  William  Blodget,  to  the  two 
residuary  legatees  under  the  will  of  William  Blodget,  a  three-fifths 
interest  being  thus  distributed  to  Fannie  H.  Blodget  and  a  two-fifths 
interest  to  William  P.  Blodget. 

9.  The  executors  of  the  estate  of  William  Blodget  did  not  regard 
the  $21,283.50  of  net  profits  of  Blodget  &  Co.,  which  they  received 
during  the  period  June  28,  1923,  to  December  31,  1923,  as  taxable 
income  and  accordingly  did  not  report  the  same  in  their  return  of 
income  for  the  estate  for  that  period.  The  Commissioner,  however, 
has  increased  the  taxable  net  income  of  the  estate  of  William  Blodget 
for  the  above  mentioned  period  by  adding  to  the  net  income  reported 
$21,283.50  and  as  a  result  has  determined  that  there  was  a  deficiency 
in  tax  for  that  period  of  $2,990.86. 

10.  William  P.  Blodget  and  Fannie  H.  Blodget  did  not  regard 
any  part  of  the  $33,482.91  of  net  profits  of  Blodget  &  Co.  for 
the  period  from  January  1,  1924,  to  June  28,  1924,  which  was  dis¬ 
tributed  to  them  by  the  executors  of  the  estate  of  William  Blodget, 
together  with  the  rest  and  residue  of  the  estate  of  William  Blodget 
during  the  year  1924,  as  taxable  income  and  accordingly  did  not 
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report  the  same  in  their  respective  returns  of  income  for  the  year 
1924.  The  Commissioner  has,  however,  increased  the  taxable  net 
income  of  William  P.  Blodget  for  1924  by  the  amount  of  $13,393.16 
and  that  of  Fannie  H.  Blodget  by  $20,089.75  on  account  of  such 
net  profits,  resulting  in  the  principal  part  of  the  deficiencies  appealed 
from  in  Docket  Nos.  29392  and  29393. 

11.  The  right  of  the  estate  of  William  Blodget,  under  the  articles 
of  copartnership  of  Blodget  &  Co.,  to  receive  the  .same  share  of  the 
net  profits  of  Blodget  &  Co.  for  the  period  from  June  28,  1923,  to 
June  28,  1924,  to  which  William  Blodget  would  have  been  entitled 
had  he  survived,  had  a  fair  market  value  on  June  28,  1923,  the  date 
of  the  death  of  William  Blodget,  of  $49,346.15.  This  is  the  amount 
determined  by  the  Commissioner  to  be  the  value  of  such  right  in 
the  audit  of  the  Federal  estate-tax  return  of  William  Blodget, 
deceased. 

OPINION. 

Smith  :  The  question  presented  by  these  proceedings  is  the  amount 
of  the  net  profits  of  the  partnership  of  Blodget  &  Co.  for  the  year 
ended  June  28,  1924,  which  is  liable  to  income  tax  to  the  petition¬ 
ers.  The  amount  of  these  profits  was  $54,766.41.  The  petitioners 
accounted  for  none  of  these  profits  in  their  returns.  The  parties 
have  stipulated  that  the  right  of  the  estate  of  William  Blodget  to 
receive  these  profits  at  the  date  of  hi,s  death  was  $49,346.15.  This 
is  the  value  placed  upon  them  by  the  respondent  in  the  audit  of 
the  estate-tax  return  and  it  has  been  stipulated  by  the  parties  hereto 
that  such  was  the  fair  market  value  of  the  right.  The  petitioners 
submit  that  only  the  excess  of  $54,766.41  over  $49,346.15,  or  $5,420.26, 
can  properly  be  regarded  as  taxable  income  to  the  executors  or  bene¬ 
ficiaries  of  the  estate  of  William  Blodget. 

It  has  been  established  by  numerous  decisions  of  the  Board,  as 
well  as  of  the  courts,  that  for  Federal  income-tax  purposes  the 
executors  of  the  e, state  of  a  decedent  take  over  the  assets  of  the 
decedent  including  choses  in  action  at  their  fair  market  value  on  the 
date  of  the  decedent’s  death  and  not  at  the  cost  of  such  assets  to  the 
decedent.  Frank  II.  Clark ,  Executor ,  12  B.  T.  A.  425;  Dorothy 
Payne  "Whitney  Straight ,  Executrix ,  7  B.  T.  A.  177;  William  G. 
Frank ,  Administrator ,  6  B.  T.  A.  1071;  Bankers'1  Trust  Co.  v.  Bond¬ 
ers,  23  Fed.  (2d)  941;  Nichols  v.  United  States , -  Ct.  Cls.  - . 

(Decided  November  7,  1927.  Writ  of  certiorari  denied  April  16, 

1928.)  ; 

The  right  of  the  estate  of  William  Blodget  to  receive  the  year 
following  the  death  of  William  Blodget  the  same  share  of  the  net 
profits  of  Blodget  &  Co.  which  William  Blodget  would  have  been 
entitled  to  receive  had  he  survived  was  a  valuable  contractual  right 
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or  cliose  in  action  constituting  a  part  of  the  assets  of  William 
Bloclget  which  passed  on  his  death  to  the  executors  of  his  estate.  If 
the  executors  had  sold  the  right  to  receive  such  profits  for  $49,346.15 
it  is  apparent  that  the  estate  would  have  realized  no  taxable  income 
from  the  transaction.  The  right  which  the  executors  received  to  col¬ 
lect  these  profits  was  a  capital  asset  of  the  estate  and  the  value  of  such 
asset  received  by  the  executors  constituted  the  basis  for  determining 
a  gain  or  loss  upon  the  disposition  thereof.  Only  the  excess  received 
on  the  disposition  of  the  asset  constituted  taxable  income.  Walter 
R.  McCarthy,  Executor ,  9  B.  T.  A.  525;  Estate  of  A.  Plumer  Austin , 
10  B.  T.  A.  1055.  Compare  also  Florence  L.  Klein ,  6  B.  T.  A.  617, 
wherein  it  was  held  that  payments  received  under  an  annuity  do  not 
constitute  taxable  income  except  to  the  extent  that  they  exceed  the 
cost  of  the  annuity.  Also  compare  William  K.  Vanderbilt ,  et  al ., 
Executors ,  11  B.  T.  A.  291,  wherein  it  was  held  that  interest  accrued 
to  the  date  of  decedent’s  death  on  securities  owned  by  him  and 
dividends  declared  prior  to  his  death  but  payable  after  his  death  on 
stocks  owned  by  him  were  a  part  of  the  corpus  or  principal  of  his 
estate. 

The  situation  which  obtains  in  these  proceedings  is  substantially 
different  from  that  in  Ernest  M.  Bull ,  Executor ,  7  B.  T.  A.  993.  In 
that  case  it  was  held  that  the  profits  of  the  partnership  received  by 
the  estate  were  liable  to  income  tax  when  received  by  the  executors. 
It  did  not  appear  in  that  case  that  the  choses  in  action  which  passed 
to  the  executors  at  the  date  of  the  death  of  the  decedent  had  a  fair 
market  value.  No  specific  value  was  assigned  to  the  chose  in  action. 
In  the  present  proceedings  the  value  of  the  chose  in  action  is 
stipulated. 

Only  $21,283.50  of  the  profits  of  the  partnership  for  the  year  fol¬ 
lowing  the  date  of  the  death  of  William  Blodget  was  paid  over  to 
the  executors  during  the  year  1923.  This  is  less  than  the  capital 
value  of  the  right  to  receive  such  profits.  It  could  not  be  determined 
at  the  close  of  1923  that  the  executors  would  receive  any  further 
amount  from  the  partnership.  The  amount  received  in  1923  must, 
therefore,  be  considered  simply  the  return  of  a  part  of  the  capital 
represented  by  the  chose  in  action.  In  1924  the  executors  received 
and  distributed  to  the  beneficiaries  under  the  will  $5,420.26  of  profits 
from  the  partnership  in  excess  of  the  value  of  the  right  to  receive 
them  at  the  date  of  the  death  of  the  decedent.  This  excess  was  clearly 
taxable  to  the  beneficiaries,  two-fifths  to  William  P.  Blodget  and 
three-fifths  to  F annie  H.  Blodget. 

Judgment  of  no  deficiency  will  be  entered-  in 
the  case  of  Docket  No.  103 cind  under  Rule 
50  in  the  case  of  Docket  Nos.  29392  and  29393. 
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B.  M.  Phelps,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 


D.  L.  Armistead,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  Nos.  14749,  14750,  21952,  21953,  2S226,  28227. 

1928. 


Promulgated  October  26. 


The  petitioners,  carrying  on  a  partnership  business  under  the 
name  of  Phelps  Armistead  in  1919,  entered  into  an  oral  agreement 
with  their  wives  that  they  should  be  equal  partners  with  themselves 
and  that  each  should  thereafter  receive  one  quarter  of  the  profits  of 
the  business.  Held,  that  the  petitioners  are  not  liable  to  income  tax 
in  respect  of  the  shares  of  the  profits  belonging  to  their  wives. 

Theodore  B .  Benson ,  Esq.,  and  C .  F.  Cocke ,  Esq.,  for  the  petitioners. 

John  I).  Foley,  Esq.,  for  the  respondent. 

I  he  Commissioner  has  determined  deficiencies  against  the  peti¬ 
tioners  as  follows : 


Year 

B.  M  .Phelps 

D.  L.  Armistead 

Docket  No. 

Deficiency 

Docket  No. 

Deficiency 

1920. . 

14749 

$1, 849.  35 
2,  297. 89 
2,  327.  47 

1,  596.  82 

14750 

$1, 856.  28 
2,  305.  06 
2,  398.  38 
1,  763.  51 

1921... . 

1922 . 

21953 

28226 

21952 

28227 

1923 . 

These  proceedings  have  been  consolidated  for  the  purpose  of  hear¬ 
ing  and  decision.  The  only  question  in  issue  is  whether  the  wives 
of  the  partners  were  members  of  the  partnership  of  Phelps  &  Armi¬ 
stead  from  July  1,  1919,  to  June  30,  19*23. 


FINDINGS  OF  FACT. 


J  he  petitioners  are  residents  of  Roanoke,  A  a.  In  1912  they  organ¬ 
ized  a  partnership  to  carry  on  business  under  the  name  of  Phelps  & 
Armistead  and  engaged  in  a  retail  furniture  business.  They  were 
equal  partners  in  the  business  up  to  about  the  middle  of  1919.  The 
partnership  agreement  was  oral  and  never  reduced  to  writing.  At 
oi  about  duly  1,  1919,  the  partners  decided  to  take  in  their  wives  as 
equal  partners  with  themselves.  I  here  was  a  meeting  of  the  partners 
and  their  wives  held  at  their  store  about  the  middle  of  1919,  when 
the  agreement  was  made.  "I  lie  understanding  reached  between  the 
individuals  was  that  the  wives  should  be  taken  into  the  partnership 
and  share  equally  with  their  husbands  in  the  business  and  that  they 
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should  each  receive  one  quarter  of  the  profits  and  each  stand  one 
quaitei  of  the  losses  of  the  business.  This  agreement  was  not  re¬ 
duced  to  Avnting,  but  entries  were  made  upon  the  partnership’s  books 
of  account  as  of  July  1,  1919,  by  which  one-half  of  the  capital  ac¬ 
count  of  each  of  the  petitioners  was  transferred  to  his  wife  and  from 
that  time  on  the  profits  of  the  business  were  divided  into  four  parts 
and  one  part  credited  to  each  of  the  partners.  The  books  of  account 
clearly  reflect  these  transactions.  At  sundry  times  a  part  of  the 
profits  of  the  partnership  was  paid  over  to  the  partners  and  a  check 
for  each  partner’s  profits  was  paid  to  him  or  her.  The  wives  of  the 
partners  deposited  the  profits  distributed,  one  to  her  individual  ac¬ 
count  and  the  other  in  a  joint  bank  account  with  her  husband.  The 
moneys  thus  accumulated  by  their  wives  were  invested,  either 
according  to  their  own  wishes  or  by  their  husbands  for  them. 

The  wives  of  the  partners  in  1919  made  no  capital  contribution 
to  the  partnership  and  throughout  the  taxable  years  rendered  no 
services  to  and  received  no  salaries  from  the  partnership. 

The  Commissioner  has  refused  to  recognize  a  partnership  existing 
between  the  petitioners  and  their  wives  for  the  taxable  years  involved 
md  has  added  to  the  incomes  reported  by  the  petitioners  the  shares 
)f  partnership  profits  paid  over  or  credited  to  the  petitioners’  wives. 

The  petitioners  made  their  income-tax  returns  upon  the  basis  of 
lie  calendar  year.  The  partnership  made  its  returns  upon  the  basis 
>f  the  fiscal  year  ended  June  30. 


OPINION. 


Smith:  Section  218  (a)  of  the  Revenue  Acts  of  1918  and  1921 
eads  in  part  as  follows: 


That  individuals  carrying  on  business  in  partnership  shhll  be  liable  for 
icome  tax  only  in  tlieir  individual  capacity.  *  *  * 


Section  224  of  the  Kevenue  Acts  of  1918  and  1921  provides : 


That  every  partnership  shall  make  a  return  for  each  taxable  year,  stating 
i)ecifically  the  items  of  its  gross  income  and  the  deductions  allowed  by  this 
tie,  and  shall  include  in  the  return  the  names  and  addresses  of  the  individ- 
als  who  would  be  entitled  to  share  in  the  net  income  if  distributed  and  Hie 
mount  of  the  distributive  share  of  each  individual.  The  return  shall  be 
vorn  to  by  any  one  of  the  partners. 


Section  5134  of  the  Code  of  Virginia,  1919,  which  was  in  force 
uring  the  taxable  years,  reads  in  part  as  follows  : 


*  *  A  married  woman  may  contract  and  be  contracted  with,  sue  and  be 

led,  in  the  same  manner  and  with  the  same  consequences  as  if  she  were 
imarried,  whether  the  right  or  liability  asserted  by  her  or  against  her  shall 
ive  accrued  heretofore  or  hereafter.  ' 


* 


19752—28 - 2 
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The  evidence  of  record  shows  that  at  some  time  during  1919  peti 
tioners  took  up  with  the  collector  of  their  district  the  question  a 
to  whether  it  would  be  proper  for  them  to  take  in  their  wives  a: 
members  of  their  firm  and  make  returns  upon  the  basis  that  theiij 
wives  were  members  of  the  partnership.  The  official  or  employee 
in  the  collector’s  office  advised  them  that  he  saw  no  objection  to  sucl 
proceeding.  Thereafter,  in  1919,  petitioners  and  their  wives  had  j 
meeting  at  their  store  and  it  was  agreed  among  them  that  the  wive: 
should  be  equal  partners  with  themselves  in  the  business. 

The  respondent  denied  the  existence  of  a  partnership  between  tin 
petitioners  and  their  wives,  apparently  upon  the  ground  that  ther< 
were  no  written  articles  of  copartnership ;  that  the  wives  contributed 
no  capital  or  services  to  the  partnership;  and  that  the  scheme  wa: 
only  for  the  purpose  of  reducing  surtax. 

We  think  that  the  evidence  actually  shows  an  agreement  of  partner 
ship  between  the  petitioners  and  their  wives  on  or  about  July  1,  1919 
whereby  the  wives  of  the  petitioners  were  taken  into  the  business  a: 
equal  partners  with  the  petitioners.  On  that  date  a  new  partnership 
was  formed  composed  of  four  individuals,  each  having  a  one-fourtl 
interest  therein.  The  claim  of  the  respondent  that  the  wives  con 
tributed  no  capital  to  the  partnership  does  not  disprove  the  fact  thai 
a  partnership  agreement  was  entered  into.  Persons  are  often  mad( 
members  of  a  partnership  without  themselves  contributing  anythin*, 
to  the  partnership  originally.  The  members  of  a  partnership  ma) 
set  over  to  a  person  to  be  taken  in  as  a  partner  a  percentage  oi 
their  own  interests  in  the  partnership.  This  is  what  was  done  ii 
this  case.  Each  of  the  petitioners  gave  to  his  wife  one-half  of  hr 
capital  in  the  business.  From  that  time  on  each  of  the  petitioner: 
had  capital  invested  in  the  business.  It  is  immaterial  that  they  fur¬ 
nished  no  services  to  the  partnership  and  received  no  salaries  from 
the  partnership.  If  the  petitioners  furnishing  the  services  were  will¬ 
ing  that  the  other  members  of  the  partnership  furnish  no  service: 
yet  share  equally  with  them  in  the  profits  of  the  business,  there  i: 
no  provision  of  law  to  prevent  them  from  doing  so.  Although  prod 
that  persons  claiming  to  be  members  of  a  partnership  furnished  m 
capital  and  contributed  no  services  to  the  partnership  might  tend  tc 
prove  that  no  partnership  agreement  was  entered  into,  proof  of  sucl 
facts  becomes  immaterial  when  all  members  of  the  partnership  agret 
that  a  partnership  contract  was  entered  into. 

Nor  do  we  think  that  it  is  material  that  the  apparent  object  of  tlu 
reorganization  of  the  partnership  in  1919  was  for  the  purpose  of  re 
ducing  surtaxes  payable  by  the  petitioners.  Clearly  taxpayers  have 
the  right  to  change  their  form  of  organization  and  their  methods  oi 
doing  business  in  any  way  they  may  see  fit  so  long  as  they  keep 
within  the  law. 


PARKERSBURG  CHAIR  CO. 


1251 


(1248) 

In  Weeks  v.  Sibley ,  269  Fed.  155,  it  was  stated: 

*  *  *  The  right  to  change  the  status  of  an  organization,  or  to  dissolve 

an  organization  in  any  legal  manner,  is  not  made  ineffectual  because  the  motive 
impelling  the  change  is  to  reduce  or  avoid  taxation  in  the  future.  The  right 
so  to  do  is  an  incidental  right,  inseparably  connected  with  an  individual’s  right 
to  own  and  control  his  property.  *  *  * 

It  is  not  unnatural  that  any  thoughtful  business  man  takes  such  steps  It 
is  altogether  different  from  tax  dodging,  the  hiding  of  taxable  property,  or  the 
doing  of  some  unlawful  or  illegal  thing  in  order  to  avoid  taxation.  *  *  * 

.  W<‘  are  satisfied  that  a  valid  partnership  existed  between  the  pe- 

tioners  and  their  wives  for  the  taxable  years  involved  in  these 
proceedings. 

J uclgment  vMl  be  entered  under  Ride  50. 


Parkersburg  Chair  Co.,  Petitioner,  v.  Commissioner  of  Internal 

I  Revenue,  Respondent. 

Docket  No.  19237.  Promulgated  October  26,  1928. 

Special  assessment  disallowed  for  lack  of  evidence  showing 
inability  of  the  Commissioner  to  determine  invested  capital. 

diaries  F.  Rhodes,  Esq.,  for  the  petitioner. 

Byron  M.  Coon,  Esq.,  for  the  respondent. 

Arundell:  Petitioner,  a  West  Virginia  corporation  engaged  in 
the  manufacture  and  sale  of  chairs,  brings  this  proceeding  for  the 
redetermination  of  a  deficiency  of  $3,158.47  in  income  and  profits 
taxes  for  the  year^  1920,  assigning  as  error  respondent’s  refusal  to 
compute  petitioner’s  taxes  under  the  provisions  of  section  328  of  the 
Revenue  Act  of  1918. 

The  only  evidence  offered  by  petitioner  was  the  deficiency  letter 
and  a  communication  addressed  to  it  by  the  respondent  under  date  of 
.November  1,  1923,  relative  to  its  1917  taxes,  which  letter  contains  the 
following  statement  : 

In  accordance  with  the  recommendation  of  the  Committee  on  Appeals  and 
Review,  your  invested  capital  as  at  January  1,  1917,  has  been  decreased  by  a 
jomposite  accrual  of  25%  of  the  book  value  of  the  depreciable  assets  as  at  that 
aate’  on  account  of  insufficient  depreciation  written  off  in  prior  years,  result¬ 
ing  in  a  deduction  of  $24,201.36  from  your  invested  capital  instead  of  $54  - 
351.29,  as  previously  deducted  by  this  office. 

It  is  petitioner’s  contention  that  the  adjustment  of  its  invested 
capital  as  of  January  1, 1917,  in  the  manner  set  forth  in  the  foregoing 
etter,  demonstrates  respondent’s  inability  to  determine  invested 
capital  for  1917,  and  since  this  arbitrary  adjustment  is  reflected  in 
nvested  capital  for  all  years  thereafter,  it  follows  that  special  assess- 
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ment  should  be  allowable  for  the  taxable  year  1920  under  the  pro¬ 
visions  of  subdivision  (a)  of  section  327  of  the  Revenue  Act  of  1918. 

The  evidence  offered  is  entirely  insufficient  to  warrant  us  reaching 
the  conclusion  petitioner  asks. 

Judgment  will  be  entered  for  the  respondent. 


Consolidated  Investment  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  13603.  Promulgated  October  26,  1028. 

1.  The  value  of  leaseholds  and  of  other  property  paid  into  the 
petitioner  corporation  in  exchange  for  shares  of  stock  determined 
for  the  purpose  of  computing  invested  capital. 

2.  The  value  of  the  same  assets  at  March  1,  1913,  determined  for 
the  purpose  of  computing  an  allowance  for  exhaustion  and 
depreciation. 

II.  A.  Mihills ,  C.  P.  A .,  for  the  petitioner. 

S.  S.  Faulkner ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  tax  for  1921  in  the  amount  of  $12,680.02,  prac¬ 
tically  all  of  which  is  in  controversy.  The  assignments  of  error 
stated  in  the  petition  are,  (1)  the  respondent  has  erroneously  in¬ 
creased  the  taxable  net  income  originally  reported  for  the  calendar 
year  1921,  by  the  amount  of  $23,780.06,  representing  disallowance 
of  depreciation  alleged  to  be  taken  on  appreciated  values  of  the 
company’s  investment  in  leaseholds  and  improvements;  and  (2)  the 
respondent  has  erroneously  reduced  invested  capital  in  the  amount 
of  $1,250,000,  alleging  that  the  common  stock  of  the  petitioner  was 
issued  to  the  stockholders  as  a  bonus  in  connection  with  the  pre¬ 
ferred  stock. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  Missouri  corporation  which  was  organized  on 
June  14,  1906.  It  is  engaged  in  the  operation  of  office  buildings  with 
its  principal  office  in  St.  Louis. 

On  or  about  June  15,  1906,  the  petitioner  entered  into  an  agreement 
with  the  Syndicate  Trust  Co.,  a  Missouri  corporation,  organized 
earlier  in  1906,  under  which  agreement  the  Trust  Company  agreed 
to  convey  to  the  taxpayer  all  of  unexpired  parts  of  certain  leasehold 
estates  in  property  in  the  City  of  St.  Louis  which  had  theretofore 
been  acquired  by  the  Trust  Company.  The  Trust  Company  also 
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agreed  to  cause  the  Hanover  Investment  Co.,  a  Missouri  corporation, 
to  enter  into  a  lease  with  the  petitioner  for  90  years  from  April  1, 
1906,  at  a  certain  stated  rental;  to  cause  to  be  erected  upon  the 
property  in  question  a  16-story  office  building;  and  to  cause  certain 
other  persons  to  become  lessees  under  the  petitioner  in  the  premises 
in  question.  In  consideration  of  the  foregoing  agreement  on  the  part 
of  the  Trust  Company  the  petitioner  agreed  to  make  certain  sub¬ 
leases  negotiated  for  it  by  the  Trust  Company  as  above  mentioned, 
and  to  pay  to  the  Trust  Company  in  consideration  of  the  foregoing 
$1,250,000  of  its  preferred  stock  and  $1,250,000  of  its  common  stock, 
and,  in  addition,  to  deliver  to  the  Trust  Company  $2,500,000  of  30- 
year  5  per  cent  gold  bonds  secured  by  a  deed  of  trust  or  mortgage  on 
all  the  property  so  to  be  acquired. 

The  leases  which  had  been  acquired  by  the  Syndicate  Trust  Co. 
were  6  in  number.  Each  was  for  a  term  of  99  years.  In  the  case  of 
2  of  the  leases  the  term  began  prior  to  1900.  The  other  4  of  the 
leases  were  entered  into  between  1900  and  1906. 

The  property  acquired  by  the  petitioner  under  the  terms  of  the 
agreement  of  June  15,  1906,  consisted  of  a  tract  of  land  known  as 
Block  2 <3  of  the  City  of  St.  Louis,  Mo.,  which  was  the  entire  city 
block  bounded,  south  by  Olive  Street,  north  by  Locust  Street,  east  by 
Ninth  Street  and  west  by  Tenth  Street,  including  improvements 
thereon.  The  Century  Building,  a  10-story  office  building,  was 
located  on  the  east  half  of  City  Block  273.  The  Syndicate  Trust  Co. 

was  to  build  a  16-story  office  building  on  the  west  half  of  City  Block 
273. 

In  1906  the  Syndicate  Trust  Co.  acquired  the  Century  Building  at 
a  cost  of  $1,710,285.^3.  It  built  the  Syndicate  Building  on  the  west 
half  of  City  Block  273  at  a  cost  of  $2,279,222.60.  The  actual  invest¬ 
ment  of  the  Trust  Company  in  the  acquisition  of  the  Century  Build¬ 
ing  and  in  the  construction  of  the  Syndicate  Building  was,  therefore, 
$3,989,518.33. 

The  cost  to  the  S3mclicate  Trust  Co.  of  acquiring  the  several  leases 
referred  to  above  is  not  shown  by  the  record.  The  rentals  to  be  paid 
under  the  leases  could  not  be  increased  during  the  terms  of  the 
leases.  The  fair  market  value  of  the  leases  at  the  time  they  were 
assigned  by  the  Trust  Company  to  the  petitioner  was  $700,000. 

There  was  a  considerable  appreciation  in  the  value  of  the  Century 
Building  and  of  the  Syndicate  Building  from  1906  to  March  1,  1913. 
There  was  a  more  marked  increase  in  the  value  of  the  leasehold 
estates.  The  fair  market  value  of  the  Century  and  Syndicate  Build¬ 
ings  on  March  1,  191o,  was  $4,000,000  and  the  fair  market  value  of 
the  leasehold  estates  was  $997,000. 
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OPINION. 

Smith:  The  questions  before  the  Board  in  this  case  are,  (1)  the 
fair  market  value  of  property  paid  into  the  petitioner  in  exchange 
for  $2,500,000  of  its  bonds  and  $1,250,000  preferred  stock  and  $1,250,- 
000  common  stock;  and  (2)  the  value  on  March  1,  1913,  of  such 
assets  for  the  purpose  of  determining  an  allowance  for  exhaustion 
and  depreciation  for  the  year  1921.  This  same  question  was  in  issue 
before  the  Board  in  Consolidated  Investment  Co .,  1  B.  T.  A.  272, 
for  the  years  1918  and  1920.  In  that  proceeding  the  petitioner  did 
not  attempt  to  prove  the  value  of  the  assets  paid  in  for  shares  of  stock 
further  than  to  show  that  the  bonds  and  shares  of  stock  had  been 
issued  for  such  assets.  It  relied  upon  the  proposition  that  the  judg¬ 
ment  of  the  directors  that  the  assets  were  worth  the  par  value  of 
the  stock  should  be  held  to  be  sufficient  proof  of  such  value.  This 
Board  held  that  the  evidence  was  insufficient  to  establish  the  values 
contended  for. 

In  the  instant  proceeding  an  abundance  of  evidence  has  been  offered 
to  prove  the  values  contended  for.  The  petitioner  was  able  to  locate 
records  of  the  S}7ndicate  Trust  Co.  which  showed  the  cost  to  it  of  the 
erection  of  the  Syndicate  Building  and  counsel  for  the  petitioner  and 
the  respondent  are  in  agreement  as  to  the  cost  to  the  Syndicate  Trust 
Co.  of  the  acquisition  of  the  Century  Building.  The  proof  is  clear 
that  the  investment  of  the  Syndicate  Trust  Co.  in  these  two  buildings 
was  $3,989,518.33. 

The  Syndicate  Trust  Co.  was  created  as  a  holding  corporation. 
It  acquired  a  number  of  leases  upon  the  property  in  City  Block  273 
upon  which  the  Century  Building  was  located  and  the  Syndicate 
Building  was  erected.  The  record  does  not  show  the  investment  of 
the  Trust  Company  in  such  leaseholds.  Competent  witnesses,  how¬ 
ever,  have  testified  as  to  the  fair  market  value  of  these  leases  in 
1906.  One  witness  gave  his  estimate  of  the  value  as  $700,000,  an¬ 
other  as  $796,457.50.  There  appears  to  be  no  question  that  the  leases 
being  all  assembled  in  one  owner  had  a  much  greater  value  than 
they  would  have  had  if  owned  separately.  The  evidence  warrants 
a  finding  that  the  value  of  the  leases  in  1906  was  $700,000.  We, 
therefore,  think  that  the  petitioner  is  entitled  to  include  in  invested 
capital  the  cost  of  the  buildings  to  the  Trust  Company  plus  the 
value  of  the  leaseholds,  totaling  $4,689,518.33,  less  $2,500,000  bonds 
issued  therefor. 

The  evidence  shows  a  marked  appreciation  in  the  value  of  both 
the  buildings  and  the  leases  between  1906  and  March  1,  1913.  This 
evidence  proves  that  the  fair  market  value  of  the  buildings  on  March 
1,  1913,  was  $4,000,000  and  that  the  fair  market  value  of  the  lease- 
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holds  on  that  date  was  $99  <,000.  The  depreciation  and  exhaustion 
for  the  taxable  years  should  be  computed  accordingly. 

Judgment  will  be  entered  under  Rule  50. 


Richard  Tuffli,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

G.  F.  Tuffli,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

S.  G.  Tuffli,  Petitioner,  u.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  17042,  17043,  17045.  Promulgated  October  26,  1928. 

Held,  that  the  evidence  does  not  sustain  the  petitioners’  allega¬ 
tion  that  certain  securities  were  transferred  by  gift  by  each  of  them 
to  their  respective  wives. 

A.  F.  Schaetzle ,  Esq for  the  petitioners. 

L.  A.  Luce ,  Esq .,  for  the  respondent. 

The  respondent  asserts  deficiencies  in  income  and  surtaxes  for  the 
years  1920  and  1921  against  the  several  petitioners  in  the  following 
respective  amounts:  Richard  Tuffli,  $542.98  and  $752.67;  G.  F. 
Tuffli,  $115.45  and  $110.49;  S.  G.  Tuffli,  $292.70  and  $190.16.  The 
only  issue  here  is  whether  each  of  the  petitioners  effected  a  valid 
transfer  of  certain  securities  to  his  wife  and,  as  a  consequence, 
whether  in  each  case  the  income  of  such  securities  was  taxable  to 
the  alleged  donee.  At  the  hearing  counsel  for  the  parties  stipulated 
that  the  three  proceedings  should  be  consolidated  for  hearing  and 
decision. 

FINDINGS  OF  FACT. 

In  the  taxable  years  each  of  the  petitioners  was  a  resident  of  the 
State  of  Missouri.  Together  they  owned  all  the  stock  of  Tuffli 

Rrothers,  a  Missouri  corporation,  engaged  in  the  pig  iron  and  coke 
business. 

As  profits  accumulated  from  the  operations  the  corporation  made 
investments  in  farm  mortgages  and  notes  secured  by  such  mortgages. 
Each  of  the  petitioners  purchased  substantial  amounts  of  such 
securities  from  the  corporation.  The  parties  agree  that  all  the 
securities  here  involved  were  negotiable  commercial  paper. 

At  some  date  not  disclosed  by  the  record  but  either  prior  to  or 
within  the  taxable  years,  each  of  the  petitioners  in  the  presence  of 
all  the  others  and  of  the  wives  of  all  three  told  his  wife  that  he  was 
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giving  her  all  the  farm  mortgages  that  he  owned.  There  was  no 
manual  delivery  of  such  mortgage  by  any  of  the  alleged  donors  to 
his  wife.  All  the  securities  in  question  were  deposited  in  a  safety 
deposit  box  used  by  the  corporation.  The  key  to  such  box  was  kept 
in  the  office  of  the  corporation  and  could  have  been  used  at  any  time 
by  any  one  of  the  alleged  donors  or  donees.  As  interest  accrued  on 
the  various  farm  mortgages  here  involved  it  was  collected  by  the 
corporation,  but  the  record  fails  to  disclose  the  further  disposition 
thereof. 

For  each  of  the  taxable  years  each  husband  and  wife  made  a 
separate  income-tax  return.  Each  of  the  wives  included  in  her 
income  the  interest  on  the  securities  alleged  to  have  been  received 
by  her  as  a  gift  from  her  husband.  Upon  audit  of  such  returns  the 
Commissioner,  in  each  case,  added  the  income  so  reported  by  the 
wife  to  the  income  reported  by  the  husband  and  determined  the 
deficiencies  here  in  controversy. 


OPINION. 


Lansdon  :  The  only  question  here  is  whether  the  petitioners  com¬ 
pleted  the  gift  to  their  wives  by  the  securities  in  question  in  such 
manner  as  to  pass  the  title  to  the  respective  wives  of  both  the  prin¬ 
cipal  and  income  of  the  property  alleged  to  have  been  transferred. 
It  is  elementary  that  the  essential  elements  of  a  gift  are  an  intention 
to  give,  a  transfer  of  title  or  delivery  and  an  acceptance  by  the 
donee.  It  is  stipulated  that  the  securities  here  involved  were  nego¬ 
tiable  commercial  paper.  The  Uniform  Negotiable  Instruments  Act, 
adopted  by  all  the  States  of  our  Republic,  provides  that  “A  negotia¬ 
ble  instrument  may  be  transferred  by  mere  delivery  either  actual  or 
constructive.”  It  is  conceded  that  in  the  instant  case  there  was  no 
manual  or  actual  delivery.  It  remains,  therefore,  for  us  to  determine 
whether  there  was  a  constructive  delivery  sufficient,  other  elements 
of  a  gift  being  present,  to  transfer  ownership  from  the  several 
petitioners  to  their  respective  wives. 

The  only  evidence  to  support  the  petitioners’  theory  of  delivery  is 
that  the  securities  in  question  were  placed  in  a  safe-deposit  box  that 
v  as  used  by  the  corporation  of  which  alleged  donors  were  stock¬ 
holders  and  that  the  key  to  such  box  was  kept  in  the  office  of  the 
corporation  and  was  accessible  at  all  times  to  all  the  alleged  donors 
and  donees.  This  is  not  sufficient  to  accomplish  transfer  of  owner¬ 
ship  of  the  securities.  In  our  opinion  in  Harry  C.  Moores ,  3  B.  T.  A. 
301,  we  said : 

It  is  essential  to  the  validity  of  a  grift  that  there  be  a  distinct  delivery  of 
property  so  as  to  show  that  the  donor  has  relinquished  all  dominion  over  it. 
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Tlie  donor  went  as  far  in  this  case  as  he  could  have  gone,  unless  he  had  secured 
the  appointment  of  a  guardian  or  trustee  to  manage  the  property  of  his 
daughters. 

In  these  proceedings  there  is  not  the  slightest  evidence  that  the 
alleged  donors  relinquished  all  or  any  dominion  over  the  property 
m  question.  Each  of  them  had  access  to  the  box  in  which  the  securi¬ 
ties  were  kept  and,  so  far  as  the  record  shows,  each  had  the  right  to 
sell  the  secunties  at  any  time  without  consultation  with  his  wife 
or  permission  from  her.  In  deciding  a  very  similar  controversy  in 

Chambers  v.  McCreery ,  98  Fed.  783 ;  affd.  106  Fed.  364,  the  court 
said : 

The  only  question  that  arises  in  this  case  is  whether  certain  bonds  that 
belonged  to  Edwin  Prince  in  his  lifetime  were  disposed  of  by  him  by  gift  to 
his  wife.  It  is  claimed  by  the  plaintiffs  in  this  action,  T.  W.  Chambers  and 
Lockey  T.  Chambers,  his  wife  (who  was  the  wife  of  Edwin  Prince,  and  after 
his  death  intermarried  with  T.  W.  Chambers),  that  during  the  lifetime  of 
Edwin  Prince  he  gave  to  her  certain  bonds,  set  out  in  the  bill,  in  a  safe  deposit 
at  Cincinnati.  The  executors  and  heirs  of  Edwin  Prince  contest  this  claim, 
and  deny  that  the  bonds  were  ever  disposed  of  by  Edwin  Prince,  in  any  manner 
or  form,  in  his  lifetime,  and  claim  that  they  belong  to  the  estate  of  Edwin 
Prince,  to  be  disposed  of  by  his  executor.  This  is  a  question  of  a  gift  inter 
vivos.  A  gift  of  this  character  has  been  defined  to  be  “  an  immediate,  voluntary, 
and  gratuitous  transfer  of  personal  property  by  one  to  another.”  To  make 
this  gift  valid,  it  is  essential  that  the  transfer  of  the  property  be  duly  executed, 
for  the  reason  that,  there  being  no  consideration  passing  between  the  donor 
and  donee,  no  action  will  lie  to  enforce  it.  A  gift  of  this  character  must  go 
into  immediate  and  absolute  effect.  To  make  it  complete,  there  must  be  an 
actual  delivery  of  the  subject-matter  of  the  gift,  so  far  as  the  same  is  capable 
of  delivery;  and,  in  the  absence  of  a  delivery  of  that  character,  the  title  to 
the  property  does  not  pass  from  the  donor  to  the  donee.  Chancellor  Kent  says 
in  work  (2  Comm.  p.  438)  that  the  “necessity  of  delivery  has  been  main¬ 
tained  in  every  period  of  the  English  law.  *  *  *.  The  donor  must  part, 

not  only  with  possession,  but  with  dominion  and  control,  of  the  property.”  An 
intention  to  give  it  is  not  a  gift,  and,  so  long  as  a  gift  is  incomplete,  a  court 
of  equity  will  not  enforce  and  give  effect  to  it.  This  position  of  Chancellor 
Kent  is  sustained  by  a  long  list  of  authorities  in  this  country.  Our  courts 
seem  to  hold  that  gifts  both  inter  vivos  and  causa  mortis  should  be  so  complete 
as  to  deprive  the  donor  of  the  future  control  and  dominion  of  the  property, 
and  that  in  order  to  make  same  valid,  it  is  necessary  for  the  donee  to  take 
and  retain  possession  until  the  donor’s  death  ;  for,  if  the  donor  once  regains 
possession  of  the  gift,  it  becomes  nugatory. 

I  have  given  this  case  much  thought  and  reflection,  and,  applying  the  prin¬ 
ciples  of  law  just  announced,  I  cannot  reach  the  conclusion  that  the  plaintiffs 
in  this  action  are  entitled  to  relief.  The  evidence  of  various  witnesses  that 
Edwin  Prince  intended  to  give  the  bonds  in  question  is  not  in  itself  sufficient. 
There  must  have  been  upon  his  part  an  actual  delivery  of  the  bonds  to  his 
wife  in  his  lifetime,  and  she  must  have  reduced  them  to  possession.  The 
evidence  shows  that  these  bonds  were  in  a  safe  deposit  at  Cincinnati ;  and 
while  she  had  one  of  the  keys  to  the  box  and  went  there  at  various  times’ with 
Prince,  her  deceased  husband,  in  his  lifetime,  to  clip  the  coupons  and  aided 
and  assisted  him  in  doing  so,  yet  there  is  no  evidence  which  tends  to  establish 


1258 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(1255) 


the  fact  that  she  ever  had  supreme  control  over  them,  or  exercised  dominion 
over  them  independent  of  her  husband.  He  placed  these  bonds  in  the  same 
place  that  they  were  found  after  his  death,  and  it  must  be  inferred  from  all 
the  evidence  in  this  case  that  he,  being  somewhat  advanced  in  life,  took  her 
with  him  on  his  various  trips  to  Cincinnati  for  the  purpose  of  having  her  take 
care  of  him  and  assist  him  in  his  business.  Declarations  upon  his  part,  in  the 
presence  of  various  persons,  that  he  intended  to  do  something  for  her,  or  to  give 
the  bonds  to  her,  are  of  themselves  insufficient.  A  promise  or  a  declaration 
unexecuted  in  the  lifetime  of  the  donor  is  insufficient  to  pass  title  to  any 
property  concerning  which  a  decedent  may  have  made  an  actual  promise.  I 
deem  it  unnecessary  to  go  into  an  analysis  of  all  the  evidence  in  this  case,  but, 
looking  at  it  in  the  light  of  what  it  tends  to  prove,  I  am  forced  to  the  conclu¬ 
sion  that  there  is  no  evidence  that  justifies  the  court  in  decreeing  the  title  and  the 
possession  of  the  bonds  to  the  plaintiffs  in  this  cause.  For  the  reasons  assigned, 
I  am  of  opinion  that  the  bill  should  be  dismissed.  (Underscoring  supplied.) 

Some  weight  is  ascribed  to  the  fact  that  the  wives  had  access  to 
the  key  of  the  box  in  which  the  securities  were  kept,  although  there 
is  no  evidence  that  either  of  them  ever  actually  used  it  for  any  pur¬ 
pose.  In  Hatch  v.  Atkinson ,  56  Me.  324;  96  Am.  Dec.  464,  the  court 
said : 


Delivery  of  a  key  of  a  trunk  containing  valuable  articles,  such  as  money  and 
government  bonds,  which  are  capable  of  being  taken  into  the  hand  is  not  a 
valid  delivery  of  such  article. 

We  are  of  the  opinion  that  the  petitioners  have  failed  to  prove 
either  actual  or  constructive  delivery.  This  is  indispensable.  Allen- 
West  Commission  Co.  v.  Grumbles ,  127  Fed.  287-290;  In  re  Van 
Alstyne ,  207  X.  Y.  298;  100  X.  E.  802.  Having  reached  the  conclu¬ 
sion  that  there  was  no  delivery  sufficient  to  pass  title  to  the  securities, 
it  is  not  necessary  for  us  to  determine  whether  any  gift  was  ever 
intended  by  the  alleged  donors  or  whether  there  was  acceptance  by 
the  wives. 

Decision  in  each  proceeding  will  be  entered  for  the  respondent . 


Anna  P.  Jacobs,  Executrix,  Estate  of  Robert  Jacobs,  Petitioner, 
v.  Commissioner  of  Internal  Revenue,  Respondent. 

Docket  No.  12188.  Promulgated  October  26,  1928. 

Arthur  II.  Shoemaker ,  Esq.,  for  the  petitioner. 

Arthur  II.  Murray ,  Esq.,  for  the  respondent. 

Lansdox  :  The  respondent  has  determined  deficiencies  in  income 
tax  for  the  years  1920  and  1921,  and  for  the  period  January  1  to 
August  8,  1922,  in  the  total  amount  of  $2,198.71;  and  overassessments 
for  the  year  1919,  and  for  the  period  from  September  1  to  December 
31,  1922,  in  the  total  amount  of  $887.57.  The  only  error  alleged  in 
the  petition  is  that  certain  bank  deposits  made  in  the  taxable  years 
represented  capital  assets  and  were  not  taxable  as  income- 
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At  the  hearing  the  petitioner  introduced  no  evidence  to  prove  her 
contention.  Her  counsel  argued  then  and  later  in  his  brief  that 
inasmuch  as  the  decedent  and  his  administrator  had  made  tax  returns 
for  the  years  and  periods  involved,  and  that  by  reason  of  death  and 
lack  of  evidence  it  is  now  impossible  to  prove  that  the  deposits  repre¬ 
sented  capital  assets  and  were  not  income,  the  presumption  arises 
that  the  original  returns  were  based  on  the  actual  facts  and  that  the 
burden  of  proof  is  on  the  respondent  to  show  that  the  deposits  in 
question  were  income.  We  are  not  impressed  with  this  theory  which 
is  advanced  without  any  supporting  citations  of  law. 

The  petitioner  having  failed  to  adduce  evidence  sufficient  to  over¬ 
come  the  presumption  that  the  determination  of  the  respondent  is 
correct,  the  only  course  open  to  us  under  our  rules  is  to  decide  this 
controversy  adversely  to  her  contention. 

Decision  will  be  entered  for  the  respondent , 


J.  G.  Curtis  Leather  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  14397.  Promulgated  October  26,  1928. 

1.  The  petitioner,  on  February  25,  1918,  retired  2,000  shares  of 
its  preferred  stock  at  $10  per  share  above  par.  Held,  that  the  re¬ 
tirement  having  been  made  within  the  first  60  days  of  the  taxable- 
year,  invested  capital  should  be  reduced  by  the  full  amount  paid 
for  the  stock. 

2.  A  liability  for  a  breach  of  contract  occurring  in  1918,  is  not 
a  proper  deduction  for  that  year  where  the  taxpayer,  although 
having  knowledge  of  its  liability  to  respond  in  damages  for  the 
breach,  does  not  admit  liability  to  the  injured  party,  or  accrue  it 
on  its  books  during  the  taxable  year. 

3.  The  petitioner  is  entitled  to  have  its  profits  tax  computed  un¬ 
der  the  provisions  of  section  328  of  the  Revenue  Act  of  1918. 

M.  E.  Seidman ,  C.  P.  A.,  and  J.  S.  Seidman ,  C.  P.  A .,  for  the 
petitioner. 

W.  Frank  Gibbs ,  Esq.,  for  the  respondent. 

The  petitioner  seeks  the  redetermination  of  a  deficiency  of  $1,016.72 
in  income  and  excess-profits  taxes  for  the  year  1918.  The  petitioner 
claims  that  error  was  committed  in : 

1.  Adjusting  invested  capital  by  reducing  net  income  by  a  tentative  tax 
to  determine  the  amount  of  current  earnings  available  for  the  retirement  of 
preferred  stock. 

2.  Declining  to  reduce  net  income  by  $1,518.16,  representing  liquated  dam¬ 
ages  collected  by  the  Government  in  1925  for  the  late  delivery  in  1918  of 
material  under  a  war  contract,  and 

3.  Refusing  to  compute  excess-profits  tax  under  the  provisions  of  sec¬ 
tion  328  of  the  Revenue  Act  of  1918. 
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The  respondent,  by  his  amended  answer,  alleges  that  he  should 
have  reduced  invested  capital  by  the  full  amount  paid  for  certain 
shares  of  preferred  stock  retired  by  the  petitioner  on  February  25, 
1918,  instead  of  reducing  invested  capital  only  by  the  difference  be¬ 
tween  the  amount  paid  and  the  amount  of  current  earnings  to  the 
date  of  the  stock  retirement.  An  increased  deficiency  is  claimed  by 
reason  of  this  allegation. 


FINDINGS  OF  FACT. 

The  petitioner  is  a  New  Jersey  corporation  with  principal  offices 
at  Ludlow,  Pa.,  engaged  in  the  business  of  tanning  bag,  strap  and 
case  leather.  The  business  was  started  in  1872  by  J.  G.  Curtis  and 
was  transferred  by  him  to  the  J.  G.  Curtis  Leather  Co.,  a  Pennsyl¬ 
vania  corporation,  in  1898.  Upon  the  organization  in  1901  of  the 
petitioner  corporation,  it  acquired  all  of  the  assets  of  the  Pennsyl¬ 
vania  corporation  for  $3,000  cash,  $97,000  of  its  common  stock, 
$50,000  of  its  preferred  stock,  $100,000  of  its  bonds,  and  promissory 
notes  of  a  total  amount  sufficient  to  make  up  the  difference  between 
the  sum  of  the  cash  and  securities  paid  and  the  book  value  of  the 
assets  transferred.  The  consideration  paid  for  the  business  was,  in 
turn,  distributed  to  the  stockholders  of  the  Pennsylvania  corporation. 
The  balance  sheet  of  the  two  corporations  on  March  1,  1901,  the 
date  of  the  sale,  was  as  follows: 


Assets 

Pennsyl¬ 
vania  cor¬ 
poration 

New  Jer¬ 
sey  cor¬ 
poration 

Cash _ _ 

$14,  583.  93 
30, 000. 00 
22, 923.  60 
219,  680. 10 
7,  068.  04 

$14,  583. 93 
30, 000. 00 
22,  923.  60 
219,  680. 10 
7,  068. 04 

Plant  _ _ _ _ 

Accounts  receivable _  _ 

Inventories . . . 

Prepaid  expenses _ 

Total  assets _ 

294,  255.  67 

294,  255.  67 

Liabilities 

Pennsyl¬ 
vania  cor¬ 
poration 

New  Jer¬ 
sey  cor¬ 
poration 

Accounts  payable . 

$454. 19 

$454. 19 

Notes  payable  to  stock- 

holders. . . . 

43,  801.  48 
100,  000.  00 
50,  000.  00 
100, 000.  00 

Bonds . . . . 

Preferred  stock _ 

Common  stock . . 

100, 000.  00 

Surplus . . . . 

193,  801.  48 

Total  liabilities  and 

capital _ _ 

294,  255.  67 

29-1,  255.  67 

At  the  time  of  acquisition  by  the  petitioner  of  the  business  of  the 
Pennsylvania  corporation,  the  latter  transferred  to  it  a  large  number 
of  processes  and  formulae  for  tanning  leather  and  for  leather  finishes. 
Between  1901  and  1918  the  petitioner,  because  of  the  almost  complete 
change  in  the  tanning  industry  during  that  period  and  to  meet  the 
demands  of  its  customers,  perfected  a  number  of  additional  processes 
and  formulae.  No  attempt  was  ever  made  to  segregate  the  cost  of 
the  raw  hides,  chemicals,  labor,  and  other  expense,  entering  into  the 
development  of  the  processes  and  formulae.  The  entire  cost,  amount¬ 
ing  to  from  $8,000  to  $15,000  per  year,  was  charged  to  operating 
expenses  and  to  the  cost  of  goods  sold.  None  of  it  was  ever  capital- 
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ized.  The  petitioner  is  now  unable  accurately  to  determine  the 
amount  of  its  expenditures  between  1901  and  1918  in  developing  such 
formulae  and  processes.  As  a  process  or  formula  was  perfected,  it 
was  reduced  to  writing  and  retained  as  a  trade  secret.  Only  two  of 
the  petitioner’s  employees  had  knowledge  of  the  processes  and 
formulae.  None  of  them  were  ever  patented  or  copyrighted.  In 
1918  the  petitioner  had  about  75  of  such  formulae  or  processes  on 
hand  for  the  production  of  various  kinds  and  colors  of  leather  it 
manufactured.  Few,  if  any,  of  them  were  among  those  acquired 
from  the  Pennsylvania  corporation  in  1901.  A  great  deal  of  the 
profits  made  by  the  petitioner  in  1918  were  directly  attributable  to 
processes  and  formulae  previously  perfected  by  it. 

On  February  6,  1906,  there  was  issued  to  James  A.  Connelly,  an 
employee  of  the  petitioner  since  1894  and  a  stockholder  of  the  cor¬ 
poration  from  1906  to  and  including  1918,  United  States  Letters 
Patent  No.  811904  for  an  invention  on  a  locking  device  for  frames  used 
for  stretching  hides  and  skins.  The  petitioner  had  a  large  number  of 
the  locking  devices  manufactured  under  the  patent  at  its  own  expense. 
Between  2,500  and  3,000  of  the  4,000  to  4,300  stretching  frames  used 
by  the  petitioner  in  1918  for  stretching  hides  were  equipped  with 
locking  devices  covered  by  the  patent.  The  use  of  this  mechanism 
enabled  the  petitioner  to  increase  the  measurement  of  hides  from  2 
per  cent  to  5  per  cent.  All  leather  produced  by  it  was  sold  on  a 
square-foot  basis. 

Connelly  never  transferred  or  assigned  the  patent  to  the  petitioner 
or  granted  it  the  exclusive  use  thereof.  He  also  never  received  any 
consideration  from  the  petitioner  for  the  privilege  granted  of  having 
devices  manufactured  under  the  patent,  or  for  the  use  of  the  devices 
after  their  manufacture.  Fhe  mechanism  was  used  by  the  petitioner 
during  the  entire  life  of  the  patent  with  the  permission  of  the 
patentee. 

The  flexible  inner  soles  manufactured  by  the  petitioner  and  its 
predecessors  were  sold  under  a  trade-mark  called  “  Curtis  Flexible 
[nner  Soles.”  The  trade-mark  has  been  in  continuous  use  since  1887, 
but  was  not  registered  with  the  United  States  Patent  Office  until 
January  2,  1923.  The  trade-mark  has  been  advertised  by  the  peti¬ 
tioner  and  its  immediate  predecessor  since  1900. 

During  the  period  from  1901  to  1918  the  petitioner  constructed 
i  number  of  buildings  as  additions  to  its  plant,  at  a  cost  of 
d.55, 7*6.35.  The  designs  necessary  for  the  buildings  Avere  prepared 
)y  officers  and  employees  of  the  petitioner  and  the  construction  work 
vas  supervised  by  the  petitioner’s  secretary.  The  salary  paid  to 
he  petitioner’s  officers  and  employees  during  the  time  they  devoted 
iart  or  all  of  their  time  in  connection  with  the  construction  of  the 
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buildings,  was  charged  to  operating  expenses.  The  book  value  o: 
the  petitioner’s  buildings  as  of  December  31,  1917,  does  not  includ( 
any  sum  for  engineering  fees  or  contractor’s  profits  in  connectior 
with  the  erection  of  the  additional  buildings. 

For  some  time  after  1901  the  petitioner  followed  a  conservative 
policy  with  respect  to  the  capitalization  of  expenditures.  Because 
of  the  manner  in  which  the  corporate  books  were  kept,  it  is  nov 
impossible  for  the  petitioner  to  designate  or  determine  the  amounl 
of  the  items  charged  to  operating  expenses,  which  without  such  a  i 
policy  would  have  been  capitalized. 

The  sales,  tangible  net  worth,  and  the  net  income,  without  an} 
deduction  for  Federal  taxes,  of  the  petitioner  for  the  years  1901  tc 
1919,  inclusive,  were  as  follows : 


1901  (10  months) 
1902. _ _ 

1903  _ 

1904  _ 

1905  _ 

1906  _ _ _ 

1907. _ _ 

1908  _ _ _ 

1909  _ 

1910  _ 

1911  _ 

1912  _ _ _ 

1913  _ 

1914  _ 

1915  _ 

1916. . . 

1917  i _ 

1918  > _ 

1919  i. _ _ 


Year 


Total  sales 


$705, 837.  26 
773, 182.  44 
967,163.  85 

1,  228,  670.  56 
1, 506,  265.  32 
1,  6S4,  596. 17 

1,  739,  532.  31 

2,  302,  345. 13 
2,  582,  977.  05 

2,  753,  546.  80 

3,  086,  033  88 
2,  888,  838.  62 

2.789.577.54 
3,978,930.08 
3,884,  700. 13 

4.378.736.55 * 1 2 3 4 *  1 

4,  819,  506.  90 
5, 122, 148.  68 


Tangible  net 
worth 


Net  income 
before  Federal 
taxes 


$100, 000. 00 
124, 901. 32 
155, 371.81 
205,  404.11 
260,  238.  72 
303,  026.  48 
377, 215.  78 
460,  093.  46 
710,  555.  63 
879,  577.  94 
952,  325.  93 
1, 163,212.01 
1,232,  555.  86 
1,  267, 131.  53 

1,  329,  236.  32 
1,  082,  023.  25 
1,  723, 170.  32 
1,  978,  002.  07 
2, 171,  694.  20 


$24,  901. 31  I 
49,  970. 4‘  1 
58,  032. 3(  ' 
67,  834. 61  I 
61, 787. 7f  ' 
97,  689. 3(  - 
118,  877.61 
303.  462.  i:4 
224,  222. 3 
127, 147. 9‘ 
378,241.9*  I 
357, 193. 8.i 
342,214.8!  : 
445,  904. 7f| 
335.  536.41 
384,681.11 
471,628. 4b! 
799,  239. 81 
1.303,  623. 9f 


1  Net  income  and  invested  capital  as  computed  by  the  commissioner. 


The  balance  sheet  of  the  petitioner  as  of  December  31,  1917,  as 
adjusted  by  the  respondent,  with  the  exception  of  the  asset  account 
designated  “  Good  Will,  Processes,  Inventories  and  other  Intangi¬ 
bles,”  which  he  declined  to  allow,  reflect  the  following: 


Assets 


Liabilities 


Cash . 

Buildings,  plant  and 

equipment . . 

Less:  Reserve  for  depre¬ 
ciation . 


$447, 487.  28 
186, 146.  81 


Net  depreciated  value  of  plant,  build¬ 
ings  and  equipment.. . 

Merchandise  inventory . . 

Accruals . 

Stocks . 

Bills  receivable . 

Accounts  receivable . 

Liberty  bonds . 

Cash  surrender  value,  life  insurance. 

Organization  expense . 

Goodwill,  processes,  inventions  and 
other  intangibles . 


261,340.47 
1,500,643.34  | 
95,515.47 
18,000.00 
2,000.00 
244,096.40  ; 
6,  000.00 
4,  620.  50 
549.41 

1,000,000.00 


Total  assets 


3, 242, 152. 01 


Accounts  payable.. . . 

Bills  payable . 

Reserve  for  Federal  taxes 

Capital  stock . 

Surplus... . 


Total  liabilities,  capital  stock 
and  surplus . 


$22,  865. 43 
60,000.00 
66. 000. 00 
1,200,000.00 
1,893,  286. 58’ 


3,  242, 152.01 
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Under  date  of  March  11,  1911,  the  petitioner’s  board  of  directors 
valued  its  good  will,  trade-marks,  processes,  formulae  and  inventions 
at  $1,000,000,  and  directed  that  an  account  be  opened  on  the  corporate 
books  entitled  u  Good  Will  and  Processes  ”  and  charged  with  that 
amount. 

During  1917  the  petitioner  entered  into  two  contracts  with  the 
United  States  Government  for  the  manufacture  and  delivery  of  a 
stipulated  quantity  of  leather.  Article  five  of  each  agreement  pro¬ 
vided  for  the  assessment  of  liquidated  damages  against  the  petitioner 
in  the  event  of  late  deliveries  of  material  under  the  agreements. 
Deliveries  made  under  the  contracts  were  shipped  by  the  petitioner 
and  paid  for  in  full  by  the  Government  in  1918.  In  1918  the  peti¬ 
tioner  was  aware  that  it  had  failed  to  make  delivery  of  one  ship¬ 
ment  within  the  time  agreed  upon,  but  did  not  admit  liability  to  the 
government  for  the  breach.  No  demand  was  made  by  the  Govern¬ 
ment  for  the  payment  of  liquidated  damages  on  account  of  the  breach, 
in  til  December  18,  1925,  when  the  petitioner  received  word  that 
here  had  been  deducted  from  a  refund  for  1919  tuxes,  the  sum  of 
pi, 518. 16  as  liquidated  damages  on  account  of  the  delay  in  making 
shipment.  The  petitioner  kept  its  books  on  the  accrual  basis  and 
iled  its  return  for  the  year  1918  on  the  basis  of  a  calendar  year. 

On  February  25,  1918,  the  petitioner  retired  2,000  shares  of  its 
ireferred  stock,  each  of  the  par  value  of  $100,  at  $110  per  share.  On 
iccount  of  this  retirement  of  stock,  the  respondent  reduced  the  peti- 
ioner’s  invested  capital  by  $131,832.46,  this  figure  having  been  deter- 
uined  by  him  in  the  following  manner : 

let  income  for  year  1918 - $799,  239.  82 


tentative  tax -  369,  348.  67 

available  for  retirement  of  preferred  stock _  429,  891. 15 

Warnings  available  to  Feb.  25,  1918 _  64,  777.  90 

‘ayment  for  stock  retired  as  at  Feb.  25,  1918 _  220,  000.  00 

’aid  out  of  surplus -  155,  222. 10 

155,222.10  prorated  for  310  days,  resulting  in  a  reduction  of 
invested  capital  by -  131,  332.  46 


The  petitioner’s  return  for  the  year  1918  was  filed  on  June  14, 
919.  On  February  21,  1924,  the  petitioner  executed,  and  subse- 
uently  filed  with  the  respondent,  a  consent  agreement  extending  the 
tatutory  period  of  limitations  for  the  assessment  of  taxes  for  the 
ear  1918,  to  June  14,  1925.  No  other  consent  agreement  was  ever 
gned  by  the  petitioner  for  the  year  1918.  The  tax  in  controversy 
■as  assessed  January  19,  1925.  The  letter  rejecting  the  petitioner’s 
[aim  in  abatement  was  issued  on  February  8,  1926,  and  based  thereon 
lis  proceeding  was  instituted. 
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OPINION. 


Arundell:  The  respondent,  in  support  of  the  proposition  raised 
by  his  amended  answer  that  invested  capital  should  be  reduced  by 
the  full  amount  at  which  the  stock  was  retired,  relies  upon  our  deci¬ 
sion  of  a  similar  issue  involved  in  the  case  of  Clearfield  Lumber  Co ., 
3  B.  T.  A.  1282.  The  petitioner,  on  the  other  hand,  has  no  fault  to 
find  with  the  respondent’s  adjustment  except  in  so  far  as  he  reduced 
net  income  by  a  tentative  tax  to  determine  the  amount  of  current  earn¬ 
ings  available  for  the  redemption  of  the  stock,  and  cites  the  case 
of  Hutchins  Lumber  Storage  Co .,  4  B.  T.  A.  705,  as  being  opposed 
to  the  contention  now  being  made  by  the  respondent. 

We  find  no  inconsistency  between  the  two  cases.  In  the  Clearfield- 
case,  where  all  of  the  taxpayer’s  preferred  stock  and  about  one-half 
of  its  common  stock  was  retired  prior  to  and  during  the  year  1918 
at  par,  the  respondent  during  the  taxable  year  in  controversy,  re¬ 
lated  the  retirements  made  to  the  earnings  for  the  year.  This  we 
held  to  have  been  erroneous  on  the  principle  that  a  retirement  of 
the  stock  at  the  price  paid  for  it  does  not  impair  surplus,  but  simply 
amounts  to  a  return  to  the  stockholder  of  the  amount  of  his  capital 
contribution. 

The  facts  in  the  Hutchins  case  presented  a  different  situation. 
There,  the  petitioner  not  only  returned  to  the  stockholder  the  amount 
of  its  original  investment,  but  its  proportionate  share  of  accumulated 
surplus.  In  that  proceeding  we  said  in  approving  the  adjustment 
made  by  the  respondent : 

It  was  a  capital  transaction  involving  a  return  to  this  particular  stockholder 
of  its  capital  contribution  plus  its  share  in  the  accumulated  surplus,  and  the 
paid-in  capital  and  surplus,  of  which  these  funds  were  a  part,  were  lessened 
by  a  withdrawal  of  the  same.  The  purchase  by  a  corporation  of  its  own  capital 
stock  eliminates  the  stockholder  without  substituting  another  in  its  place,  re¬ 
pays  to  the  withdrawing  member  his  share  of  the  capital,  and  reduces  the 
amount  of  the  fund  contributed  to  the  common  venture. 


To  the  same  effect,  see  Simmons  Hammond  Manufacturing  Co.. 
IB.  T.  A.  803.  'm 

The  purchase  by  the  petitioner  of  a  part  of  its  own  capital  stock 
was  a  capital  transaction  involving  a  return  to  the  stockholders  of 
the  amount  of  their  investment,  plus  a  portion  of  the  accumulated 
surplus.  In  the  Hutchins  case,  however,  the  redemption  of  stock 
took  place  after  the  first  60  days  of  the  taxpayer’s  taxable  year  and 
in  that  respect  differs  from  the  facts  here,  where  the  retirement  was 
made  on  February  25,  1918,  a  date  falling  within  the  first  60  days 
of  the  petitioner’s  taxable  year.  Subdivision  (e)  of  section  201  of 
the  Revenue  Act  of  1918  provides  that  “Any  distribution  made  during 
the  first  sixty  days  of  any  taxable  year  shall  be  deemed  to  have  been 
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made  from  earnings  or  profits  accumulated  during  the  preceding 
taxable  years  j  *  *  *  ”  The  petitioner’s  surplus  at  the  close  of 

1917  was  approximately  $1,900,000.  The  retirement  having  been 
made  within  the  first  60  days  of  the  petitioner’s  taxable  year,  it  is 
apparent  that  no  part  of  the  fund  used  to  redeem  the  stock  should 
be  regarded  as  having  been  derived  from  current  earnings.  Peti¬ 
tioner’s  invested  capital  should  be  recomputed  by  reducing  the  amount 
thereof,  $220,000,  prorated  over  the  year. 

Our  decision  on  the  issue  just  disposed  of  renders  unnecessary  a 
ruling  upon  the  question  raised  by  the  petitioner  as  to  the  reduction 
of  net  income  by  a  tentative  tax  to  determine  the  amount  available 
for  the  retirement  of  stock.  The  question  is,  however,  governed  by 
L.  S.  Ayers  <&  Co .,  1  B.  T.  A.  1135. 

Under  the  second  assignment  of  error,  the  petitioner  claims  that 
the  amount  of  liquidated  damages  paid  by  it  should  be  allowed  as  a 
deduction  from  gross  sales  for  the  year  1918  or  as  a  loss  sustained 
under  the  contract  for  that  year.  That  the  breach  of  contract 
occurred  in  1918  is  not  disputed.  The  petitioner,  of  course,  knew  in 

1918  that  it  had  made  a  late  delivery,  but  it  did  not  admit  its  liability 
in  that  year  or  receive  any  notice  from  the  Government  in  1918  of  an 
assessment  of,  or  an  intention  to  assess,  liquidated  damages  on  account 
of  the  late  delivery  of  material  under  the  contract.  No  claim  was 
made  by  the  Government  for  damages  until  during  the  year  1925, 
when  the  full  amount  was  deducted  from  a  tax  refund  for  the  year 
1919.  Until  then,  the  claim  existed  only  in  contemplation  and  there 
was  nothing  for  the  petitioner  to  accrue  on  its  books  or  pay.  The 
respondent’s  action  is  sustained.  M.  C.  Stockbridge ,  et  at. ,  2  B.  T.  A. 
327 ;  Bump  Confectionery  Co .,  4  B.  T.  A.  50;  and  Empire  Printing  cfi 
Box  Co.,  5  B.  T.  A.  203. 

The  petitioner,  prior  to  the  taxable  year,  expended  from  $8,000 
to  $15,000  each  year  in  the  development  of  secret  processes  and  for¬ 
mulae  for  finishing  leather,  and  for  leather  finishes.  The  cost  of 
chemicals,  labor  and  raw  material  necessary  for  the  perfection  of 
the  processes  and  formulae  was  charged  to  operating  expense  and 
the  petitioner  can  not  now  accurately  establish  the  amount  expended 
for  such  purposes.  The  processes  and  formulae  developed  and  used 
by  the  petitioner  were  necessary  for  the  successful  conduct  of  the 
business  and  contributed  towards  the  earning  of  large  profits,  not 
only  in  the  taxable  year  but  during  prior  and  subsequent  years  as 
well.  That  the  processes  and  formulae  were  valuable  intangible 
assets  in  the  hands  of  the  taxpayer  can  not  be  seriously  disputed. 

The  corporate  books  likewise  fail  to  show  capital  charges  for  cer¬ 
tain  expenditures  made  by  the  petitioner  after  1901  in  connection 
with  plant  additions  and  improvements  referred  to  in  our  findings 
19752—28 - 3 
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of  fact.  The  revenue  agent  who  examined  the  petitioner’s  books 
fully  recognized  the  fact  that  many  of  these  items  should  have  been 
capitalized  and  made  a  few  changes  in  the  accounts  to  bring  them 
in  harmony  with  the  facts.  It  was  entirely  impracticable,  however, 
to  rewrite  the  books  to  disclose  the  correct  situation  in  this  particular. 

In  the  computation  of  invested  capital  the  respondent  allowed  no 
value  for  the  secret  processes  and  formulae  developed  and  owned 
by  the  petitioner,  and  did  not  include,  in  any  amount,  many  capital 
items  improperly  charged  to  expense.  In  Deltox  Grass  Rug  Co ., 
7  B.  T.  A.  811,  special  assessment  was  allowed  because  of  the  inability 
of  the  taxpayer  to  determine  from  its  books  the  amount  of  develop¬ 
ment  cost  improperly  charged  to  expense.  See  also  The  Viscose  Co.. 
3  B.  T.  A.  444,  and  Northwestern  Yeast  Co .,  5  B.  T.  A.  234. 

It  is  our  conclusion,  from  all  the  evidence,  that  the  petitioner  is 
entitled  to  have  its  tax  liability  computed  under  the  provisions  of 
section  328  of  the  Revenue  Act  of  1918. 

The  petitioner  is  contending  that  the  Board  is  without  jurisdic¬ 
tion  to  increase  the  deficiency,  on  the  ground  that  the  period  within 
which  any  further  assessment  might  be  made  had  expired  prior  to 
the  date  of  the  mailing  of  the  notice  of  deficiency.  Inasmuch  as 
the  computation  of  the  tax  under  section  328  may  reduce  the  unpaid 
tax  to  a  sum  not  greater  than  the  present  outstanding  and  unpaid 
assessment,  this  question  will  not  be  determined  until  the  further 
hearing  under  Rule  02  (c)  is  had. 

Recomputation  of  the  deficiency  should  be 
made  under  Rule  62  ( c ). 


Rossman,  Inc.,  Petitioner,  v.  Commissioner  of  Internal  Reve¬ 
nue,  Respondent. 

Docket  No.  12667.  Promulgated  October  26,  1928. 

Petitioner  paid  certain  amounts  to  secure  immediate  possession  of 
leased  premises.  Held,  that  the  evidence  is  not  sufficient  to  over¬ 
come  the  presumption  that  Commissioner’s  determination  is  correct. 

Samuel  Lipschultz ,  Esq .,  for  the  petitioner. 

L.  A.  Luce ,  Esq.,  for  the  respondent. 

The  respondent  asserts  a  deficiency  in  income  and  profits  tax  for 
the  year  1920  in  the  approximate  amount  of  $2,700.  The  only  issue 
is  whether  the  amount  of  $3,300,  paid  by  the  petitioner  to  secure 
immediate  possession  of  certain  leased  premises,  is  an  ordinary  and 
necessary  business  expense  or  a  capital  expenditure. 
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FINDINGS  OF  FACT. 

The  petitioner  is  a  Minnesota  corporation  with  its  principal  office 
at  Minneapolis. 

The  following  allegation  of  the  petitioner  is  admitted  in  the  answer 
of  the  respondent  : 


The  taxpayer  prior  to  January  1-1920  arranged  for  and  did  enter  into  a 
lease  covering  certain  space  on  the  second  floor  50  x  113  feet  and  20  feet  of  the 
ground  floor  for  entrance,  stairway  and  display  space  for  store  purposes,  the 
premises  known  as  12th  and  Walnut,  Kansas  City,  Missouri.  The  lease  covers 
the  period  January  1-1920  to  October  3(1-1930. 

Lessee — Rossman,  Incorporated 

Lessor — M.  Samuels  &  Co.,  Baltimore,  Md. 

The  negotiations  were  conducted  with  Albert  Schoenberg  &  Co.,  realtors, 
Kansas  City,  Mo.  During  all  of  the  negotiations  with  the  agent  it  was  dis¬ 
cussed  with  and  understood  by  the  agent  the  importance  of  an  adequate  entrance 
to  the  second  floor  in  relation  to  second  floor  merchandising.  At  this  time  the 
20  feet  of  ground  space  was  occupied  under  leases  by  Gorkons,  Bernat  &  Dorsey. 
Their  leases  each  covering  a  part  of  the  said  20  foot  space.  The  agent  assured 
the  taxpayer  that  the  second  floor  space  would  be  at  their  disposal  January 
1-1920  and  the  20  foot  ground  floor  space  would  be  at  their  disposal  March 
1-1920.  Depending  upon  this  assurance  the  taxpayer  arranged  for  merchandise 
for  the  store  and  January  1-1920  began  to  remodel  and  prepare  the  second  floor 
■race.  After  the  remodeling  was  in  progress  and  the  merchandise  had  been 
purchased  it  became  known  to  the  taxpayer  that  the  Gorkons,  Bernat  &  Dorsey 
leases  did  not  expire  until  November  1-1920.  Negotiations  were  then  entered 
nto  with  Gorkons,  Bernat  &  Dorsey  to  obtain  this  space,  and  the  said  space 
vas  obtained  August  1-1920  for  the  following  considerations : 


Gorkons _ 

Bernat _ 

Dorsey _ 

Total 


$400.  00 
400.  00 

2,  500.  00 

3,  300.  00 


OPINION. 


Lansdon  :  The  petition  was  filed  without  a  copy  of  the  deficiency 
etter  or  of  the  statement  upon  which  the  Commissioner  asserted  the 
leficiency.  It  is  obvious,  however,  from  the  record  that  the  petitioner 
eeks  the  deduction  of  the  amount  of  $3,300  from  its  gross  income  for 
he  taxable  year  as  an  ordinary  and  necessary  business  expense  and 
hat  the  Commissioner  disallows  such  deduction  and  holds  that  the 
mount  in  question  was  a  capital  expenditure  and  is  amortizable 
atably  over  the  term  of  the  lease. 

The  petitioner  cites  our  decision  in  the  proceeding  of  Mmdel 
brothers,  4  B.  T.  A.  341  in  support  of  its  contention.  In  that  case 
lie  petitioner  sought  to  include  an  amount  paid  in  circumstances 
line  what  similar  to  the  facts  herein  in  its  invested  capital,  such 
mount  having  been  in  the  first  instance  charged  to  expense.  The 
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deficiency  in  controversy  was  based,  in  part,  on  the  Commissioner’s 
exclusion  of  such  amount  from  the  petitioner’s  invested  capital. 
AY  hile  the  headnote  in  that  case  seems  to  support  the  contention  of 
the  petitioner,  an  examination  of  the  decision  discloses  that  we  said: 

Since  all  the  facts  necessary  to  a  disposition  of  this  question  in  accordance 
with  the  foregoing  principles  have  not  been  made  known  to  us  by  proper  evi¬ 
dence,  we  are  unable  to  determine  to  what  extent,  if  any,  the  taxpayer  is 
entitled  to  include  the  amount  in  question  in  invested  capital ;  hence  we  are 
forced  to  sustain  the  Commissioner’s  action  in  disallowing  the  whole  amount 
as  invested  capital. 

It  is  obvious  from  the  above  that  in  our  decision  in  the  Mandel 
Brothers  case,  supra ,  we  went  no  further  than  to  hold  that  the  evi¬ 
dence  adduced  was  insufficient  to  overcome  the  presumption  that  the 
determination  of  the  Commissioner  was  correct.  On  this  point  our 
decision  was  based  on  lack  of  evidence  and  establishes  no  rule  for 
the  determination  of  the  issue  here. 

The  petitioner  contends  that  the  amounts  paid  resulted  in  no 
benefit  to  it,  except  that  possession  of  the  premises  was  acquired 
three  months  earlier  than  otherwise  would  have  been  possible.  There 
is  no  evidence,  however,  as  to  whether  the  amounts  in  question  were 
paid  by  the  lessor  or  the  lessee.  If  paid  by  the  lessee  in  the  circum¬ 
stances  herein  it  would  seem  possible  that  action  to  recover  from  the 
lessor  could  be  maintained.  It  is  also  significant  that  the  lease  is 
not  in  evidence.  It  is  obvious,  therefore,  that  there  is  not  sufficient 
evidence  to  overcome  the  presumption  that  the  determination  of  the 
Commissioner  is  correct. 

Decision  will  be  entered  under  Rule  50. 


Blackford  Window  Glass  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  3445.  Promulgated  October  30,  1928. 

Denial  of  obsolescence  deduction  approved  where  depreciated  cost 
of  assets  abandoned  is  not  segregated  from  that  of  assets  not 
abandoned. 

Frank  C.  Olive ,  Esq.,  and  George  S.  Olive ,  C.  P.  A .,  for  the 
petitioner. 

J .  E.  Marshall ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  tax  for  the  calendar  years  1919  and  1920  amounting  to  $181.20 
for  1919  and  $4,152.74  for  the  year  1920.  The  petitioner  alleged  that 
the  Commissioner  erred  in  failing  to  allow  its  claim  for  obsolescence 
of  plant  and  equipment. 
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FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  in  1900  under  the  laws 
of  the  State  of  Indiana.  Its  plant  was  located  at  Vincennes,  Ind. 
During  the  years  in  question  the  output  of  its  factory  was  the  result 
of  hand  methods.  These  methods  were  gradually  supplanted  by  a 
process  which  did  away  with  the  necessity  for  hand  labor  in  the 
various  intermediate  processes  involved  in  the  manufacture  of  window 
glass  and  produced  absolutely  flat  uniform  glass.  The  process  in 
question  had  its  origin  in  various  Belgian  inventions  which  were 
being  worked  on  as  early  as  1913.  There  was  also  an  American  patent 
winch  was  sold  at  a  receiver’s  sale  in  1914.  The  American  patent  was 
only  paitially  successful  but  was  brought  to  complete  success  during 
1915  and  1916,  and  operations  under  such  patent  started  in  the  fall 
of  1 9 1  < .  The  petitioner  withstood  the  extraordinary  competition 
due  to  the  introduction  of  the  new  processes  for  a  considerable  period 
of  time,  but  in  1920  Bastin,  its  secretary,  treasurer  and  general  man¬ 
ager,  realized  that  the  hand-blown  method  of  producing  window 
glass  was  doomed  to  extinction.  In  September,  1921,  the  petitioner 
acquired  the  rights  to  use  the  Belgian  machines  and  in  1922  it  com¬ 
menced  building  new  units  for  the  use  of  the  improved  machines.  Its 
actual  production  of  glass  under  the  new  process  commenced  in  the 
spring  of  1924.  The  hand-blown  plant  ceased  to  operate  in  1922.  The 
sale  of  hand-blown  glass,  however,  had  started  to  decrease  in  1920. 

Since  1922  the  mam  building  which  housed  the  old  plant  has 
ceased  to  be  used.  After  the  installation  of  the  new  units  the  old 
machinery  was  still  housed  in  the  building  but  the  salvage  value  of 
this  machinery  was  so  slight  that  it  was  not  sufficient  to  offset  the 
cost  of  removal.  The  main  building  in  which  such  machinery  re¬ 
mained,  however,  was  not  allowed  to  go  to  destruction  but  its  roof 
was  painted  and  kept  in  condition.  Another  one  of  the  old  build¬ 
ings  was  used  for  the  storage  of  the  hand-blown  glass  which  the 
petitioner  had  been  unable  to  dispose  of. 

The  taxpayer  took  no  deduction  on  account  of  obsolescence  for 
the  calendar  year  1918  and  no  decision  was  reached  to  charge  off 
obsolescence  at  that  time.  The  same  condition  prevails  for  the  cal¬ 
endar  year  1919.  In  the  1920  return,  however,  obsolescence  was 
charged  at  the  rate  of  15  per  cent. 

Counsel  for  the  petitioner  and  the  general  counsel  entered  into  a 
stipulation  of  which  the  following  is  a  copy : 

1.  The  depreciated  cost  of  the  old  buildings  and  equipment  constituting  the 
;kl  plant  of  the  appellant  which  it  used  in  the  producing  of  window  glass  by 
he  hand  blown  method,  at  January  1,  1918,  was  $58,552.62. 
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2.  The  said  $58,552.62  does  not  include  the  cost  of  a  new  brick  building 
erected  by  the  appellant  during  the  years  1917  and  1918,  which  was  built  for  a 
warehouse,  and  on  which  appellant  is  not  claiming  obsolescence. 

3.  The  cost  of  said  brick  warehouse  building  was  $16,557.95,  of  which 
$14,430.05  was  expended  in  1917  and  $2,127.90  in  1918.  The  rate  of  2%  per 
annum  for  depreciation  on  this  new  building  is  agreed  upon  by  the  parties  and 
is  not  in  dispute. 

4.  The  Commissioner,  in  determining  the  tax  liability  of  the  petitioner  for 
the  years  1919-1920,  allowed  depreciation  of  5%  on  the  buildings  comprising 
the  old  plant  and  10%  on  the  equipment  therein  resulting  in  the  following 
allowances  for  depreciation : 

For  1919,  on  buildings,  $934.77,  on  equipment,  $4,673.84 

Total  $5,608.61 

For  1920,  on  buildings,  $1,067.74,  on  equipment,  $5,338.70 

Total  $6,406.44 

5.  The  following  represents  the  cost  of  additions  to  equipment  since  January 
1,  1918 : 

1919  _  $923.  06 

1920  _  13,297.07 

1921  _  106.  32 

6.  The  parties  further  agree  that  the  Board  does  not  have  jurisdiction  over 
the  1918  year,  as  an  overassessment  is  disclosed  by  the  deficiency  letter  form¬ 
ing  the  basis  of  this  appeal. 

OPINION. 

Murdock  :  The  only  issue  in  this  proceeding  involves  the  right  of 
the  petitioner  to  take  an  allowance  for  the  years  1919  and  1920  by 
reason  of  the  obsolescence  of  its  plant.  There  is  no  question  from 
the  evidence  that  revolutionary  changes  in  the  window  glass  business 
to  which  the  petitioner  was  exclusively  devoting  itself  were  grad¬ 
ually  taking  place  over  a  long  period  of  years. 

It  is  also  clear  that  the  machinery  utilized  in  the  manufacture  of 
hand-blown  glass  had  been  entirely  abandoned  and  that  any  salvage 
value  which  it  might  have  would  be  offset  by  the  cost  of  removal. 
The  petitioner,  however,  has  not  shown  what  the  depreciated  cost 
of  the  abandoned  machinery  was.  The  main  building  of  the  old 
plant,  which  contained  the  blowing  room,  had  evidently  not  been 
abandoned  by  the  petitioner,  since  it  is  shown  that  the  roof  had 
been  kept  in  repair.  This  indicates  to  our  minds  that  the  building 
was  regarded  by  the  petitioner  as  having  some  potential  value  in  the 
future  although  it  ceased  to  be  used  when  the  new  plant  was  erected. 
Had  it  been  the  petitioner’s  intention  entirely  to  abandon  the  build¬ 
ing  in  question  it  would  have  been  allowed  to  lapse  into  a  state  of 
complete  disrepair.  As  we  said  in  the  case  of  Marigold  Garden  Co ., 
et  al ,  G  B.  T.  A.  371,  “  Until  the  investment  is  converted  into  terms 
of  money  by  sale  or  other  disposition  or  its  worthlessness  otherwise 
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demonstrated,  there  is  neither  loss  nor  gain  and  income  is  neither 
greater  nor  less.”  See  also  McAvoy  Company ,  10  B.  T.  A.  1017. 

In  the  instant  case  we  are  confronted  with  the  impossibility  of 
separating  assets  obviously  abandoned  from  those  clearly  not  yet 
abandoned.  The  petitioner  has  not  separated  the  depreciated  cost 
of  machinery  from  that  of  the  buildings  and  since  the  latter  must  be 
held  to  be  assets  upon  which  no  obsolescence  can  be  allowed,  we  are 
not  in  a  position  to  allow  obsolescence  for  the  machinery,  the  depre¬ 
ciated  cost  of  which  is  unknown  to  us. 

Judgment  will  be  entered  under  Rule  50. 


Ezra  H.  Jones,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13928.  Promulgated  October  30,  1928. 

Respondent  sustained  in  the  disallowance  of  deductions  for  bad 
debts. 

Prewitt  Semmes,  Esq.,  and  Nettie  A.  Trail,  C.  P.  A.,  for  the 

petitioner. 

IF.  Frank  Gibbs ,  Esq.,  for  the  respondent. 

This  proceeding  results  from  the  determination  of  a  deficiency  in 
income  taxes  for  the  year  1921  amounting  to  $1,330.34. 

Petitioner  alleges  error  in  the  failure  to  allow  the  deduction  from 
income  of  bad  debts  amounting  as  follows:  loan  to  G.  R.  Harris, 
$2,875;  loan  to  A.  Jones,  $2,550. 

FINDINGS  OF  FACT. 

The  petitioner,  a  resident  of  Detroit,  Mich.,  was  engaged  in  the 
real  estate  business  during  the  taxable  year. 

Guernsey  R,  Harris,  a  real  estate  salesman,  was  in  the  employ 
of  the  petitioner  during  the  entire  taxable  year.  He  was  a  capable 
man  who  had  participated  in  large  transactions.  In  June  of  the 
taxable  year  Harris  gave  the  petitioner  his  promissory  note  for  an 
amount  of  $1,766.61,  equaling  the  then  amount  of  his  account  on 
the  books  of  the  petitioner.  Thereafter,  various  payments,  loans, 

and  advances  were  made  in  cash  to  Harris  or  for  his  benefit  by  the 
petitioner. 

It  was  not  unusual  for  the  petitioner  to  make  advances  in  cash 
L0  a  salesman  in  his  employ  whenever,  in  the  opinion  of  the  peti- 
loner,  there  was  a  reasonably  good  prospect  of  closing  pending  deals 
n  which  the  salesman  would  earn  commissions.  At  the  end  of  the 
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taxable  }^ear  the  aggregate  of  the  payments,  loans,  and  advances 
exceeded  the  credits  to  the  ledger  account  of  Harris  on  the  books  of 
the  petitioner  for  commissions  earned,  by  an  amount  of  $2,875.  In 
addition,  a  portion  of  the  note  given  in  June  was  unpaid.  Petitioner 
charged  off  to  profit  and  loss,  as  a  bad  debt,  the  open  account  balance, 
amounting  to  $2,875.  At  this  time  Harris  was  in  bad  condition 
financially  and  had  debts  such  as  a  grocery  bill  and  a  dentist’s  bill 
which  he  was  unable  to  pay.  Standing  in  his  wife’s  name  was  a 
dwelling  which  the  famity  occupied  and  which  was  not  entirely  paid 
for.  The  real  estate  business  was  stagnant  at  this  time.  Harris 
continued  in  the  employ  of  the  petitioner  until  September  or  Octo¬ 
ber,  1922.  The  ledger  account  reflects  further  transactions  of  Harris 
which  the  petitioner  had  in  1922,  including  credits  for  commissions 
earned  amounting  to  at  least  $455  and  debits  of  cash  payments. 
Harris  subsequent  carried  on  for  a  while  a  real  estate  business  in 
his.  own  interest.  After  that  he  was  emplo3^ed  at  a  small  salary  by 
an  automobile  agency.  Harris  paid  to  petitioner  an  amount  of  $1,135 
in  1924  on  account  of  his  indebtedness,  and  the  petitioner  holds  his 
note  for  the  balance.  Harris  is  now  employed  at  a  good  salary  in  a 
bank  as  manager  of  the  real  estate  department.  Petitioner  kept 
himself  informed  of  the  financial  status  of  Harris  by  personal 
investigation. 

Arthur  Jones,  the  father  of  the  petitioner,  aged  59  in  the  taxable 
year,  a  practicing  attorney,  was  the  recipient  of  eight  payments 
of  cash  by  the  petitioner,  beginning  in  February  of  the  taxable 
year,  and  aggregating  at  the  end  of  the  taxable  year  $2,550.  The 
last  payment,  amounting  to  $400,  was  made  on  December  20  of  the 
taxable  year.  The  payments  were  charged  to  the  account  of  the 
father  on  the  books  of  the  petitioner,  and  were  charged  off  to  profit 
and  loss  at  the  end  of  the  taxable  year.  It  was  understood  by  both 
parties  that  the  cash  was  loaned  and  was  to  be  repaid  when  the 
father  was  able  to  do  so.  The  father  was  without  resources;  was 
not  making  money;  he  was  in  financial  straits  during  the  taxable 
year;  his  financial  condition  was  unimproved  and  unchanged  at  the 
end  of  the  taxable  year;  and  he  was  unable  to  repay  the  loans.  He 
has  never  repaid  them.  At  all  times  the  petitioner  had  full  knowl¬ 
edge  of  the  financial  condition  of  his  father.  Similar  relations  and 
practices  were  continued  subsequently,  save  that  the  payments  were 
attributed  to  attorney  fees  rather  than  to  loans.  The  father  is  still 
practicing  law  in  Detroit. 

OPINION. 

Love:  The  question  for  decision  is  whether  the  respondent  erred 
in  disallowing  deductions  claimed  in  the  return  filed  by  the  petitioner 
of  two  amounts  of  alleged  bad  debts. 
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The  petitioner  was  in  the  real  estate  business  in  the  taxable  year 
employing  salesmen  on  a  commission  basis  to  whom  he  made  advances 
of  cash  repayable  out  of  commissions  whenever  in  his  opinion  the 
circumstances  warranted  it.  At  the  end  of  the  taxable  year  a  sales¬ 
man  named  Harris,  in  the  employ  of  petitioner,  was  in  bad  condition 
financially,  and  he  was  unable  to  repay  the  petitioner  for  an  excess 
.of  advances  made  during  the  taxable  year,  amounting  to  $2,875.  The 
petitioner  charged  off  the  amount  to  profit  and  loss.  The  advances 
were  obviously  business  transactions  and  not  gifts.  The  question  is 
whether  the  debt  was  ascertained  to  be  worthless  as  provided  under 
section  214  (a)(7)  of  the  Revenue  Act  of  1921.  Harris  was  a  man 
of  ability  who  had  participated  in  large  transactions  and  who  was 
capable  of  earning  large  commissions.  He  was  the  victim  of  the 
prevailing  business  depression.  He  did  not  deny  the  obligation  and 
he  still  promises  to  pay.  A  portion  of  the  indebtedness  was  repaid 
in  1924.  Harris  continued  in  the  employ  and  under  the  same  rela¬ 
tions  with  the  petitioner  for  about  ten  months  after  the  taxable  year. 
In  testifying  the  petitioner  was  confused  as  to  this  fact,  and  we  be¬ 
lieve  he  may  have  also  been  confused  in  failing  to  remember  any 
commission  earnings  in  prospect  for  Harris  at  the  end  of  the  taxable 
year.  The  evidence  does  not  convince  us  that  the  debt  was  definitely 
determined  to  be  worthless  at  the  end  of  the  taxable  year  and  we 
conclude  that  the  respondent  should  be  sustained. 

At  various  times  during  the  taxable  year  the  petitioner  advanced 
cash  to  his  father,  a  practicing  attorney,  although  the  petitioner  was 
well  informed  of  his  father’s  financial  straits  and  inability  to  repay 
the  loans.  The  payments  were  charged  to  the  account  of  the  father 
on  the  books  of  the  petitioner,  and  at  the  end  of  the  taxable  year  the 
amount  thereof,  $2,550,  was  charged  off  to  profit  and  loss.  The 
loans  were  not  business  transactions.  The  father  was  not  in  a  posi¬ 
tion  to  have  secured  the  loans  from  strangers.  His  financial  condi¬ 
tion  was  the  same  during  all  of  the  taxable  year.  The  last  loan  was 
made  a  short  time  prior  to  the  end  of  the  taxable  year.  The  ques¬ 
tion  whether  the  various  advances  are  deductible  is  not  answered  by 
the  testimony  of  the  parties  that  they  considered  them  loans  which 
were  expected  to  be  repaid.  We  have  previously  held  that  circum¬ 
stances  may  show  “loans”  to  have  been  practically  gifts,  and  such 
are  not  deductible  from  income.  Cf.  Richard  M.  Page ,  2  B.  T.  A. 
1316;  Max  Baumann  et  al .,  Executors ,  8  B.  T.  A.  107;  Charles  II. 
Soog ,  10  B.  T.  A.  493  (495).  Certainly  the  loans  were  no  more 
worthless  at  the  end  of  the  taxable  year  than  they  were  at  the 
moment  they  were  made.  We  conclude  that  the  respondent  did  not 
err  in  disallowing  the  deduction. 

Judgment  ivtill  he  entered  for  the  respondent. 
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Lipman’s,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  15093.  Promulgated  October  30,  1928. 

- 

The  debts  claimed  as  deductions  in  1920  and  1921,  respectively, 
held  neither  to  have  been  ascertained  to  be  worthless  or  charged 
off  in  the  taxable  year  for  which  claimed. 

Charles  E.  Sachs ,  Esq.,  for  the  petitioner. 

T.  M.  Mather ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  a  redetermination  of  deficiencies  in  income 


taxes  as  follows : 

For  the  year  1920 _ $4,  721.  92 

For  the  year  1921 _  206.  82 


4,  928.  74 

There  is  only  one  assignment  of  error,  and  that  is  that  the  Commis¬ 
sioner  erred  in  disallowing  a  deduction  in  1920  of  $9,490.60,  as  bad 
debts.  Petitioner  alleges  that  equity  requires  that  it  be  allowed,  as 
a  deduction  for  bad  debts  in  1921,  the  amount  of  $7,255.23,  which  it  : 
knew  at  the  close  of  1921  was  uncollectible. 

FINDINGS  OF  FACT. 

Petitioner  is  a  corporation  with  its  principal  office  at  Johnstown, 
Pa.,  and  has  stores  at  Altoona  and  Harrisburg,  Pa.,  Newark  and 
Trenton,  N.  J.,  and  Cumberland,  Md. 

Its  business  is  that  of  retailing  jewelry,  which  it  sells  on  credit, 
under  a  contract  somewhat  in  the  nature  of  a  lease,  and  in  which  the 
lessee  agrees  to  make  periodical  payments  until  the  full  amount  is 
paid,  and  pending  the  full  payment  of  the  account,  the  title  to  the 
article  of  jewelry  leased  remains  in  lessor. 

It  has  a  business  manager  at  each  of  its  branch  stores,  who  makes 
daily,  monthly,  and  annual  reports  to  the  main  office.  In  those 
reports,  among  other  items,  the  manager  lists  certain  accounts  which 
he  deems  bad  or  worthless.  Ilis  decision  on  the  matter  of  worth¬ 
lessness  is  based  on  various  kinds  of  evidence.  The  general  custom 
is  to  mail  letter  “  No.  1  ”  when  payment  on  an  account  becomes 
delinquent.  Failing  to  get  a  satisfactory  response,  letters  “No.  2,r 
“  No.  3,”  and  “  No.  4  ”  are  mailed.  Sometimes  collectors  are  sent 
for  personal  interviews.  When  all  those  efforts  fail  to  get  results,  the 
account  is  listed  as  bad,  and  report  to  that  effect  is  made  to  the  home 
office.  The  home  office  accepts  such  reports,  and  makes  no  further 
investigation. 
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During  the  year  1920  there  were  charged  to  profit  and  loss  certain 
accounts  so  determined  as  worthless,  in  a  total  amount  of  $1,146.53,  as 
follows : 

Debit  profit  and  loss _ $1,146.  53 

Credit  accounts  receivable — 

Altoona - $788.  25 

Harrisburg _  261.  28 

Newark -  97.  00 

To  charge  off  accounts  uncollectible  throughout  the  year  1920  as  reflected  in 
sales  and  collection  book. 

At  the  close  of  the  year  the  annual  report  from  three  of  the  stores 
showed  that  certain  accounts  had  been  so  determined  as  worthless, 
aggregating  the  amount  of  $9,490.60.  The  entry  made  on  petitioner’s 
books  on  December  31, 1920,  was  as  follows : 

Debit  profit  and  loss _ $9,  490.  60 

Credit  reserve  for  bad  debts — 

Altoona - $6,  502.  25 

Harrisburg _  2,  524.  35 

Newark _  464.  00 

To  charge  off  debts  uncollectible  at  12/31/20  as  per  Stores’  report. 

The  total  amount  was  credited  to  an  account  designated  “  Reserve 
for  Bad  Debts.” 

During  subsequent  years  a  part  of  that  amount  was  collected,  the 
exact  amount,  or  how  such  collections  were  treated  is  not  shown. 

On  December  31,  1924,  the  unpaid  balance  in  that  account  was 
charged  off.  Petitioner  claims  the  right  to  deduct  the  full  amount 
in  1920. 

With  reference  to  1921,  petitioner  held  a  number  of  accounts  in 
1920  which  it  had  not  then  determined  as  worthless,  and  those 
accounts,  aggregating  $7,253.23,  it  alleges  were  determined  in  1921 
to  be  worthless. 

There  was  no  evidence  offered  with  respect  to  those  accounts,  except 
a  list  of  same  was  filed  in  the  record  and  testimony  received  to  the 
effect  that  the  ascertainment  of  worthlessness  was  obtained  in  the 
same  way  as  with  reference  to  those  debts  aggregating  $9,490.60  for 
1920.  There  is  no  evidence  of  their  being  charged  to  a  reserve.  The 
amount  was  charged  off  December  31,  1924. 

OPINION. 


Love  :  The  question  in  this  case  is  whether  or  not  the  debts  alleged 
to  have  been  ascertained  as  worthless  in  1920  and  1921,  respectively, 
are  deductible  from  gross  income  under  section  214  (a)  (7)  of  the 
Revenue  Act  of  1918,  and  the  corresponding  section  in  the  1921  Act. 

The  1918  Act  prescribes  as  deductible  “  Debts  ascertained  to  be 
worthless  and  charged  off  within  the  taxable  year.” 
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determined  in  1920  that  the  contracts,  aggregating  $9,490.60,  were 
worthless.  I  hose  accounts  were  credited  to  a  reserve  account,  which 
retained  them  in  its  asset  accounts. 

The  accounts  aggregating  $7,255.23,  which  petitioner  claims  now 
should  be  allowed  as  a  deduction  in  1921,  seem  never  to  have  been 
treated  by  it  as  worthless  until  December,  1924 — not  even  carried 
to  the  reserve  account,  and  hence,  under  section  234  (a)  (5)  of  the 
1921  Act,  they  are  not  deductible. 

However,  should  the  question  of  ascertainment  of  worthlessness  be 
waived,  the  debts  were  not  charged  off  in  the  taxable  years,  not 
until  December,  1924.  The  statute  is  clear  and  specific  on  this  point, 
and  must  be  followed. 


Judgment  will  be  entered  for  the  respondent. 


B.  Floersheim,  Petitioner,  v.  Commissioner  of  Internal 


Revenue,  Respondent. 


Docket  Nos.  15565,  29039.  Promulgated  October  30,  1928. 


Disallowance  of  an  alleged  contribution  to  charity  approved. 

B.  Floersheim  pro  se. 

L.  A.  Luce ,  Esq .,  for  the  respondent. 


Income  and  profit  taxes  for  the  following  years  and  in  the  follow¬ 
ing  amounts  are  in  controversy: 


1921 

1922 

1924 

1925 


$16,  822.  45 

43.  71 
2.  639.  85 
177.  84 


The  petitioner  alleges  that  the  Commissioner  erred  in  failing  to 
allow  a  deduction  for  1921  of  $25,000  as  a  contribution  made  to  and 
for  the  use  of  Passavant  Hospital,  Pittsburgh,  Pa.,  or  a  similar  insti¬ 
tution,  and  in  including  in  the  petitioner's  income  for  1922,  1924,  and 
1925,  the  interest  credited  the  bank  account  in  which  he  had  deposited 
the  $25,000. 


FINDINGS  OF  FACT. 


The  petitioner  is  an  individual  residing  in  Pittsburgh,  Pa.  At 
some  time  during  the  }7ear  1921  he  was  asked  to  make  a  contribution 
to  a  dispensary  being  conducted  in  connection  with  the  Passavant 
Hospital  at  Pittsburgh  under  the  direction  of  the  dispensary  board, 
mostly  made  up  of  women  of  the  City  of  Pittsburgh.  After  some 
investigation  the  petitioner  in  1921  offered  the  board  of  this  dis¬ 
pensary  $25,000  for  the  erection  of  a  building  to  be  used  as  a  free 
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dispensary  and  to  be  called,  in  honor  of  his  mother,  “  The  Pauline 
Floersheim  Free  Dispensary.”  At  the  petitioner’s  request  a  sur¬ 
veyor  prepared  a  plat  of  the  ground  on  which  the  proposed  building 
was  to  be  erected.  This  plat  bears  the  date  November,  1921.  In 
1921  the  petitioner  made  arrangements  with  an  architect  for  the 
preparation  of  drawings  of  the  proposed  building.  Drawing  No. 

1  was  prepared  by  the  architect  and  bears  the  date  December  14 
1921.  •  ’ 

The  petitioner  received  a  letter  from  the  Duquense  Construction 
Co.  dated  February  22,  1922,  in  which  it  agreed  to  furnish  all  labor 
and  material  to  erect  the  dispensary  building  for  the  Passavant 
Hospital,  in  accordance  with  certain  plans,  for  the  sum  of  $13,975. 

At  some  time  the  petitioner  drew  a  check  dated  December  31,  1921, 
on  his  checking  account  in  the  Farmers  Deposit  National  Bank  of 
Pittsburgh  in  the  amount  of  $25,000,  payable  to  the  order  of  “Pauline 
Floersheim  Trust.”  On  March  1,  1922,  he  deposited  this  check  in 
the  Faimers  Deposit  National  Bank  of  Pittsburgh  in  a  new  account 
called  “  Pauline  Floersheim  Trust.”  Withdrawals  from  this  account 
were  to  be  made  and  were  actually  made  by  checks  signed  by  the 
petitioner  as  trustee. 

One  of  the  conditions  on  which  the  petitioner  made  his  offer  of 
$25,000  was  that  women  would  have  a  place  on  the  board  which 
would  control  the  operation  of  the  dispensary  for  which  the  building 
was  to  be  erected.  In  April,  1922,  the  petitioner  was  advised  by  the 
board  of  directors  of  the  Passavant  Hospital  that  under  its  consti¬ 
tution  and  by-laws,  no  woman  could  become  a  member  of  its  board  of 
directors.  The  petitioner’s  offer  was  thereupon  rejected  and  the 
petitioner  never  gave  any  of  the  money  to  the  Passavant  Hospital. 

Only  four  checks  have  been  drawn  against  the  Pauline  Floersheim 
Trust  account.  A  check  dated  September  15,  1922,  in  the  amount 
of  $532.61,  was  drawn  to  the  order  of  the  architect  for  services  in 
connection  with  the  proposed  dispensary  building  for  the  Passavant 
Hospital.  A  check  dated  May  22,  1923,  for  $500,  was  drawn  to  the 
Pittsburgh  Skin  and  Cancer  Foundation.  A  check  dated  December 
1,  1923,  for  $200,  was  drawn  to  the  Federation  of  Jewish  Philan¬ 
thropies  of  Pittsburgh,  Pa.  A  check  dated  July  7,  1924,  in  the 
imount  of  $500,  was  drawn  to  the  order  of  Pittsburgh  Skin  and 
Oancer  Foundation. 

The  pass  book  of  the  Pauline  Floersheim  Trust  account  in  the 
Farmers  Deposit  National  Bank  contains  entries  dated  in  the  year 
1922  and  designated  interest,  which  total  $824.69,  entries  dated  1924 
lesignated  interest  which  total  $1,028.92  and  also  entries  dated  1925 
md  designated  interest,  which  total  $1,058.93. 

The  Commissioner  admitted  that  he  included  in  the  petitioner’s 
ncome  for  1924  the  amount  of  $1,028.92,  and  for  1925  the  amount  of 
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$1,058.93,  as  interest  on  the  account  in  the  Farmers  Deposit  National 
Bank  of  Pittsburgh,  called  Pauline  Floersheim  Trust. 

OPINION. 

Murdock:  The  petitioner  contends  that  for  the  year  1921  he  is 
entitled  to  a  deduction  of  $25,000  under  section  214  (a)  11  of  the 
Revenue  Act  of  1921.  He  identified  a  voucher  which  was  introduced 
in  evidence  without  objection.  We  are  unable  to  understand  exactly 
the  purpose  of  the  voucher.  From  it  we  judge  that  the  petitioner 
did  business  as  B.  Floersheim  &  Co.  The  voucher  is  to  the  Pauline 
Floersheim  Trust  Co.  in  the  amount  of  $25,000  and  refers  to  check 
No.  6982.  Check  6982  is  the  one  drawn  by  the  petitioner  for  $25,000 
to  the  Pauline  Floersheim  Trust  set  forth  above.  Attached  to  the 
voucher  is  a  tjqpewritten  statement  as  follows : 

Contribution  of  $25,000.00  Made  to  or  for  the  use  of  Passavant  Hospital, 
Pittsburgh,  Pennsylvania,  or  a  similar  institution,  under  the  .provision  of  Sec¬ 
tion  214,  Paragraph  11,  Revenue  Act  of  1921,  and  to  be  known  as  the  Pauline 
Floersheim  Trust. 

Approved  : 

By  [signed]  B.  Floersheim. 

We  have  not  been  told  of  the  use  to  which  this  voucher  and  the 
writing  which  accompanied  it  was  put,  but  apparently  it  was  only 
used  for  the  purpose  of  keeping  the  petitioner’s  records  and  was 
always  in  his  possession  and  control. 

It  is  clear  from  the  evidence  that  the  petitioner  paid  no  part  of 
the  $25,000  in  the  year  1921.  While  his  check  was  dated  December 
31,  1921,  it  wras  in  his  possession  until  March  1,  1922,  when  he  de¬ 
posited  it  in  a  new  account  in  the  Farmers  Deposit  National  Bank, 
which  account  was  designated  Pauline  Floersheim  Trust,  but  against 
which  he  alone  was  authorized  to  draw  checks.  His  offer  of  $25,000 
to  the  Passavant  Hospital  was  never  accepted  by  the  latter  insti¬ 
tution,  but  on  the  contrary  was  rejected  in  the  year  1922.  The  uses 
to  which  the  money  in  the  bank  account  were  put  have  been  set  out 
above.  The  money  was  under  the  petitioner’s  exclusive  control.  So 
far  as  we  can  see  he  could  have  done  with  it  as  he  saw  fit.  No  trust 
resulted  from  his  acts  or  writings  in  connection  with  the  $25,000 
in  question. 

The  petitioner  has  not  shown  us  whether  his  books  were  kept  and 
his  income-tax  returns  made  on  a  cash  receipts  and  disbursements 
basis  or  on  an  accrual  basis,  but  regardless  of  which  method  was 
used,  the  petitioner  is  not  entitled  to  deduct  the  $25,000  in  the  year 
1921  under  section  214  (a)  11  of  the  Revenue  Act  of  1921.  Further¬ 
more,  the  Commissioner  was  not  in  error  in  including  in  the  peti¬ 
tioner’s  income  the  interest  credited  to  the  bank  account  in  which 
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this  $^5,000  was  deposited.  Those  being  the  only  questions  pre¬ 
sented  for  our  consideration, 

J udgment  will  be  entered  for  the  respondent. 


I  Anna  S.  Richards,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  13869.  Promulgated  October  30,  1928. 

1.  Held  that  the  deficiency  notice  sent  by  the  Commissioner  was 
not  a  notice  of  mathematical  error  sent  pursuant  to  section  274  (f )  of 
the  Revenue  Act  of  1926,  and  that  the  Board  as  jurisdiction  to  deter¬ 
mine  the  appeal  in  this  case,  even  though  the  petitioner’s  total 
tax,  as  determined  by  the  Commissioner,  was  the  same  as  the  total 
amount  would  have  been  on  the  petitioner’s  amended  return,  except 
for  a  mathematical  error  in  the  computation  thereof. 

2.  Evidence  held  insufficient  to  show  the  incorrectness  of  the 
Commissioner’s  determination  of  March  1,  1913,  fair  market  value 
of  certain  stock  acquired  prior  thereto  and  the  fair  market  value 
of  cei  tain  stock  at  the  date  of  acquisition  as  a  distributee  of  a 
decedent’s  estate  subsequent  to  March  1,  1913,  where  such  stock 
had  no  recognized  market  and  the  Commissioner’s  determination 
was  corroborated  by  isolated  sales  and  by  an  appraisal  for  Federal 
estate-tax  purposes. 

Walter  E.  Barton ,  Esq.,  for  the  petitioner. 

J.  E.  Marshall ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
icome  tax  for  the  calendar  year  1920  in  the  amount  of  $1,821.68. 
he  errors  alleged  in  the  petition  and  pressed  at  the  hearing  were 
lat  the  Commissioner  erred  (1)  in  determining  that  the  peitioner 
aajized  a  profit  of  $100  a  share  on  the  sale  of  certain  stock  in  the 
ixable  year  and  (2)  in  refusing  to  aljow  a  deduction  for  interest  paid 
unng  the  year  in  the  amount  of  $1,414.34.  The  petition  also  alleged 
lat  the  petitioner  was  entitled  to  a  refund  for  1920  in  the  amount 
f  $2,592.24.  At  the  hearing  of  the  case  the  respondent  raised  a 
lestion  as  to  the  jurisdiction  of  the  Roard  to  determine  the  appeal. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  at  Ironton,  Ohio  For  some 
me  piioi  to  the  year  1920  she  had  been  the  owner  of  certain  shares  of 
mmon  and  preferred  stock  of  the  Ironton  Portland  Cement  Co., 
remafter  referred  to  as  the  company.  Shortly  after  the  merger 
the  company  with  the  LaSalle  Portland  Cement  Co.  on  February 
,  1920,  the  petitioner  sold  the  common  stock  at  a  price  of  $200 
share. 
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The  company  was  organized  in  September,  190i,  and  up  until  the 
time  of  its  merger  with  the  LaSalJe  Portland  Cement  Co.  was  engaged 
in  the  business  of  manufacturing  cement.  At  the  time  of  its  organi¬ 
zation  common  stock  was  issued  in  the  amount  of  $110,000,  all  of 
which  was  paid  for  at  its  par  value  of  $100  a  share.  Subsequently, 
at  various  times  additional  common  stock  and  some  preferred  stock 
was  issued  and  paid  for  in  cash  at  par  until  on  February  14,  1920, 
at  the  time  of  the  merger  there  was  $353,200  par  value  common  stock 
and  $101,000  par  value  preferred  stock  issued  and  outstanding.  The 
preferred  stock  was  redeemable  at  par. 

The  petitioner  purchased  from  the  company  at  par  or  $100  a  share 
the  following  common  stock : 


Shares 


Oct.  23,  1905 _  34 

June  5,  1906 _  16 

May  17,  1919 _ 138 

Aug.  26,  1919 _  10 


On  December  4,  1918,  she  received  as  a  distributee  of  her  father’s 
estate  118  shares  of  the  common  stock.  These  shares  were  appraised 
for  Federal  estate-tax  purposes  at  $100  a  share.  In  addition  to  her 
common  stockholdings  the  petitioner  owned  33  shares  of  preferred 

stock. 

The  balance  sheets  of  the  company  for  December  31,  1912,  and 
December  31,  1918,  were  as  follows: 

Balance  Sheet 

DECEMBER  31,  1912. 


Assets 


Plant . . . $298,  624.68 

Real  estate. _ _  26,  562.  56 

Mine _ _ 2,994.47 

Dwellings . . . .  6,037.39 

Mill  improvements.  .  1, 098.  23 

Inventory . . .  92, 680.  27 

Bills  receivable... _ _ _ _  859.19 

Accounts  receivable . j  34, 394. 82 

Shaft  account... . . .  8,085.57 

Cash .  9, 329.  90 


480,  667.  38 


Liabilities 

Capital  stock _ _ _ _ _ 

$300, 000. 00 
90,000.00 
10, 875. 95 

7, 900.00 
71, 891.  43 

Bills  pavable . . . 

Accounts  payable . . 

Amount  paid  on  new  issue  of  preferred 
stock . . . .  . 

Profit  and  loss _ _ 

480, 667. 39 

DECEMBER  31,  1918. 


Assets 

Cash . . . 

$16, 000.  00 
6, 167.  59 
49,111.24 
89,  235.  63 
2, 046.  31 
15,410.  76 
668,  620.  90 

Bills  receivable . . . 

Accounts  receivable _ 

1  n  ventories . . . . . . 

Deferred  items . 

Packages _ _ _ 

Capital  assets . . . 

846,  592.  99 

Liabilities 

Pay  roll  (due  1/10-19).. . . . 

$5, 446.  50 
152,640.50 
23,804.40 
73,  605. 90 

351,000.00 
240, 095.  69 

Bills  payable.... . 

Accounts  payable . 

Reserves _ _ _ _ _ 

Capital  liabilities- 

Capital  stock.. . 

Undivided  profits . . 

846,  592. 99 
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These  balance  sheets  did  not  include  the  values  of  a  certain  right 
of  way,  certain  gas  wells  and  certain  limestone  deposits  which  are 
hereinafter  referred  to. 

At  the  time  of  its  organization  the  company  acquired  a  right  of 
way  13  feet  wide  running  from  its  plant  to  the  Ohio  River,  a  distance 
of  about  one  mile,  connecting  the  plant  with  the  Norfolk  &  Western 
Railroad.  This  right  of  way  was  over  level  bottom  land. 

Prior  to  1913  the  limestone  used  by  the  company  for  manufactur¬ 
ing  cement  was  secured  from  a  drift  mine  situated  about  a  mile  from 
the  plant.  The  limestone  in  this  deposit  averaged  about  5  feet  in 
thickness  and  due  to  an  iron  content  of  about  10  per  cent  the  cement 
manufactured  therefrom  was  of  a  dark  color  and  not  as  readily 
marketable  as  lighter  colored  cement  although  the  selling  price  was 
about  the  same. 

In  1911  the  company  drilled  three  gas  wells  upon  its  property, 
which  comprised  at  that  time  about  TOO  acres.  In  drilling  the  first 
well  a  deposit  of  limestone  was  discovered  434  feet  below  the  surface 
of  the  ground.  An  analysis  of  this  deposit  disclosed  the  fact  that 
from  40  to  50  feet  of  its  total  thickness  of  97  feet  was  suitable  for 
making  cement.  Ten  other  gas  wells  were  sunk  at  different  times 
subsequently,  all  of  which  reached  the  limestone  deposit.  The  sink¬ 
ing  of  shafts  to  mine  the  limestone  was  begun  in  1912  and  completed 
in  1913,  and  in  the  fall  of  the  latter  year  the  limestone  procured 
from  the  shaft  was  used  to  manufacture  the  company’s  cement. 

The  limestone  from  the  shaft  mine  had  a  very  slight  iron  content 
and  made  a  light  colored  cement,  the  marketability  of  which  com¬ 
pared  favorably  with  standard  brands  of  cement.  The  shaft  mine 
was  within  200  feet  of  the  company’s  manufacturing  plant  and  due 
to  this  fact,  and  to  the  saving  in  materials  and  mining  crews,  re¬ 
sulting  from  the  shaft  system  of  mining,  the  limestone  could  be  mined 
about  50  cents  per  ton  cheaper  than  in  the  old  drift  mine. 

Prior  to  the  year  1911  the  company  bought  the  gas  used  in  its 
manufacturing  operations  from  outside  companies.  After  the  wells 
were  sunk  in  1911  the  gas  therefrom  was  used  in  its  operations. 
The  amounts  so  used  decreased  from  600,000  cubic  feet  of  gas  per 
day  in  1913  to  200,000  cubic  feet  per  day  in  1918,  due  to  the  gradual 
exhaustion  of  the  wells.  Immediately  prior  to  1913  gas  for  com¬ 
mercial  uses  sold  at  10  cents  per  thousand  cubic  feet. 

The  policy  of  the  company  from  the  time  of  its  organization  was 
to  put  the  greater  part  of  its  earnings  back  into  the  business  in  de¬ 
veloping  it.  The  company’s  stock  had  no  recognized  market  and  the 
isolated  sales  of  stock  from  1913  to  1918  were  at  par  or  below. 

The  petitioner  in  filing  her  original  return  for  the  year  1920  did 
not  report  the  sale  of  any  of  the  company’s  stock.  In  her  amended 
19725—28 - 4 
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return  filed  in  September,  1921,  she  reported  a  sale  of  stock  to  LaSalk 
Portland  Cement  Co.  in  the  amount  of  $78,400,  a  cost  or  March  1, 
1913,  market  value  thereof  of  $39,200  and  a  net  profit  of  $39,200. 

OPINION. 

Murdock:  Counsel  for  the  respondent  at  the  hearing  of  the  case, 
before  any  testimony  was  introduced  by  the  petitioner,  offered  in 
evidence  the  petitioner’s  original  and  amended  returns  for  the  year 
1920  and  without  making  any  formal  motion  to  dismiss  the  case 
argued  that  the  Board  had  no  jurisdiction  of  the  proceeding  since 
the  notice  contained  in  the  Commissioner's  deficiency  letter  was  one 
authorized  by  section  274  (f)  of  the  Revenue  Act  of  192G,  which 
states,  in  part,  as  follows: 

*  *  *  If  the  taxpayer  is  notified  that,  on  account  of  a  mathematical  error 

appearing  upon  the  face  of  the  return,  an  amount  of  tax  in  excess  of  that 
shown  upon  the  return  is  due,  and  that  an  assessment  of  the  tax  has  been 
or  will  be  made  on  the  basis  of  what  would  have  been  the  correct  amount  of 
tax  but  for  the  mathematical  error,  such  notice  shall  not  be  considered,  for 
the  purposes  of  this  subdivision  or  of  subdivision  (a)  of  this  section,  or  of 
subdivision  (d)  of  section  284,  as  a  notice  of  deficiency,  and  the  taxpayer  shall 
have  no  right  to  file  a  petition  with  the  Board  based  on  such  notice,  nor  shall 
such  assessment  or  collection  be  prohibited  by  the  provisions  of  subdivision  (a) 
of  this  section. 

An  examination  of  the  petitioner’s  amended  return  for  the  tax¬ 
able  year  shows  a  mathematical  error  in  the  computation  of  the 
net  income  which,  if  corrected,  would  show  the  total  tax  due  to  be 
the  same  amount  as  that  determined  by  the  Commissioner. 

Section  274  (a)  of  the  Act  of  1926  provides  that  no  assessment 
shall  be  made  until  60  days  after  the  notice  of  deficiency  is  mailed, 
while  subdivision  (f),  quoted  above,  provides  for  a  special  notice, 
distinguished  from  the  deficiency  notice,  which  may  be  sent  where 
there  is  merely  a  mathematical  error  and  provides  further  that  if 
such  a  notice  is  sent  it  shall  not  be  considered  a  notice  of  deficiency 
and  the  taxpayer  shall  have  no  right  to  appeal  therefrom.  A  careful 
consideration  of  this  provision  convinces  us  that  it  was  intended  to 
cover  only  a  certain  kind  of  notice,  namely  one  which  expressly 
advises  the  taxpayer  that  there  is  merely  a  mathematical  error  in 
his  computation  so  that  this  notice  can  be  distinguished  from  the 
general  deficiency  notice. 

The  notice  which  was  sent  in  this  case  does  not  contain  such 
advice  and  differs  in  no  respect  from  the  usual  deficiency  notice. 
It  states  in  part : 

*  *  *  It  is  necessary  at  this  time  in  order  to  protect  the  interests  of  the 

Government,  either  to  make  an  immediate  assessment  under  the  provisions  of 
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Section  274  (d)  of  the  Revenue  Act  of  1924  or  to  issue  a  formal  notice  of 
deficiency.  Therefore  the  Bureau  has  elected  to  issue  this  notice  of  deficiency 
believing  it  will  be  more  satisfactory  than  an  immediate  assessment. 

Indeed  the  notice  was  sent  before  the  Act  of  1926  was  approved, 
and,  therefore,  in  addition  to  its  being  a  notice  not  sent  under  the  pro¬ 
visions  of  the  Act,  the  Commissioner  could  presumably  at  that  time 
have  had  no  knowledge  that  such  a  special  or  unusual  notice  could 
or  should  be  mailed.  Further,  it  is  alleged  and  admitted  in  the 
pleadings  that  the  notice  in  question  was  sent  pursuant  to  section 
274  (a)  of  the  Revenue  Act  of  1924,  which,  if  true,  precludes  the 
possibility  of  its  having  been  sent  under  the  provisions  of  section 
274  (f)  of  the  Revenue  Act  of  1926  and  precludes  the  possibility  of 
its  being  a  notice  contemplated  by  the  latter  subdivision.  We  there¬ 
fore  find  that  the  Board  has  jurisdiction  to  determine  the  appeal  in 
this  case. 

The  petitioner  has  not  introduced  sufficient  evidence  concerning 
interest  paid  during  the  year  and  disallowed  by  the  Commissioner  to 
convince  us  of  error  on  the  part  of  the  Commissioner  in  this  respect. 

The  Commissioner  has  determined  that  the  petitioner  realized  a 
profit  of  $100  a  share  on  the  sale  of  the  common  stock  of  the  Ironton 
Portland  Cement  Co.  in  1920  at  a  price  of  $200  a  share.  His  determi¬ 
nation  in  this  respect  is  of  course  prima  facie  correct.  The  petitioner 
contends  that  a  portion  of  this  stock  amounting  to  50  shares  which 
she  acquired  by  purchase  prior  to  March  1,  1913,  at  $100  a  share  had 
a  market  value  as  of  March  1,  1913,  of  $200,  and  that  another  portion 
of  118  shares  which  she  acquired  from  the  estate  of  her  father  on 
December  4,  1918,  had  a  market  value  as  of  that  date  of  the  same 
amount,  and  that,  therefore,  as  to  these  168  shares  she  received  no 
profit  upon  their  sale.  To  meet  the  burden  of  proving  this  value  she 
has  offered  in  evidence  copies  of  the  corporate  balance  sheets  show¬ 
ing  a  surplus  as  of  December  31,  1912,  and  December  31,  1918, 
together  with  testimony  that  these  balance  sheets  did  not  contain 
any  values  for  a  right  of  way,  certain  gas  wells  discovered  in  1911, 
and  certain  limestone  deposits,  discovered  in  1912  and  mined  in 
1913  and  succeeding  years,  of  a  more  marketable  character  than  the 
limestone  previously  used.  She  has  computed  certain  values  for 
these  items  which  she  adds  to  surplus,  and  allocating  all  such  surplus 
to  the  common  stock,  since  the  preferred  stock  was  redeemable  at 
par,  by  this  method  finds  a  value  for  the  common  stock  of  $218.75 
a  share  as  of  March  1,  1913,  and  $276.04  as  of  December  4,  1913. 

We  are  here  concerned  not  with  book  value  but  with  market  value. 
The  two  are  not  synonomous.  See  D.  W.  Coiwden ,  3  B.  T.  A.  816,  821. 
Whether  or  not  the  right  of  way,  gas  wells  and  limestone  deposits 
were  worth  the  value  ascribed  to  them  by  the  petitioner,  an  addition 
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of  such  values  to  the  balance  sheets  of  the  corporation  does  not  effec¬ 
tively  dispose  of  the  question  of  market  value. 

The  petitioner  has  not  told  us  the  amount  of  the  company’s  yearly 
earnings  at  any  time,  the  amounts  of  dividends  paid  upon  the  com¬ 
mon  stock,  or  whether  dividends  were  paid  at  any  time.  There  is 
no  testimony  as  to  the  value  of  accounts  receivable  and  other  assets 
contained  in  the  copies  of  the  balance  sheets.  Proof  of  these  facts, 
together  with  any  others  which  might  influence  a  prospective  buyer 
and  seller  in  arriving  at  a  price,  would  have  aided  us  in  making  an 
intelligent  appraisal  of  the  market  value  of  stock  such  as  this,  which 
is  not  subject  to  market  quotations.  On  the  other  side  we  have  the 
Commissioner’s  determination  strengthened  first  by  evidence  of  small 
sales  of  the  common  stock  at  different  times  never  above  par  and  at 
a  figure  as  low  as  $75  a  share,  and  further  strengthened  as  to  the  118 
shares  which  the  petitioner  acquired  from  her  father’s  estate  by  the 
fact  that  these  very  shares  which  the  petitioner  now  contends  had  a 
value  of  at  least  $200  a  share  were  at  the  time  of  acquisition  appraised 
for  Federal  estate-tax  purposes  at  $100  a  share,  the  value  determined 
by  the  Commissioner. 

While  isolated  sales  do  not  of  themselves  establish  market  value, 
c  e  thej  corroborate  the  value  determined  by  the  Commis¬ 
sioner,  and  we  are  of  the  opinion  that  the  evidence  offered  by 
the  petitioner  is  insufficient  to  overcome  the  Commissioner’s 
determination. 

Judgment  will  be  entered  for  the  respondent. 


A.  W.  D.  Weis,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  11917.  Promulgated  October  30,  1928. 

Losses  sustained  by  reason  of  investments  becoming  definitely 
valueless  in  tlie  taxable  year  are  allowable  as  deductions  from 
income. 

Hugh  Satterlee ,  Esq.,  for  the  petitioner. 

LeRoy  L.  Eight ,  Esq.,  and  J.  M.  Mat'awski,  Esq.,  for  the 
respondent. 

• 

This  proceeding  results  from  the  determination  of  deficiencies  in 
income  taxes  amounting  as  follows:  for  1919,  $3,689.75;  for  1921, 
$10,377.16. 

4 he  petitioner  alleges  error  with  reference  to  the  following  issues; 
there  has  been  a  failure  to  allow  deductions  from  income  of  losses 
as  follow :  (1)  An  amount  of  $9,386.25  lost  in  a  joint  venture  operated 
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under  the  name  of  the  Pulaski  Tupelo  Lumber  Co.  and  claimed  as  a 
deduction  in  1919;  (2)  an  amount  of  $37,500  invested  in  the  capital 
stock  of  the  Metropolis  Towing  Co.  and  claimed  as  a  deduction  in 
1921;  (3)  an  amount  of  $2,500  invested  in  the  capital  stock  of  the 
H.  Rampendahl  Jr.  Co.  previously  claimed  as  a  deduction  from 
income  in  1922  and  now  claimed  to  be  properly  deductible  in  1921. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  Quincy,  Ill. 

In  1917  the  petitioner  and  W.  B.  Morgan  engaged  in  the  cutting 
into  lumber  and  marketing  of  a  portion  of  a  certain  stand  of  Tupelo 
timber  located  about  70  miles  from  Pine  Bluff,  Ark.,  under  an  oral 
understanding  that  the  petitioner  would  furnish  or  procure  the 
necessary  cash  capital  and  Morgan,  who  was  without  capital,  would 
give  his  personal  services;  any  resulting  profits,  after  paying  the 
petitioner  interest  at  the  rate  of  6  per  cent  upon  the  capital  advanced, 
to  be  shared  equally.  Only  this  single  venture  was  agreed  upon. 
The  timber  rights  were  owned  by  a  corporation  in  which  Morgan 
was  interested.  The  petitioner  and  Morgan  arranged  to  pay  for 
the  timber  at  an  agreed  price  per  thousand  feet  payable  when  the 
timber  was  cut.  A  small  sawmill  was  purchased  and  installed  on 
the  timber  site.  Operations  were  conducted  under  the  name  of 
“  Pulaski  Tupelo  Lumber  Company.”  Cutting  of  the  timber  began 
in  the  latter  part  of  1917,  and  continued  into  1918,  when  it  was 
discontinued  leaving  uncut  a  portion  of  the  available  stand.  After 
cutting  the  higher  sticks  the  timber  developed  defects  known  as 
“  shakes,”  so  that  the  output  was  of  less  value  than  expected.  Some 
sales  of  the  product  were  made  in  1918,  but  most  of  it  was  sold  in 
1919.  At  first  the  petitioner  advanced  cash  out  of  his  own  resources, 
but  later  cash  was  borrowed  from  a  bank. 

The  total  borrowings  approximated  $18,000,  of  which  all  but  $9,000 
was  repaid  out  of  receipts  from  operations.  Five  promissory  notes, 
signed  “  Pulaski  Tupelo  Lumber  Company  by  W.  B.  Morgan,”  were 
given  to  the  Quincy  National  Bank  as  follows: 


Date 

_ 

Payable 

Amount 

Feb.  12,  1919 _ _ 

fi  months  after  date 

$1,  000 
1,500 
2,  500 
1,500 
2,  500 

Feb.  22,  1919 . 

fi  months  after  date 

Mar.  2,  1919. . . . . 

f]  months  after  date 

Mar.  9,  1919 _ _ 

fi  months  after  date 

July  23,  1919. . . . . 

fi  months  after  date 

Total _ _ 

9,  000 

_ 

By  the  middle  of  the  year  1919,  it  became  probable  that  the  venture 

would  result  in  a  loss. 
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In  December,  1919,  the  Quincy  National  Bank  wrote  to  Morgan 
demanding  immediate  payment  of  the  notes.  Later  in  the  same 
month  the  bank  made  demand  upon  the  petitioner  for  pa}Tment  of 
the  notes.  The  petitioner  gave  the  bank  his  personal  note  dated 
December  31,  1919,  for  the  amount  of  $9,336.25,  being  the  aggregate 
of  the  notes  plus  accrued  interest  due  thereon.  At  the  close  of  1919, 
after  disposing  of  all  of  the  lumber  and  materials  he  could  find  sale 
for,  Morgan  reported  to  the  petitioner  that  the  loss  resulting  from 
the  venture  would  amount  approximately  to  $9,000.  Morgan  had 
secured  employment  in  New  Orleans;  he  was  without  means.  In 
1920,  a  buyer  was  found  b}^  Morgan  for  the  secondhand  equipment 
which  had  remained  unsold  and  the  proceeds  of  the  sale,  amounting 
to  $1,000,  were  turned  over  to  the  petitioner.  The  note  for  $9,336.25 
signed  by  the  petitioner  was  renewed  a  number  of  times  and  was 
paid  by  the  petitioner  in  1923.  In  the  return  filed  by  the  petitioner 
for  1919  a  loss  was  claimed  of  the  $9,336.25.  This  deduction  has 
been  disallowed  by  the  respondent.  In  the  return  for  1920  filed  by 
the  petitioner  income  was  reported  of  the  $1,000  proceeds  from  the 
sale  of  equipment,  received  in  1920. 

In  1918  the  petitioner  and  Frank  Dillman  were  interested  in  a 
corporation  known  as  the  Dillman  Egg  Case  Co.,  owning  between 
them  all  of  the  outstanding  capital  stock  save  a  few  qualifying 
shares.  The  corporation  was  located  at  Carruthersville,  Mo.,  and 
required  marine  equipment  for  the  care  and  movement  of  its  logs 
on  the  river.  To  secure  such  equipment  petitioner  and  Dillman 
entered  into  an  agreement  with  one  Kampendahl  and  the  Metropolis 
Towing  Co.  for  the  reorganization  and  refinancing  of  that  company. 

On  May  10,  1918,  certificate  No.  2,  for  125  shares,  $12,500  par 
value,  of  the  capital  stock  of  the  Metropolis  Towing  Co.  was  issued 
to  A.  W.  D.  W  eis.  The  cash  and  assets  paid  in  for  said  stock  were 
furnished  by  the  Dillman  Egg  Case  Co.  and  the  account  of  the  peti¬ 
tioner  on  the  books  of  the  Dillman  Egg  Case  Co.  was  charged  with 
$12,500.  The  authorized  capital  stock  of  the  Metropolis  Towing 
Co.  was  increased  in  1920  to  $100,000.  In  that  year  certificate  No.  16, 
for  250  shares,  par  value  $25,000,  of  the  capital  stock  of  the  Metrop¬ 
olis  Towing  Co.  was  issued  to  the  petitioner  and  the  par  value 
thereof  was  credited  on  the  books  of  the  Dillman  Egg  Case  Co.  as  a 
reduction  of  the  indebtedness  of  the  towing  company  to  the  egg  case 
company  for  cash  advanced  to  pay  operating  expenses,  repairs,  and 
miscellaneous  items.  At  the  same  time  the  account  of  the  petitioner 
on  the  books  of  the  egg  case  company  was  charged  with  the  amount 
of  the  par  value  of  the  stock.  The  petitioner  gave  his  personal  note 
to  the  egg  case  company,  dated  September  30,  1920,  payable  on 
demand,  for  $37,500,  bearing  interest  at  5  per  cent  per  annum.  The 
Metropolis  Towing  Co.  went  into  bankruptcy  in  1921.  The  creditors 
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were  not  paid  in  full  and  nothing  was  recovered  on  the  capital  stock 
of  the  stockholders.  The  note  for  $37,500  was  paid  by  the  petitioner 
in  1925.  In  the  return  for  1921  filed  by  the  petitioner  a  loss  amount¬ 
ing  to  $37,500  was  claimed  as  a‘  deduction,  and  the  deduction  has 
been  disallowed  by  the  respondent. 

Prior  to  1921  the  petitioner  acquired  capital  stock,  par  value 
$2,500,  of  a  corporation  known  as  the  H.  Rampendahl  Jr.  Co.,  Inc., 
for  cash  at  par,  which  cash  was  advanced  by  the  Dillman  Egg 
Case  Co.  and  charged  to  the  account  of  the  petitioner  on  the  books 
of  the  egg  case  company.  In  1921  the  Rampendahl  Company  went 
into  bankruptcy;  the  creditors  were  not  paid  in  full  and  the  stock¬ 
holders  received  nothing  for  their  stock.  In  the  return  filed  by  the 
petitioner  for  1922,  a  loss  of  $2,500  was  claimed  on  the  investment 
in  this  stock.  The  deduction  was  disallowed  by  the  respondent 
for  1922  on  the  ground  that  it  should  have  been  deducted  in  1921. 

The  books  of  account  of  the  petitioner  were  kept  on  a  basis  of 
cash  receipts  and  disbursements.  The  returns  of  the  petitioner  were 
filed  upon  the  same  basis. 

OPINION. 

Lansdon  :  The  issues  in  this  case  all  relate  to  the  deduction  of 
losses  from  income.  It  is  not  disputed  that  deductible  losses  were 
sustained  by  the  petitioner  in  the  amounts  claimed.  The  questions 
to  be  decided  are  whether  he  is  entitled  to  take  such  deductions  in 
the  taxable  years.  The  petitioner  filed  his  income-tax  returns  and 
kept  his  books  of  account  on  a  basis  of  actual  cash  receipts  and 
disbursements.  In  consequence,  the  respondent  contends  that  the 
Losses  are  only  deductible  within  the  years  when  paid  in  cash  out  of 
the  capital  of  the  petitioner.  The  petitioner  contends  that  the 
Losses,  as  distinguished  from  expenses,  are  deductible  from  income 
in  the  years  in  which  they  “  occurred,”  that  is,  when  the  attendant 
facts  and  circumstances  determined  that  there  could  be  no  recovery 
if  the  capital  which  had  been  invested.  In  this  case  the  capital 
nvested  was  in  part  borrowed,  and  was  not  repaid  within  the 
axable  years.  The  parties  differ  as  to  the  significance  to  be  attached 
o  this  fact. 

The  first  issue  is  governed  by  the  Revenue  Act  of  1918;  the 
second  and  third  issues  b}^  the  Revenue  Act  of  1921.  The  provisions 
if  the  Acts  pertinent  to  the  issues  are  the  same.  Section  212(b) 
)f  both  Acts  provides  as  follows : 

The  net  income  shall  be  computed  upon  the  basis  of  the  taxpayer’s  annual 
iccounting  period  *  *  *  in  accordance  with  the  method  of  accounting 

egularly  employed  in  keeping  the  books  of  such  taxpayer ;  but  if  no  such 
nethod  of  accounting  has  been  so  employed,  or  if  the  method  employed  does 
not  clearly  reflect  the  income,  the  computation  shall  be  made  upon  such  basis 
nd  in  such  manner  as  in  the  opinion  of  the  Commissioner  does  clearly  reflect 
he  income  *  *  *. 


1288  13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (1284) 

Sections  214  of  both  Acts  provides  as  follows : 

(a)  That  in  computing  net  income  there  shall  be  allowed  as  deductions: 
******* 

(4)  Losses  sustained  during  the  taxable  year  and  not  compensated  for  by 
insurance  or  otherwise,  if  incurred  in  trade  or  business; 

(5)  Losses  sustained  during  the  taxable  year  and  not  compensated  for  by 

insurance  or  otherwise,  if  incurred  in  any  transaction  entered  into  for  profit, 
though  not  connected  with  the  trade  or  business  *  *  *. 

In  other  paragraphs  of  section  214  of  the  statutes  provision  is  made 
for  the  deduction  of  expenses,  interest,  and  taxes,  and  it  is  specified 
that  they  shall  have  been  paid  or  incurred  during  the  taxable  year — 
this  is  to  be  construed,  under  section  200,  according  to  the  method  of 
accounting  of  the  taxpayer. 

It  will  be  noted  that  the  statutes  provide  that  the  losses  shall  have 
been  sustained  during  the  taxable  year.  In  the  absence  of  statutory 
definition  of  the  word  “  sustained  ”  we  are  of  the  opinion  that  the 
time  when  a  loss  was  sustained  for  income-tax  purposes  by  a  tax¬ 
payer  on  the  cash  basis  is  a  question  to  be  decided  in  every  case  from 
the  facts.  We  are  unable  to  agree  with  the  respondent  that  no  loss 
is  ever  sustained  until  paid  in  cash  where  the  cash-basis  taxpayer 
is  the  user  of  borrowed  capital.  So  broad  a  rule  is  contrary  to  the 
liberal  provisions  of  the  statutes  in  the  matter  of  the  method  of 
determining  income  and  is  impracticable  of  general  administration. 
It  is  obviously  impossible  to  earmark  the  capital  employed  in  every 
transaction  which  results  in  loss. 

Taxation  of  income  by  the  Federal  Government  is  based  on  an 
annual  period.  Atkins  Lumber  Co .,  1  B.  T.  A.  317.  If  the  prin¬ 
ciple  for  which  the  respondent  herein  contends  is  accepted,  taxpayers 
may  determine  for  themselves  the  years  and  the  income  to  which 
deductions  on  account  of  losses  are  applicable.  In  each  of  the  years 
here  involved  the  record  is  clear  that  the  petitioner  had  large  re¬ 
sources,  enjoyed  ample  credit,  and  was  solvent.  If  his  business 
situation  at  the  end  of  1919  had  indicated  a  loss  for  that  year  the 
deduction  here  sought  would  have  been  worthless  to  him,  since  there 
would  have  been  no  income  against  which  it  could  have  been  charged 
nor  any  tax  liability  to  be  reduced.  If  he  had  reason  to  anticipate 
large  profits  and  substantial  taxable  income  in  the  following  year 
it  would  have  been  to  his  advantage  to  defer  his  claim  for  a  deducti¬ 
ble  loss.  To  do  so,  if  the  theory  of  the  respondent  is  sound,  it  was 
only  necessary  to  borrow  money  and  arrange  for  the  payment  of  the 
notes  in  the  next  year.  It  is  hardly  reasonable  to  impute  to  Congress 
an  intent  to  permit  taxpayers  to  elect,  for  their  own  benefit,  the  years 
in  which  business  losses  should  be  deducted  from  income. 

To  support  his  contention  as  to  the  loss  sustained  in  1919  in  the 
circumstances  set  forth  in  the  findings  of  fact,  supra ,  the  respondent 
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relies  on  our  decision  in  8.  R.  Davis ,  9  B,  T.  A.  755.  In  that  case  it 
appears  that  when  the  petitioner  gave  the  notes  in  controversy,  he 
received  in  exchange  the  notes  of  the  corporation  due  him  on  account 
of  funds  advanced.  At  that  time  the  corporation  was  in  the  hands 
of  trustees  in  bankruptcy  and  it  was  not  known  that  its  assets  were 
insufficient  to  pay  an}^  part  of  the  claims  of  its  creditors.  The  trans¬ 
action  giving  rise  to  the  loss  claimed  and  represented  by  the  peti¬ 
tioner’s  notes  had  not  been  finally  closed.  In  the  instant  case  no  such 
situation  existed  and  therefore  Ave  are  of  the  opinion  that  the  Davis 
case  establishes  no  rule  upon  which  the  issue  here  can  be  decided. 

We  are  of  the  opinion  that  all  the  losses  here  in  question  were 
sustained  in  the  years  in  which  the  several  investments  became  worth¬ 
less.  In  such  respective  years  each  of  the  deals  became  a  closed 
transaction  and  the  petitioner’s  net  assets  were  reduced  in  the  amount 
of  the  loss  sustained.  It  is  not  material  whether  such  losses  were 
met  by  the  payment  of  cash  from  funds  in  hand  or  with  cash 
borrowed  from  the  bank  and  evidenced  by  notes  payable  in  a  subse¬ 
quent  year.  The  loss  had  been  sustained  and  the  transaction  had  been 
closed  by  a  cash  payment.  The  use  of  the  petitioner’s  credit  to  secure 
funds  from  the  bank  was  a  new  and  different  deal  and  had  no  more 
to  do  with  the  petitioner’s  tax  liability  than  any  other  borrowing 
that  he  did  in  the  taxable  year.  Cf.  Bob  E.  McGinnis ,  4  B.  T.  A.  209. 

If  the  deductions  herein  claimed  are  allowed  for  the  respective 
taxable  years  in  which  the  losses  occurred,  correct  income  and  true 
tax  liability  for  such  years  may  be  determined.  If  postponed,  mani¬ 
festly  income  of  the  years  to  which  they  are  eventually  applied  and 
to  which  they  have  no  proper  application  will  be  distorted. 

Reviewed  by  the  Board. 

Decision  will  be  entered  for  the  ; 'petitioner , 
under  Rule  50. 


Atlantic  Terra  Cotta  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 


Docket  No.  12185.  Promulgated  October  30,  1928. 

The  attorneys’  fees  and  expenses  incurred  by  the  petitioner 
in  defending  indictments  charging  conspiracy  in  restraint  of  trade 
held  not  deductible  as  an  ordinary  and  necessary  business  ex¬ 
pense. 


Courtland  Kelsey ,  Esq.,  for  the  petitioner. 
E.  R.  8 hearer,  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  and  profits  taxes  for  the  calendar  year  1921  in  the  amount 
of  $3,781.71.  The  deficiency  results  from  the  action  of  the  respond¬ 
ent  in  disallowing  deductions  claimed  by  the  petitioner  on  account 


1290  13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (1289) 

of  expenses  incurred  in  defending  criminal  prosecutions  instituted 
against  it. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  corporation  organized  in  February,  1907,  un¬ 
der  the  laws  of  the  State  of  New  York  and  during  the  taxable  year 
1921  was  engaged  in  the  business  of  manufacturing  and  selling 
architectural  terra  cotta. 

The  petitioner  kept  its  books  on  the  accrual  basis  and  during  the 
taxable  year  1921  accrued  thereon  the  sum  of  $37,318.64  for  attor¬ 
ney's  fees  and  expenses  incurred  during  that  year  in  the  defense 
of  two  indictments  for  alleged  violations  of  the  Sherman  Act. 

The  petitioner  recognized  its  liability  for  the  said  attorney’s  fees 
and  expenses  and  there  was  no  dispute  as  to  the  amount  thereof 
Of  the  total  amount  accrued  on  the  books,  $20,000  was  actually  paid 
during  1921  and  the  balance  was  actually  paid  during  the  early  part 
of  1922  and  it  was  stipulated  that  if  a  deduction  was  allowable  in 
any  year,  it  was  allowable  in  1921. 

There  were  two  indictments  against  the  petitioner  corporation 
charging  the  petitioner  with  engaging  in  unlawful  combinations 
and  conspiracies  in  restraint  of  interstate  trade  and  commerce  in  vio¬ 
lation  of  an  Act  of  Congress  approved  July  2,  1890,  entitled:  “An 
Act  to  protect  trade  and  commerce  against  unlawful  restraints  and 
monopolies”;  that  the  petitioner  and  the  other  defendants,  in  pur¬ 
suance  of  an  understanding  and  agreement  among  them  so  to  do, 
carried  on  their  interstate  trade  and  commerce  without  any  compe¬ 
tition  between  any  of  the  said  defendants  and  other  terra  cotta  manu¬ 
facturers  who  were  members  of  the  National  Terra  Cotta  Society  as 
to  prices,  quantity,  quality,  or  sales  of  terra  cotta.  The  indictments 
in  various  counts  charged  the  petitioner  in  more  detail  as  follows: 
That  it,  in  conjunction  with  its  codefendants,  had  divided  the  United 
States  into  territories  and  refrained  from  competing  outside  its  own 
territory,  had  sold  terra  cotta  at  arbitrary,  noncompetitive  and  ex¬ 
cessive  prices,  had  submitted  bids  for  contracts  at  arbitrary  and  ex¬ 
cessive  prices,  had  refrained  from  competing  for  additions,  altera¬ 
tions  or  extensions  to  work  originally  performed  by  others,  had  con¬ 
fined  itself  to  an  agreed  percentage  of  the  business  in  its  own  terri¬ 
tory,  and  had  committed  other  like  acts  which  had  the  effect  of  elim¬ 
inating  competition  and  restraining  trade. 

opinion. 

Trammei.l:  The  petitioner  contends  that  the  attorneys’  fees  and 
other  expenses  incurred  by  it  in  defending  itself  against  the  indict¬ 
ments  were  ordinary  and  necessary  expenses  incurred  in  carrying  on 
its  trade  or  business  and  were  deductible  from  its  gross  income. 

o 
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Upon  the  authority  of  the  cases  of  Columbus  Bread  Co.,  4  B.  T.  A. 
1126,  and  Great  Northern  Railroad  Co.,  10  B.  T.  A.  1347,  it  is  held 
that  the  amounts  in  question  are  not  deductible. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 

Phillips,  Green,  and  Milliken  dissent. 


Richmond  Belt  Railway  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  7218.  Promulgated  October  30,  1928. 

Depreciation. — On  the  facts,  held  that  petitioner  is  due  an 
allowance  for  depreciation  on  its  railroad  facilities  leased  to  two 
operating  roads  under  a  lease  which  only  obligates  the  lessees  to 
make  current  maintenance  repairs,  and  the  rates  for  such  deprecia¬ 
tion  on  the  various  classes  of  facilities  determined. 

Max  Thelen ,  Esq.,  for  the  petitioner. 

A.  H.  Fast,  Esq.,  for  the  respondent. 

This  proceeding  results  from  the  determination  by  respondent  of 
deficiencies  in  income  taxes  of  $1,429.34  for  1919,  and  $147.69  for  1920. 

Petitioner  assigns  as  error  respondent’s  failure  to  allow  a  deduction 
in  each  year  from  income  of  an  allowance  for  wear  and  tear  includ¬ 
ing  obsolescence  of  the  railroad  of  petitioner. 

FINDINGS  OF  FACT. 

Petitioner,  a  California  corporation,  with  its  principal  office  at 
San  Francisco,  was  organized  on  August  19,  1902,  and  began  shortly 
thereafter  the  construction  of  a  railroad  extending  from  Richmond, 
Calif.,  northerly  about  four  miles  to  Point  San  Pablo,  Calif.  Sub¬ 
sequently,  the  railroad  was  extended  south  to  Winehaven,  Calif.,  was 
completed  in  1905,  and  is  approximately  5.88  miles  in  total  length. 
Petitioner  owns  no  cars,  engines  or  operating  equipment.  Its  prop¬ 
erty  consists  principally  of  its  roadway  and  a  wharf  with  warehouses 
at  Point  San  Pablo. 

On  December  14,  1905,  petitioner  leased  its  roadway  to  the  Atchison, 
Topeka  &  Santa  Fe  Railroad  Co.  (hereafter  called  the  Santa  Fe), 
the  Southern  Pacific  Co.,  and  the  Southern  Pacific  Railroad  Co.  (here¬ 
after  together  called  the  Southern  Pacific)  jointly,  with  provision 
that  the  lessees  should  operate  the  roadway  in  alternate  years.  Subse¬ 
quently,  the  lease  was  modified  to  provide  for  alternate  periods  of 
five  years’  operation  by  each  of  the  lessees. 

The  material  parts  of  the  lease  provided  as  follows : 

*  *  *  the  Belt  Company  will,  upon  rendition  to  it  of  bills  therefor,  reim¬ 

burse  the  Company  by  which  said  Belt  Railway  is  operated  hereunder  for  all 
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sums  expended  by  the  Company  operating  such  railway  for  extraordinary 
repairs  to  or  for  additions  to  existing  facilities  used  in  connection  with  said 
railway  during  the  time  such  railway  shall  be  operated  by  the  Atchison  Company 
and  the  Pacific  Companies  hereunder,  it  being  expressly  understood  that  the 
term  “  extraordinary  repairs  ”  is  intended  to  include  any  and  all  repairs  made 
necessary  by  the*caving  in  of  embankments,  the  sinking  of  fills,  or  repairs  made 
necessary  by  other  causes  incident  to  the  operation  of  a  new  line  of  railway, 
and  against  the  happening  of  which  said  Belt  Railway,  by  reason  of  its  con¬ 
struction  or  otherwise,  is  not  provided,  and  the  cost  of  such  repairs  to  be 
borne  by  the  Belt  Company  shall  include  the  amount  actually  expended  therefor 
by  the  party  operating  such  Belt  Railway,  and  to  cover  the  expense  of  super¬ 
vision,  use  of  tools  and  store  department  expenses,  there  shall  be  charged  by  the 
party  operating  such  Belt  Railway  in  addition  to  the  amounts  actually  expended 
as  aforesaid  the  sum  of  seven  and  one-lialf  per  cent  (7%%)  of  all  expenditures 
for  labor,  and  the  sum  of  ten  per  cent  (10%)  of  all  expenditures  for  material. 
******* 


That  the  party  operating  said  Belt  Railway  shall  keep  such  Belt  Railway 
and  all  other  tracks  within  the  scope  of  this  agreement  in  good  condition  and 
repair ;  provided,  however,  that  the  cost  of  additions  to  existing  facilities 
of  the  Belt  Railway  chargeable  to  capital  account  and  “  extraordinary  repairs,” 
as  defined  in  paragraph  3  of  Article  1  of  this  agreement,  shall  be  borne  by 
the  Belt  Company,  and  provided,  further,  that  the  cost  of  any  and  all  repairs 
which  are  made  necessary  on  account  of  ordinary  use,  wear  and  tear,  shall  be 
borne  by  the  Atchison  Company  and  the  Pacific  Companies  in  the  same  pro¬ 
portion  as  the  number  of  cars  handled  over  said  Belt  Railway  for  the 
Atchison  and  Pacific  Companies,  respectively,  bears  to  the  total  number  of  cars 
handled  over  said  railway  in  such  month,  and  settlement  between  the  parties 
shall  be  made  for  such  repairs  at  the  expiration  of  each  month  during  the 
lerm  hereof. 

That  the  party  operating  such  Belt  Railway  shall  collect  all  charges  for 
services  thereon  from  the  party  from  whom  such  charges  are  due,  and  will 
each  month  during  the  term  hereof  pay  to  the  Belt  Company  for  the  use 
of  the  premises  hereby  demised  the  sum  of  40  per  cent  of  the  total  gross 
revenue  received  for  switching,  hauling  or  handling  cars  over  the  tracks  of 
said  Belt  Railway  during  the  preceding  months; 

******* 


*  *  *  That  this  agreement  shall  be  and  remain  in  force  until  December 

31st,  1900,  and  thereafter  until  terminated  by  either  of  the  parties  hereto  upon 
sixty  (60)  days’  notice  in  writing  to  the  other  parties,  stating  therein  the 
date  that  such  termination  shall  take  effect,  and  upon  the  expiration  of  the 
time  specified  in  such  notice,  all  of  the  rights  of  the  respective  parties  here¬ 
under  shall  immediately  cease  and  determine. 


During  1919  and  1920,  the  roadway  was  operated  by  the  Santa  Fe; 
the  operations  for  all  of  1919  and  until  midnight  of  February  29, 
1920,  were  as  agent  of  the  Director  General  of  Railroads  of  the 
United  States,  and  for  the  remainder  of  1920  in  its  own  right  under 
the  lease.  The  wharf  and  warehouses  were  operated  by  petitioner. 

Petitioner  claimed  as  deductions  from  income  in  its  income-tax 
returns,  allowances  for  wear  and  tear  and  obsolescence  of  its  roadway 
us  follows: 
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Year 

Cost 

Rate 

Amount 

1919 _ _ 

$357,  333.  68 
357,  360.  68 

Per  cent 

4 

4 

$14, 293.  35 
14, 294.  43 

1920- - . .  •" 

Respondent  has  disallowed  these  deductions. 

Ihe  principal  traffic  over  the  roadway  of  petitioner  is  to  and 
fiom  the  wharf  and  warehouses  of  petitioner  located  on  deep 
water  at  Point  San  Pablo,  on  San  Francisco  Bay.  At  the  south¬ 
ern  end  of  petitioner’s  roadway  was  located  the  plant  of  the 
California  Wine  Association  and  at  Richmond,  Calif.,  was  located 
a  refinery  operated  by  the  Standard  Oil  Co.,  and  at  this  latter  point 
connection  was  made  with  the  lines  of  the  Santa  Fe  and  the  South¬ 
ern  Pacific  Systems.  In  1919,  at  Point  San  Pablo,  the  Pacific  Oil 
&  Lead  Works,  engaged  in  the  shipment  of  vegetable  oil  from  the 
Philippine  Islands,  had  shut  down,  and  the  Philippine  Refinery  Co. 
was  carrying  on  business  in  only  a  very  small  way;  further  south 
a  can  factory  of  the  Standard  Oil  Co.  had  been  abandoned,  and  at 
Winehaven  it  was  known  that  the  property  of  the  California  Wine 
Association  would  be  compelled  to  close  down.  It  was  subsequently 
closed  down  and  has  remained  idle.  In  1919  the  construction  of  sa 
turning  basin  for  ships  at  Richmond  was  under  consideration  by  the 
Standard  Oil  Co.,  which  would  allow  ships  to  go  directly  to  the 
refinery  at  Richmond. 

Under  the  lease  of  December  14,  1905,  the  lessees  have  borne  the 
cost  of  normal  operating  repairs  alone,  these  being  in  the  nature 
of  operating  expenses.  For  expenditures  of  a  capital  nature,  even 
though  made  necessary  by  wear  and  tear  of  operation,  the  lessees 
have  been  reimbursed  by  petitioner.  In  the  year  1917  renewal  of 
the  rails  of  petitioner’s  road,  due  to  wear  and  tear,  became  necessary 
and  this  expense,  amounting  to  $15,897.70,  was  borne  by  petitioner. 
At  various  times  during  the  term  of  the  lease,  the  u  riprapping  ”  of 
the  embankment  of  the  road,  where  it  borders  San  Pablo  Bay  for 
several  miles,  was  washed  out  and  was  renewed  at  the  expense  of 
petitioner. 

The  aggregate  costs  of  the  several  classes  of  depreciable  assets  of 
petitioner  as  entered  on  its  books  were  the  same  for  the  calendar 
years  1919  and  1920,  and  as  follows : 

Grading - $197,  519.  52 

Bridges,  trestles  and  cul¬ 
verts -  15,  520.  36 

Ties -  14,  455. 13 

Rails -  38, 193.'.47 

Track  materials _  13, 123.  84 


Ballast -  $15,  787.  71 

Track  laying -  20,  926.  41 

Crossings -  263.  30 

Telephone  lines _  275.  01 

Tools -  5,  658. 14 

S21  729  so 
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The  depreciable  assets  of  petitioners  sustained  during  the  taxable 
years  1919  and  1920  a  loss  in  value  from  wear  and  tear,  over  and 
above  expenditures  made,  or  due  under  the  lease  to  be  made  at  the 


expense  of  the  lessees,  as  follows : 

Per  cent 


Grading _  3 

Bridges,  trestles  and  culverts - 10 

Ties _ 12  Vo 

Rails _  5 

Other  track  materials -  5 


Per  cent 

Ballast _  4 

Track  laying  and  surfacing -  5 

Crossings -  5 

Telephone  lines -  4 

Tools  and  work  equipment - 10 


OPINION. 


Trussell :  The  sole  issue  before  us  is  the  amount,  if  any,  which  is 
allowable  as  a  deduction  from  income  under  the  provisions  of  section 
234  (a)  (7)  of  the  Revenue  Act  of  1918,  as  a  reasonable  allowance 
for  wear  and  tear,  including  obsolescence,  of  the  railioad  roadway  of 
petitioner.  The  amounts  which  petitioner  charged  off  on  its  books 
of  account  and  deducted  from  income  in  its  income-tax  returns  have 
been  disallowed  by  respondent  in  their  entirety.  The  allowances 
claimed  on  the  wharf  and  warehouses  of  petitioner  are  not  involved 

in  this  issue. 

The  road^vay  has  been  operated  by  the  lessees  since  1905,  save  for 
the  period  during  and  after  the  AV  or  Id  War  when  the  propeity  was 
operated  under  Federal  control  through  the  Director  Geneial. 
Under  the  provisions  of  the  lease  the  lessees  undertake  to  operate  the 
railway  and  to  maintain  the  property  in  good  repair  and  opeiating 
condition,  lhe  lease  is  nothing  more  than  an  operating  agieement, 
for  it  may  be  terminated  by  any  of  the  parties  upon  so  short  a  notice 
as  60  days,  and  the  rental  to  be  paid  to  the  lessor  is  merely  a  share 
of  the  gross  income,  if  any,  from  operations.  There  is  no  provision 
for  the  return  of  the  property  to  the  lessor  in  the  same  condition  in 
which  it  was  when  taken  over  by  the  lessees. 

Respondent  insists  that  under  the  lease  of  December  14,  1905,  there 
is  an  obligation  upon  the  lessees  to  repair  all  damage  due  to  wear 
and  tear  and,  consequently,  petitioner,  as  lessor,  suffers  no  loss  in 
value  of  its  property  from  that  cause  and  can  claim  no  deprecation 
except  upon  a  showing  that  the  lessees  refuse  to  make  such  lepaiis 
and  replacements  and  that  a  judgment  against  them  would  not  be 
collectible. 

Petitioner  admits  the  solvency  of  the  lessees  but  insists  that  the 
lease  in  question  only  obligates  them  to  make  the  usual  and  necessary 
maintenance  repairs  to  keep  the  road  in  good  operating  condition  and 
that  in  addition  to  deterioration  arrested  by  such  repairs  there  is  a 
general  decrease  in  value  from  use  which  necessitates  replacements  at 
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intervals  and  that  the  expense  of  this  is  upon  it  under  the  lease,  and 
it  is  this  depreciation  for  which  it  asks  an  allowance. 

An  examination  of  the  lease  sustains  the  contention  of  petitioner 
as  to  its  not  placing  on  the  lessees  the  obligation  to  make  good  all 
depreciation.  We  see  only  one  meaning  to  attach  to  the  wording 
of  the  lease,  that  being  that  the  lessee  will  make  the  usual  mainte¬ 
nance  repairs  necessary  to  keep  the  property  in  operating  condition 
but  the  cost  of  major  items  of  reconstruction,  renewal  or  replace¬ 
ment  of  permanent  character  are  to  be  borne  by  petitioner.  Not  only 
is  this  the  natural  meaning  to  be  gathered  from  the  phraseology  of 
the  lease,  but  the  proof  shows  that  such  meaning  has  been  given  it 
by  the  parties  and  that  at  various  times  during  the  term  of  the  lease 
petitioner  has  paid  for  reconstruction  and  renewal  of  facilities  ex¬ 
hausted  through  wear  and  tear.  In  1917  it  is  shown  to  have  renewed 
the  rails  at  a  cost  to  it  of  $15,897.70,  and  that  at  various  times  it  has 
reconstructed  the  “  riprapping  ”  of  its  embankment  which  extends 
for  several  miles  along  the  margin  of  San  Pablo  Bay  and  is  subject 
to  the  action  of  the  water. 

Under  the  record  it  must  be  concluded  that  there  is  depreciation 
sustained  which  the  lessees  are  under  no  obligation  by  reason  of  the 
lease  to  restore,  and  the  question  becomes  one  of  a  reasonable  rate 
to  apply. 

On  this  question  the  only  testimony  is  that  of  James  J.  Walsh, 
petitioner’s  consulting  engineer.  This  witness  was  an  engineer  of 
long  experience  who  qualified  satisfactorily  as  an  expert  and  also 
had  actual  and  intimate  knowledge  of  the  facilities  in  question  and 
their  length  of  life  as  shown  by  the  necessity  arising  at  various 
times  of  renewing  them. 

This  witness  testified  to  the  length  of  life  of  the  several  classes 
of  depreciable  assets,  as  set  out  in  the  findings  of  fact,  and  stated 
that  such  was  the  extent  of  the  life  of  each  even  when  maintained 
by  current  repairs,  and  this  testimony  appears  in  all  respects  to  be 
reasonable  and  accurate.  The  rate  of  3  per  cent  depreciation  on 
grading  would  under  ordinary  conditions  appear  to  be  excessive, 
but  in  the  present  case  it  was  shown  that  nearly  half  of  petitioner’s 
line  of  road  was  built  along  the  waterfront,  the  embankment  u  rip- 
rapped  ”  and  subject  to  the  action  of  the  water  which  undermined 
it,  calling  for  periodic  renewals  of  the  stone  work,  and  we  consider 
the  rate  under  such  conditions  as  reasonable. 

We  do  not  agree  with  petitioner’s  insistence  that  it  is  entitled  to 
an  additional  allowance  for  obsolescence  of  its  road  cUe  to  the  fact 
that  several  industries  located  on  it,  and  from  which  it  formerly 
received  considerable  business,  are  now  shut  cbwn  and  idle.  The 
road  is  still  in  operation  and  is  the  link  between  the  Santa  Fe  and 
Southern  Pacific  at  Richmond,  and  deep  water  at  Point  San  Pablo. 
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The  conditions  complained  of  are  ones  that  have  decreased  peti¬ 
tioner’s  earnings,  perhaps,  although  this  may  be  only  temporary, 
but  nothing  is  , shown  justifying  the  conclusion  that  the  property  is 
in  the  process  of  becoming  obsolete. 

Petitioner  is  entitled  to  a  deduction  of  depreciation  on  the  cost 
of  the  several  assets  involved  at  the  rates  found  by  us,  but  in  com¬ 
puting  such  allowance  these  asset  accounts  should  be  adjusted  by 
depreciation  at  those  rates  from  the  dates  acquired  and  the  allow¬ 
ances  for  depreciation  in  respect  to  each  for  the  taxable  years  1919 
and  1920  should  be  limited  by  the  undepreciated  balances  of  cost 
remaining  in  those  years  under  such  adjustment. 

The  deficiency  should  be  recomputed  in  accord  with  the  foregoing 
findings  of  fact  and  opinion. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  under  Rule  50. 


H.  Sheldon  Manufacturing  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 


Docket  No.  12836.  Promulgated  October  30,  1928. 


1.  The  amount  of  allowable  deduction'  for  depreciation  during 
the  taxable  years  of  a  factory  building,  machinery  and  equipment 
determined. 

2.  Where  a  corporation  received  from  its  former  principal  stock¬ 
holder  an  amount  sufficient  to  reimburse  it  for  income  taxes  of  a 
previous  year  paid  in  the  taxable  year  and  the  amount  of  such 
payment  was  not  deducted  as  an  expense  on  the  return,  the  Com¬ 
missioner  was  in  error  in  adding  such  amount  to  reported  net 
income. 

G.  Mason  Owlett ,  Esq .,  and  T .  A.  Crichton,  Esq.,  for  the  petitioner. 

H.  L.  Jones,  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  and  profits  taxes  for  the  calendar  year  1920  in  the  amount 
of  $620.22  and  in  income  tax  for  the  calendar  year  1921  in  the 


amount  of  $91.74.  It  is  alleged  that  the  Commissioner  erred  in  the 
following  particulars: 

(1)  In  disallowing  a  deduction  for  depreciation  for  the  year  1920 
in  thf.  Amount  of  $1,151.26. 

(2)  In  disallowing  as  an  expense  for  the  year  1920  an  amount  of 
$594  alleged  b^t  the  petitioner  to  have  been  paid  for  services  and 
determined  by  the  Commissioner  to  have  been  paid  for  stock. 

(3)  In  adding  to  income  for  the  year  1921  an  amount  of  $1,512.19, 
representing  income  tax  for  the  year  1918  paid  in  1921,  and  in  dis- 
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allowing  a  deduction  for  depreciation  for  the  year  1921  in  the  amount 
of  $621.31. 

Other  allegations  of  error  contained  in  the  petition  were  aban¬ 
doned  at  the  hearing. 


FINDINGS  OF  FACT. 

The  petitioner  is  a  Pennsylvania  corporation  with  its  principal 
office  at  Elkland.  During  the  years  1920  and  1921  and  for  some 
years  prior  thereto  it  operated  a  general  wood-working  plant,  manu¬ 
facturing  hardwood  flooring,  flagpoles  and  numerous  other  wooden 
articles.  In  1913  it  purchased  some  land  and  certain  frame  factory 
buildings  for  use  in  its  business.  These  buildings  had  been  con¬ 
structed  to  be  used  in  the  manufacture  of  toy  furniture  and  had  been 
so  used  for  some  time.  Subsequent  to  this  use  they  were  sold  at 
sheriff’s  sale  and  had  been  unoccupied  between  the  time  of  this  sale 
and  the  date  of  the  purchase  by  the  petitioner.  During  the  taxable 
years  the  petitioner’s  operations  were  conducted  in  one  building 
known  as  the  factory  building.  This  was  of  frame  construction  hav¬ 
ing  a  foundation  of  wooden  sills  resting  upon  flat  stones  laid  on  top 
of  the  ground  and  having  a  composition  tar  roof.  No  steel  or 
concrete  was  used  in  its  construction. 

The  petitioner  replaced  the  machinery  contained  in  the  factory 
building  at  the  time  of  its  purchase  by  heavier  and  more  numerous 
machines.  The  new  machinery  was  babbitt  high-speed  machinery 
running  from  3,500  to  5,000  revolutions  per  minute,  and  occupied 
all  three  floors  of  the  building.  The  more  numerous  and  heavier 
machines  so  installed  operated  with  more  vibration  than  the  former 
ones  and  caused  the  building  to  sag.  The  heavy  loads  carried  into 
the  building  were  an  increased  strain  on  the  floors  which  had  to  be 
replaced  every  three  years.  It  was  also  necessary  to  replace  the 
roof  within  the  same  periods  of  time.  A  sprinkler  system  and  a 
heating  system  in  use  in  the  building  had  been  installed  by  the 
previous  owners  and  after  the  petitioner  acquired  the  building  both 
systems  needed  frequent  repairs  due  to  the  effects  of  cold  weather. 

The  machinery  used  in  manufacturing  was  replaced  at  various 
times  as  it  became  worn  out,  and  at  the  time  of  the  destruction  of 
the  building  by  fire  in  1926  all  of  the  machinery  then  being  used 
had  been  installed  since  the  acquisition  of  the  building  as  replace¬ 
ments  for  worn-out  machinery.  It  was  the  custom  of  the  petitioner 
to  add  to  capital  the  cost  of  all  replacements  and  not  to  deduct 
such  cost  as  expense. 

In  addition  to  the  machinery  and  sprinkling  and  heating  systems, 
a  lighting  system,  a  natural  gas  system,  a  water  system,  and  other 
additional  equipment  were  used  in  the  factory 
19752—28 - 5 
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In  its  return  for  the  year  1920  the  petitioner  deducted  for  depre¬ 
ciation  upon  its  building,  machinery,  and  other  equipment,  the 
amount  of  $3,760.77,  and  in  its  return  for  the  year  1921  deducted 
for  the  same  purposes  the  amount  of  $3,317.96,  schedule  A-18 
contained  in  the  return  for  the  latter  year  being  as  follows: 


Schedule  A-18. — Depreciation — Buildings  and  equipment 


Item 

CoSt 

• 

Acquired 

Life 

Previous 

year 

Deducted 

1921 

Remainder 

' 

Frame  factory _ 

$20,  000.  00 

1914 

20  years _ 

$3, 000. 00 

$1,000.00 

$16, 000. 00 

Land _  _ 

4,  000.  00 

1914 

20  vears _ 

4,  000.  00 

Sprinkler  system _  _ 

2, 308.  60 

1914 

10  years . 

692.58 

230.86 

1,  385. 16 

Blowers . . 

1,333.  75 

1914 

10  years _ 

400.  13 

133. 38 

800.  24 

Heating  apparatus _ 

992.  74 

1914 

10  years _ 

297.  81 

99.  27 

595.  66 

Lighting  equipment.  .  _ 

630.  50 

1914 

10  vears . 

189.  15 

63.  05 

378.  30 

Gas  equipment . . . 

242.  50 

1914 

10  years _ 

72.  75 

24.  25 

145.  50 

Water  equipment _ .  .  _ 

48.  50 

1914 

10  years _ 

14.  55 

4.  85 

29.  10 

Machinery _  . 

11,204.  45 

12-31-20 

10  years _ 

1, 120.45 

10,  084.  00 

Sawmill  ...  . . . 

'  721.  27 

1914 

10  vears _ 

216.  47 

72. 13 

'  432.  67 

Shafting _ _ _ 

481.  70 

1914 

10  years . 

144.  51 

48.  17 

289.  02 

Equipment.. 

5,  215.  48 

12-31-20 

10  years . 

521.  55 

4,  693.  87 

Totals .... 

47, 179.  49 

5,  027. 95 

3, 317.  96 

38, 833.  23 

. 

Machinery  added  in  1921...  _ _  _  _  ..  . . . . 

400.00 

12-21-21  land,  factory,  machinery,  and  equipment _ 

39,  233.  28 

Total  depreciation  deducted  in  1921.. 

3,317.96 

The  Commissioner  determined  that  the  allowable  deductions  for 
depreciation  were  for  1920,  $2,615.51,  and  for  1921,  $2,696.65. 
computed  as  follows : 


Land.. . . 

Buildings . . 

Sprinkler  system _ 

Blowers . 

Heating  system . 

Lighting  system _ 

Natural  gas  system.. 

Water  system. . 

Stationery  sawmill. . 

Shafting . . 

Tent  stake  machines 

Machinery.. . 

Hangers . 

Pulleys _ _ 

Belting . . 

Equipment . . 

Total . 


Gross  value 

Depreciation  deduc¬ 
tible 

January  1, 
1920 

January  1, 
1921 

January  1, 
1922 

1920 

1921 

$4, 000.00 
20, 000. 00 

$4,  000.  00 
20,  000.  00 

$4,  000.  00 
20.  000.  00 

$600.00 

$600.00 

2,  308.  60 

2,  308.  60 

2.  308.  60 

115.  43 

115.  43 

1,  436.  75 

1.436.  75 

1. 436.  75 

71.84 

71.84 

992.  74 

992.  74 

992.  74 

49.64 

49.64 

630.  50 

630.  50 

630.50 

63. 05 

63.  05 

242.  50 

242.  50 

242.  .50 

12.  13 

12. 13 

48.  50 

48.  50 

48.  50 

2.  43 

2.  43 

721.59 

721.  59 

721.59 

36.  OS 

36.08 

481.  70 

481.70 

481.70 

24.09 

24.09 

1,  530.  91 

1.530.91 

1,530.91 

76.  55 

76.55 

14,455.  22 

14,  455.22 

14,  855.  22 

1,064. 15 

1,  099.  15 

202.  07 

202.  07 

202.  07 

10.  10 

10. 10 

924.  21 

924.  21 

924.  21 

46.21 

46*21 

1,  899.  17 

1,899.  17 

1,899.  17 

189.  91 

189.  91 

2,  236.  95 

3,  867.  15 

3,  867. 15 

233.90 

300.  04 

. 

2, 615.  51 

2,  696.  65 

The  Commissioner  added  to  income  for  the  year  1920  the  amount 
of  $594,  stating  in  his  deficiency  letter  that  this  amount  represented 
stock  purchased  and  that  it  should  be  restored  to  net  income. 

On  February  19,  1921,  the  petitioner  received  from  O.  H.  Braman, 
a  check  in  the  amount  of  $1,512.19,  which  was  deposited  to  the  peti- 
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tioner’s  credit.  Braman  had  formerly  owned  the  petitioner  company 
and  paid  this  amount  to  the  petitioner  in  order  to  reimburse  it  for 
1918  income  tax  paid  by  the  petitioner  in  1921.  The  amount  of  the 
tax  so  paid  was  not  deducted  by  the  petitioner  as  an  expense  in  its 
return  foV  that  year. 

OPINION. 

Murdock  :  The  petitioner  has  alleged  that  the  Commissioner  erred 
in  adding  to  income  for  1920  the  amount  of  $1,151.26  and  for  1921 
the  amount  of  $621.31,  determined  by  the  latter  to  be  excessive  de¬ 
preciation  deducted  in  the  returns  for  those  years.  It  has  offered  in 
evidence  the  computation  of  depreciation  made  by  the  examining 
revenue  agent,  which  it  was  admitted  was  adopted  by  the  Commis¬ 
sioner  in  his  determination.  This  computation  we  have  set  forth  in 
our  findings  of  fact.  It  has  also  offered  in  evidence  its  return  for 
1921  but  has  neglected  to  offer  the  1920  return  and  we  do  not  know 
the  amounts  upon  which  it  calculated  depreciation  for  1920,  nor  the 
rates  it  applied  to  the  different  items.  We  are  of  the  opinion,  how¬ 
ever,  that  a  proper  rate  of  depreciation  upon  the  factory  building 
for  each  of  the  two  years  in  question  should  be  5  per  cent,  and  that 
this  rate  should  be  applied  upon  the  amount  of  $20,000  which  is 
designated  as  “  gross  value  ”  in  the  revenue  agent’s  report  and 
“  cost  ”  in  the  petitioner’s  return. 

However,  we  are  of  the  opinion  that  the  Commissioner’s  determina¬ 
tion  as  to  the  allowable  depreciation  on  the  machinery  and  other 
equipment  should  not  be  disturbed.  As  we  have  pointed  out  above, 
the  1920  return  is  not  before  us  and  we  do  not  know  what  items  are 
contained  therein,  nor  what  were  the  amounts  of  depreciation  allo¬ 
cated  to  the  various  kinds  of  machinery  and  equipment.  An  exami¬ 
nation  of  the  petitioner’s  return  for  1921  shows  that  the  values  it 
has  therein  assigned  to  its  machinery  and  equipment  do  not  agree 
with  those  contained  in  the  Commissioner’s  determination,  and  we 
can  not  find  from  a  comparison  of  the  two  what  would  be  a  proper 
basis  upon  which  the  rate  or  rates  should  be  applied.  Certain  of  the 
articles  such  as  pulleys  and  hangers,  set  forth  in  the  Commissioner’s 
computation,  are  not  itemized  or  identified  in  the  return  and  the 
petitioner  has  offered  no  testimony  as  to  certain  other  items  con¬ 
tained  in  the  computation.  In  the  opinion  of  the  petitioner’s  one 
witness  a  depreciation  rate  of  10  per  cent  should  be  applied  to  all 
of  the  items  under  machinery,  equipment,  sprinkler  system,  etc.,  and 
he  stated  that  in  his  opinion  the  useful  life  of  none  of  these  things 
would  exceed  10  years.  However,  his  testimony  discloses  that  cer¬ 
tain  of  the  items  such  as  sprinkler  system,  heating  system  and  wTater 
system  were  in  existence  and  being  used  in  1926,  the  year  in  which 
the  building  was  destroyed  by  fire,  more  than  10  years  after  these 
systems  had  been  installed.  This  the  witness  admitted,  but  stated 
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that  if  the  systems  had  not  been  repaired  they  would  not  have  lasted 
10  years.  The  fact  that  parts  of  these  systems  had  to  be  replaced  or 
repaired  from  time  to  time  due  to  the  action  of  the  weather  does 
not  warrant  us  in  finding  that  their  life  should  be  reduced  to  a  period 
of  10  years. 

It  seems  apparent  that  as  to  these  systems  the  witness  has  based 
his  idea  of  exhaustion  on  an  erroneous  understanding  of  the  nature 
of  an  allowable  deduction  of  this  kind,  and  it  may  be  that  as  to  the 
remaining  items  his  opinion  has  been  based  upon  the  same  erroneous 
understanding. 

The  Commissioner  has  presumably  made  an  intelligent  and  careful 
examination  of  all  these  items  in  his  computation  of  depreciation, 
and  we  do  not  think  that  in  the  light  of  the  above  facts  the  peti¬ 
tioner  by  its  testimony  as  to  a  blanket  rate  of  10  per  cent  has  made 
out  a  case  sufficiently  strong  to  overcome  the  Commissioner's  deter¬ 
mination.  Cf.  Woodside  Cotton  Mills  Co .,  13  B.  T.  A.  266. 

In  the  absence  of  competent  evidence  from  tlie  petitioner  con¬ 
cerning  the  second  assignment  of  error,  the  determination  of  the 
Commissioner  in  this  respect  must  be  approved. 

We  are  unable  to  determine  from  the  pleadings  what  the  Com¬ 
missioner's  position  is  in  regard  to  the  amount  of  $1,512.19  received 
by  the  petitioner  from  O.  H.  Braman,  to  reimburse  it  for  1918 
income  taxes  which  it  paid  in  1921.  The  Commissioner  in  his  defi¬ 
ciency  letter  in  regard  to  this  particular  item  stated  that  “  Income 
Tax  has  been  disallowed  as  an  expense  in  accordance  with  Article 
561.  Regulations  62."  From  an  examination  of  the  petitioner's 
return  for  1921  and  the  revenue  agent’s  report  which  was  adopted 
by  the  Commissioner,  we  are  satisfied  that  the  petitioner  has  never 
deducted  this  amount  from  income.  We,  therefore,  find  that  the 
Commissioner  was  in  error  in  his  determination  in  this  respect. 

Judgment  will  be  entered  under  Rule  50. 


Knapp  Brothers  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  19430.  Promulgated  October  30,  1928. 

Deductions  for  salaries  of  corporate  officers  determined. 

Maynard  Teall ,  Esq.,  and  A.  G.  Wallerstedt ,  C.P.A.,  for  petitioner. 
A.  C.  Baird ,  Esq.,  for  the  respondent. 

Income  taxes  for  the  fiscal  years  ending  October  31,  1921,  and 
October  31,  1922,  in  the  amount  of  $1,439.68  and  $2,545.30,  respec¬ 
tively,  are  in  controversy.  The  sole  error  alleged  is  the  action  of 
the  Commissioner  in  reducing  the  deduction  taken  for  salaries  paid. 
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FINDINGS  OF  FACT. 

The  petitioner  is  a  Pennsylvania  corporation,  organized  in  1907, 
having  its  principal  place  of  business  in  Pittsburgh.  It  sells  sea 
foods  both  wholesale  and  retail.  The  business  was  originally  started 
by  Lawrence  Knapp  and  his  brother  Henry  Knapp  as  partners,  the 
former  receiving  80  per  cent  and  the  latter  20  per  cent  of  the  profits. 
They  had  a  fish  stall  in  a  market  in  Pittsburgh.  During  the  taxable 
years  the  petitioner  had  five  stores  or  stands  in  markets  and  sold  more 
sea  food  than  any  other  concern  in  the  city. 

On  December  23,  1907,  the  board  of  directors,  passed  a  resolution 
electing  Lawrence  Knapp  general  manager  of  the  corporation  and 
authorizing  the  payment  to  him  of  70  per  cent  of  all  net  profits  for 
salary  and  expenses.  Thereafter  up  to  and  through  the  taxable 
years,  in  accordance  with  the  resolution,  he  received  70  per  cent  of 
all  net  profits  of  the  corporation.  In  July,  1922,  the  board  of  direc¬ 
tors  passed  a  resolution  authorizing  the  payment  of  a  salary  of  $4,000 
to  Anna  Knapp.  No  dividends  were  paid  in  1921.  In  1922  a 
dividend  of  20  per  cent  was  paid. 

At  the  time  of  the  organization  of  the  corporation,  Lawrence 
Knapp  paid  in  $8,000  in  cash,  Henry  Knapp  paid  in  $2,000  in  cash, 
and  the  assets  of  the  partnership  were  assigned  a  value  of  $90,000 
to  make  up  a  total  capitalization  of  $100,000.  In  1913  the  capitali¬ 
zation  was  reduced  to  $20,000. 

From  1913  through  the  taxable  years  the  stock  in  the  petitioner 
was  held  as  follows : 

Shares 


Lawrence  W.  Knapp _  199 

Henry  Knapp _  199 

Anna  Knapp  (wife  of  Lawrence) _  2 


The  par  value  of  each  share  during  those  years  was  $50.  During 
the  taxable  years  and  for  many  years  prior  thereto,  Lawrence  Knapp 
was  president,  treasurer,  and  general  manager,  Henry  Knapp  was 
vice  president  and  treasurer,  and  Anna  Knapp  was  secretary  of  the 
corporation.  * 

Henry  Knapp  was  capable  of  performing  and  did  perform  manual 
labor  only.  He  gave  his  entire  time  to  the  affairs  of  the  corpora¬ 
tion  and  for  each  of  the  taxable  years  was  paid  a  salary  of  $1,560. 
This  amount  was  reasonable  compensation  for  personal  services  actu¬ 
ally  rendered  by  him. 

Anna  Knapp  was  familiar  with  the  business  of  the  corporation. 
Before  her  marriage  she  had  been  employed  by  the  partnership.  She 
has  always  been  secretary  of  the  petitioner,  but  prior  to  the  year  1922, 
when  she  was  paid  $4,000,  she  received  no  compensation  for  her 
services.  She  kept  the  minutes  of  the  meetings  of  the  corporation 
and  occasionally  at  her  home  checked  the  expenditures,  bank  balances 
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and  invoices.  When  her  husband  was  not  at  his  residence,  she 
answered  the  daily  evening  telephone  calls  from  lake  fishermen,  who 
reported  their  catch  and  then  received  the  petitioner’s  order  for  fish 
to  be  shipped  the  next  day.  She  gave  her  husband  advice  in  regard 
to  the  business  when  occasionally  he  sought  it.  During  the  fiscal 
year  1922  she  solicited  and  obtained  for  the  petitioner  the  fish,  oyster 
and  sea  food  trade  of  three  of  the  large  department  store  restaurants 
of  Pittsburgh.  The  petitioner  thereafter  made  gross  sales  to  these 
restaurants  averaging  over  $1,000  per  month.  During  the  year  1922 
as  in  other  years  she  gave  but  a  very  small  part  of  her  time  to  the 
affairs  of  the  corporation. 

Personal  services  actually  rendered  bjT  her  during  the  fiscal  year 
1922  were  not  reasonably  worth  more  than  $1,500. 

Lawrence  Knapp  was  the  executive  head  of  the  corporation.  He 
was  in  complete  charge  of  its  affairs  and  was  primarily  responsible 
for  its  success.  He  ordered  the  articles  to  be  sold,  supervised  the 
handling  and  sale  of  these  goods,  employed  all  of  the  fifty  or  more 
men  and  women  who  assisted  him.  and  daily  gave  the  business  his 

%J  QZJ 

close  attention.  On  Fridays  he  was  at  his  place  of  business  at  3 
a.  m.,  on  other  mornings  he  arrived  there  at  about  6  or  7  a.  m.,  and 
each  day  he  remained  there  until  6  p.  m.,  except  on  Saturdays,  when 
he  remained  until  10  p.  m.  From  a  small  beginning  he  developed 
the  business  until  in  each  of  the  taxable  years  gross  sales  amounted 
to  over  $600,000,  and  net  profits,  before  deducting  officers’  salaries, 
amounted  to  over  $27,500  for  1921  and  to  over  $35,500  for  1922. 
The  net  income  for  each  year  after  deducting  officers'  salaries  was 
about  $6,800. 

For  1921  Lawrence  Knapp  was  paid  $19,616.65  and  for  1922  he 
was  paid  $23,509.86.  Each  amount  represented  reasonable  compen¬ 
sation  for  personal  services  rendered  by  him  during  the  year. 

Of  the  total  deduction  claimed  for  officers’  salaries,  $21,176.65  for 
1921,  and  $29,069.86  for  1922.  the  Commissioner  disallowed  $6,176.65 
for  1921  and  $15,069.86  for  1922. 

OPINION. 

Murdock:  The  Revenue  Act  of  1921  in  section  234  (a)  1  allows 
the  deduction  of  a  reasonable  allowance  for  salaries  or  other  com¬ 
pensation  for  personal  services  actually  rendered.  The  Commis¬ 
sioner  in  explanation  of  the  disallowance  of  salaries  states  in  the 
deficiency  notice  that  salary  in  the  form  of  a  distribution  of  profits 
has  been  disallowed.  It  is  not  possible  from  this  explanation  to 
tell  just  how  much  of  the  salary  paid  to  each  of  the  three  officers  the 
Commissioner  determined  was  properly  deductible.  However,  we 
are  satisfied  that  the  salary  of  $1,560  paid  to  Henry  Knapp  in  each 
of  the  taxable  years  should  be  allowed  as  part  of  the  deduction. 
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In  a  business  such  as  that  conducted  by  this  corporation,  where  the 
product  sold  is  of  such  a  perishable  nature,  success  or  failure  de¬ 
pends  to  a  very  large  extent  upon  expert  management.  The  expert 
management  of  Lawrence  Knapp  was  largely  responsible  for  the 
petitioner’s  success,  and  we  are  of  the  opinion  that  his  salary  was 
reasonable. 

The  amount  ot  the  salary  paid  by  the  corporation  to  Anna  Knapp 
is  in  our  opinion  unreasonably  large  for  the  services  which  she 
rendered  to  the  petitioner.  We  are  satisfied  from  the  evidence  that 


Lawrence  Knapp  was  entirely  capable  of  managing  the  petitioner’s 
business  without  any  advice  from  his  wife,  t>  /  i 

The  lattei  v  as  not  regularly  engaged  in  the  petitioner’s  business. 
Occasionally,  at  the  request  of  her  husband,  she  gave  a  little  of  her 
time  to  some  matters  pertaining  to  the  petitioner’s  business.  Most 
of  the  things  w  hich  she  did  for  the  corporation  could  have  been  done 
by  almost  anybody  of  average  intelligence.  It  is  true  that  in  the 
taxable  year  1922  she  obtained  for  the  petitioner  three  very  valuable 
accounts  and  she  was  undoubtedly  entitled  to  some  compensation  for 
hei  vork  during  this  year.  It  is  difficult  for  us  to  determine  an 
amount  which  would  represent  reasonable  compensation  for  the  serv¬ 
ices  performed  by  her.  However,  we  are  satisfied  that  in  no  event 
would  this  amount  exceed  $1,500.  Therefore,  we  hold  that  the  total 
deduction  for  salaries  to  be  allowed  the  petitioner  for  the  taxable 
3rear  1922  should  include  $1,500  as  her  compensation. 

Judgment  will  he  entered  under  Ride  50. 


Minneapolis  Syndicate,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  No.  10163.  Promulgated  October  30,  1928. 


Invested  Capital— Lease — Income. — Petitioner  in  1906,  by  war¬ 
ranty  deed,  conveyed  the  title  to  a  certain  building.  By  indenture 
executed  the  same  date  and  as  part  of  the  same  transaction  it 
leased  for  a  term  of  years  to  the  same  interests  land  upon  which 
the  building  stood.  The  lease  provided  that  the  building  was  to  be 
kept  in  repair,  insured  for  the  benefit  of  the  petitioner,  and  be  re¬ 
turned  to  petitioner  as  its  property  at  the  termination  of  the  lease. 
Held,  that  the  ultimate  beneficial  interest  surrendered  by  peti¬ 
tioner  and  received  by  the  lessees  under  the  transaction  was  no 
more  than  the  use  and  occupancy  of  the  property  for  the  term  of 
the  lease  and  the  total  consideration  paid  by  the  lessees  was 
income  to  petitioner  and  its  distribution  by  the  latter  to  its  stock¬ 
holders  was  not  a  liquidation  of  capital. 

H.  A.  MiMIUy  C.  P.  A. ,  for  the  petitioner. 

Harold  Allen ,  Esq.,  for  the  respondent. 


This 

profits 


proceeding  is  for  a  redetennination 
taxes  for  the  calendar  year  1917, 


of  petitioner's  income  and 
these  having  been  deter- 
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mined  by  respondent  under  section  210  of  the  Revenue  Act  of  October 
3,  1917,  and  a  deficiency  of  $12,084.77  asserted  by  notice  dated 
October  22,  1925. 

The  only  issue  presented  is  whether  petitioner's  invested  capital  for 
the  calendar  year  1917  can  be  determined. 

FINDINGS  OF  FACT. 

Petitioner  is  a  corporation  and  was  organized  in  the  year  1882 
under  the  laws  of  the  State  of  Minnesota,  with  an  authorized  capital 
stock  of  $600,000,  its  purposes  being  to  own,  operate  and  deal  in  real 
estate  and  improvements.  Its  principal  place  of  business  is  Minne¬ 
apolis.  The  specific  purpose  of  petitioner’s  organization  was  to 
purchase  the  westerly  one-half  of  block  87  in  the  business  section  of 
the  City  of  Minneapolis  and  erect  thereon  and  operate  a  large  modern 
building  for  stores,  offices,  and  an  opera  house. 

Upon  organization  petitioner  issued  $640,000  par  value  common 
stock  for  which  a  similar  amount  of  cash  was  paid  in.  On  March 
1,  1885,  it  issued  a  stock  dividend  of  $60,000,  which  was  charged  in 
that  amount  against  an  earned  cash  surplus,  thus  increasing  its  issued 
capital  stock  to  $600,000.  In  the  year  1887,  by  amendment  to  peti¬ 
tioner’s  articles  of  incorporation,  the  authorized  capital  stock  was 
increased  to  $900,000,  and  a  stock  dividend  issue  of  $300,000,  the 
corporation’s  asset  account  being  increased  by  this  amount  as  appre¬ 
ciation  in  value.  In  the  year  1890  the  articles  of  incorporation  were 
again  amended  to  increase  the  authorized  capital  stock  to  $1,000,000. 
The  additional  $100,000  of  stock  was  issued  for  cash  in  that  amount. 

Upon  organization  petitioner  purchased  the  lot  above  referred  to 
for  the  sum  of  $74,500  and  erected  thereon  in  1883  and  1884  at  a  cost 
of  $511,104.43,  a  large  modern  building  known  as  the  “  Syndicate 
Block”  which  it  rented  to  various  tenants.  At  various  times  there¬ 
after  it  made  permanent  additions  and  improvements  to  this  property, 


as  follows : 

1886  _ $8. 178.  45 

1887  _ 21.  821.  55 

1889  _  5,  849.  00 

1890  _ 10,  151.  00 


Total _  55,  000.  00 


The  cost  of  these  additions  and  improvements  petitioner  charged 
into  its  capital  account. 

At  various  other  times  between  1883  and  1906  petitioner  expended 
amounts  for  permanent  additions  and  improvements  to  this  property, 
which  expenditures  were  charged  by  it  to  profit  and  loss.  It  is  agreed 
by  the  parties,  and  we  find  accordingly,  that  the  total  of  these  latter 
expenditures  was  the  sum  of  $243,909.52,  but  that  this  sum  included 
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the  amount  of  $48,284.91  collected  by  petitioner  as  insurance  for 
damage  to  the  building  and  to  this  extent  the  expenditure  of  $243,- 
909.52  represented  a  restoration,  and  that  the  net  amount  of 
$195,624.61  constituted  capital  expenditures  charged  in  error  by 
petitioner  to  profit  and  loss. 

On  December  27,  1906,  the  capital  cost  to  petitioner  of  the  property 
known  as  the  Syndicate  Block,  including  both  land  and  building, 
was  the  sum  of  $836,229.04,  and  this  cost  represented  an  investment 
in  that  amount  of  the  original  capital  paid  in  for  stock  and  surplus 
subsequently  earned. 

In  the  latter  part  of  the  year  1906  negotiations  were  entered  into 
by  certain  Boston  interests  with  petitioner  to  obtain  control  of  its 
property  for  a  long  term  of  years.  Finally,  a  proposal  was  submitted 
to  petitioner’s  board  of  directors  and  accepted  and  the  carrying  of 
it  into  effect  authorized.  This  proposal  is  set  forth  in  the  resolution 
of  the  board  of  directors  which  authorized  its  acceptance,  as  follows : 

Whereas  a  proposition  has  been  presented  to  this  corporation  by  Messrs. 
Bradley  &  Tyson  of  Boston,  Massachusetts,  acting  in  behalf  of  certain  clients 
whom  they  represent,  to  purchase  the  building  known  as  the  “  Syndicate 
Block  ”  in  the  City  of  Minneapolis,  Minnesota,  situated  upon  the  westerly 
half  of  Block  87  of  the  Town  of  Minneapolis,  according  to  the  recorded  plat 
thereof,  for  the  sum  of  Two  Hundred  and  Fifty  Thousand  Dollars  ($250,000.00) 
in  cash,  and,  as  a  condition  of  such  purchase,  to  take  and  receive  a  lease  of 
the  land  and  premises  upon  which  said  “  Syndicate  Block  ”  is  situated,  for 
the  period  of  one  hundred  and  thirty  (130)  years  from  the  first  day  of  January, 
1907,  yielding  and  paying  therefor  a  rental  equal  to  Sixty-one  Thousand 
Dollars  ($61,000.00)  per  year,  during  each  year  of  said  term,  in  addition  to 
the  payment  and  discharge  of  all  taxes,  assessments,  rates  and  charges  levied, 
assessed  or  voted  upon  said  premises,  and  every  part  thereof,  during  said 
term : 

On  December  27,  1906,  petitioner  executed  and  delivered  to  Bichard 
M.  Bradley,  Arthur  Lyman  and  Bussell  Tyson,  trustees,  a  warranty 
deed  in  regular  form  to  the  improvements  known  as  the  Syndicate 
Block  and  situated  on  the  westerly  half  of  block  87  of  the  City  of 
Minneapolis.  This  deed  evidenced  receipt  of  “  one  dollar  and  other 
good  and  valuable  considerations.”  One  recital  of  this  deed  was: 

This  deed  is  made  contemporaneously,  and  as  a  part  of  one  transaction, 
with  the  execution  and  delivery  by  the  party  of  the  first  part  to  the  parties  of 
the  second  part  of  a  ground-lease  of  the  lands  above  described  for  a  term  of 
one  hundred  and  thirty  (130)  years,  from  the  first  day  of  January,  1907,  to 
and  including  the  31st  day  of  December,  2036. 

On  the  same  date  petitioner,  as  lessor,  and  these  three  trustees 
mentioned,  as  lessees,  executed  an  indenture  whereby  the  use  of  the 
westerly  one-half  of  block  87,  referred  to  above,’  was  demised  to  the 
lessees  for  a  period  of  130  years  from  that  date,  in  return  for  con¬ 
siderations  stated  to  be  (a)  the  purchase  of  the  building  by  the 
lessees  under  the  deed  referred  to,  (b)  an  agreement  to  pay  a  yearly 
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rental  of  $61,000  during  the  term  of  the  lease,  and  (c)  various 
covenants  binding  the  lessees  to  pay  all  taxes  and  public  charges; 
to  keep  the  property  free  of  liens;  to  keep  the  building  fully  insured 
for  the  benefit  of  the  lessor,  the  proceeds  in  case  of  destruction  to  be 
used  for  replacing  it:  to  keep  the  premises  in  repair,  and  if  demol¬ 
ished  by  lessee,  then  to  replace  with  a  building  of  a  value  of  not  less 
than  $500,000;  and,  finally,  to  return  the  premises  at  the  conclusion 
of  the  lease  term  with  improvements  maintained,  or  reconstructed 
as  agreed  upon,  and  with  a  then  value  of  not  less  than  $500,000, 
these  improvements  to  be  the  absolute  property  of  the  lessor. 

This  lease  bears  witness  by  its  terms  as  follows : 

The  lessor  is  the  owner  in  fee  simple  of  the  tracts,  lots  and  parcels  of  land 
hereinafter  described,  and  hereby  demised,  and  the  lessees  are  the  owners, 
( under  and  by  virtue  of  a  conveyance  thereof,  executed  and  delivered  by  the 
lessor  contemporaneously  herewith ,  and  as  part  of  one  transaction  with  this 
lease),  *  *  *.  (Italics  ours.) 

Upon  execution  and  delivery  of  these  two  instruments  petitioner 
was  paid  the  sum  of  $250,000  in  cash  and  on  January  26,  1907.  dis¬ 
tributed  this  amount  as  a  special  cash  dividend  to  its  stockholders. 

On  December  11.  1909,  by  amendment  to  its  articles  of  incorpora¬ 
tion,  petitioners  purposes  and  powers  were  limited  to  the  holding 
of  title  under  the  lease  for  130  years  above  set  out  and  the  collecting 
and  distributing  to  its  stockholders  of  the  rents  received  thereunder. 


OPINION. 


d  russell  :  Upon  audit  of  petitioner's  tax  return  for  the  }rear  1917 
invested  capital  as  shown  by  its  books  in  the  sum  of  $1,009,156.93  was 
reduced  by  the  revenue  agent  to  $451,100.23,  resulting  in  the  determi- 
nation  by  respondent  of  $3,216.18  additional  income  and  profits 
taxes.  To  this  petitioner  objected,  claiming  invested  capital  in  addi¬ 
tion  to  that  determined.  Upon  consideration  of  this  question 
respondent  held  that  it  was  impossible  to  compute  petitioner’s  correct 
invested  capital  and  accordingly  determined  its  tax  liability  under 
section  210  of  the  Revenue  Act  of  October  3,  1917.  This  action 
resulted  in  the  increase  of  the  deficiency  from  $3,205.78  to  $12,084.77. 

Upon  organization  in  1882  petitioner  had  paid  in  for  stock 
$540,000  in  cash.  Later  the  additional  sum  of  $100,000  in  cash  was 
paid  in  for  stock.  In  1885  a  stock  dividend  of  $60,000  was  issued, 
which  was  charged  against  a  cash  surplus.  In  addition  it  is  admitted 
that  petitioner’s  books  show  a  net  amount  of  $195,624.61  in  capital 
expenditures  by  way  of  permanent  additions  and  improvements  to 
its  building  which  were  erroneously  charged  to  profit  and  loss.  It 
necessarily  follows  that  petitioner  is  entitled  to  adjust  by  addition  of 
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these  amounts  the  book  costs  of  its  building  and  improvements,  these 
adjustments  to  be  made  as  of  the  dates  of  the  several  expenditures. 
American  Seating  Co.,  4  B.  T.  A.  649;  Rockford  Brick  &  Tile  Co ., 
4  B.  T.  A.  313;  Goodell-Pratt  Co.,  3  B.  T.  A.  30. 

We  now  come  to  the  transaction  effected  by  the  deed  and  lease  of 
December  27,  1906,  and  the  cash  distribution  of  $250,000  to  stock¬ 
holders  by  petitioner  on  January  26,  1907.  A  determination  of  peti¬ 
tioner’s  invested  capital  is  a  simple  matter  of  computation  Tvhen  the' 
extent  to  which  it  was  depleted  in  these  transactions  is  ascertained. 

The  theory  of  respondent,  as  announced  by  his  counsel  at  the  hear¬ 
ing,  is  that  the  sale  of  the  building  and  lease  of  the  land  were  trans¬ 
actions  separate  and  distinct ;  that  petitioner  sold  the  building,  which 
on  its  books  represented  a  cost  of  $640,000,  for  $250,000  cash  and 
thereby  sustained  a  loss  of  $390,000,  and  its  invested  capital  was 
accordingly  reduced  in  this  amount,  and  the  subsequent  distribution 
of  the  $250,000  in  cash  to  its  stockholders  further  reduced  it  by  that 
amount,  leaving  only  that  portion  represented  by  the  cost  of  the  lot, 
or  $74,500. 

However,  on  examination  of  the  deed  and  lease  executed  on  Decem¬ 
ber  27,  1906,  and  consideration  of  all  the  circumstances  of  the  trans¬ 
action  carried  into  effect  thereby,  we  are  convinced  that  these  can  not 
be  considered  as  two  transactions  with  a  separate  and  individual  loss 
or  gain  in  each  as  the  case  may  be.  We  are  unable  to  accept  respond¬ 
ent’s  theor}^  of  a  loss  incurred  when  the  transaction  shows  a  result 
entirely  inconsistent  with  such  conclusion.  A  theory  assuming  a 
fact,  or  by  which  a  conclusion  is  reached,  which  is  shown  to  be  mani¬ 
festly  incorrect  can  not  be  accepted,  no  matter  how  sound  in  general 
principle  or  how  plausibly  the  several  steps  leading  up  to  the  con¬ 
clusion  may  be  sustained.  Petitioner’s  tax  liability  is  determined  by 
the  facts  as  they  actually  exist.  On  this  question  the  court  in  Hough 
<£  Keenan  Storage  <£>  Transfer  Co.  v.  Heiner,  20  Fed.  (2d)  921  said: 

Taxes  are  not  laid  and  collected  on  theory,  but  on  a  situation  actually 
existing,  as  the  facts  may  show  that  situation  to  be.  Theory  is:  applied  in  the 
absence  of  such  facts.  The  question  of  taxation  is  one  of  fact,  and  cannot 
turn  on  theories  or  fiction. 


In  the  transaction  in  question  this  petitioner  received  $250,000 
in  cash,  a  fixed  net  income  of  $61,000  per  year  for  a  term  of  130 
years,  and  a  reversion  of  the  property  at  the  end  of  that  time,  and 
the  total  cost  to  petitioner  of  the  property  involved  was  $836,229.04. 
The  value  alone  of  the  net  income  contracted  for,  capitalized  at  6 
per  cent,  was  in  excess  of  $1,000,000,  and  yet  we  are  asked  to  con¬ 
clude  that  a  loss  of  $390,000  was  sustained. 

Petitioner  insists  that  the  deed  and  lease  executed  on  December 
27,  1906,  were  merely  incidents  of  one  transaction  in  which  it  dis- 
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posed  of  the  use  of  its  property  for  the  term  of  130  years  for  a 
cash  payment  of  $250,000  and  an  annual  rental  of  $61,000  per  year. 

It  is  an  unquestioned  rule  of  construction  that  two  instruments 
executed  in  carrying  out  the  same  transaction  must  be  read  and 
construed  together  in  determining  the  intent  of  the  parties,  and 
that  such  intent  will  be  given  effect  irrespective  of  the  particular 
names  given  the  individual  instruments  by  the  parties  or  the  par¬ 
ticular  form  in  which  they  are  drawn.  Fidelity  Trust  Co.  v.  Me- 
Keithan  Lumber  Co .,  212  Fed.  229;  O^Neil  v.  Copies ,  257  Ill.  528; 
101  N.  E.  50;  Huylers  v.  Rita  Carlton  Restaurant  &  Hotel  Co .,  1 
Fed.  (2d)  491;  Lewis  v.  Curnutt ,  130  Iowa  423;  106  X.  W.  914;  Crab¬ 
tree  v.  Crabtree ,  136  Iowa  430;  113  N.  W.  923;  Jacobs  v.  All  Persons , 
etc.,  12  Cal.  App.  163;  106  Pac.  896;  Metropolitan  Securities  Co.  v. 
Ladd ,  173  Fed.  269. 

In  Empire  Gas  &  Fuel  Co.  v.  Stem ,  15  Fed.  (2d)  323,  the  grantor 
sued  upon  his  deed  to  recover  the  stated  consideration,  which  had 
not  been  paid,  the  deed  having  been  delivered  together  with  a  draft 
for  acceptance,  in  accordance  with  a  contract  obligating  the  grantee 
to  accept  the  draft  upon  delivery  of  a  deed  conveying  a  merchant¬ 
able  title.  The  court,  in  holding  that  the  obligations  of  the  parties 
were  not  limited  to  those  set  out  in  the  deed  alone,  said : 

The  contract,  draft  and  lease  were  part  of  one  transaction.  In  the  eye 
of  the  law  they  are  one  instrument.  They  will  be  read  and  construed  to¬ 
gether,  as  if  they  were  one  in  form  as  they  are  in  substance. 

In  TJecher  v.  Zuercher ,  54  Tex.  Civ.  App.  289;  118  S.  W.  149,  in 
which  one  of  the  issues  was  the  sufficiency  of  the  consideration  for  a 
deed  to  land,  the  grantor  as  plaintiff  insisting  that  it  was  limited  to 
the  one  stated  in  the  instrument  and  the  defendants  contending  that 
it  included  the  obligation  placed  upon  them  by  a  separate  contract, 
executed  at  the  same  time,  whereby,  for  a  small  stated  consideration, 
they  agreed  to  furnish  plaintiff  maintenance  and  support  for  life, 
the  court  said : 

The  deed  and  the  contract  were  executed  at  the  same  time  and  formed  one 
transaction.  The  latter  was  a  part  of  the  consideration  for  the  deed,  and  in 
legal  contemplation  had  the  same  effect  as  if  it  had  been  incorporated  in  the 
deed,  instead  of  being  taken  and  considered  separate  from  the  deed  and 
destructive  of  it. 

In  the  case  before  us  it  can  not  be  questioned  that  these  two  instru¬ 
ments  were  executed  as  parts  of  one  single  transaction.  Both  instru¬ 
ments  by  express  recital  bear  witness  to  this  fact.  The  execution  of 
the  deed  and  t lie  payment  of  $250,000  cash  is  expressly  stated  by  the 
lease  to  be  one  of  the  considerations  for  its  execution.  We  must, 
under  the  rule  of  construction  laid  down,  construe  these  instruments 
as  if  they  were  one,  and  the  ultimate  interest  received  by  the  grantees 
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under  both,  so  construed,  must  be  considered  as  represented  by  the 
total  of  the  considerations  received  under  each  by  petitioner. 

What  is  the  ultimate  interest  received  by  the  grantees  under  this 
deed?  It  purports  to  convey  to  them  an  unrestricted,  fee  simple 
title  do  the  building,  but  the  conditions  of  the  lease  of  the  land, 
which  by  the  rule  of  construction  noted  are  considered  as  embodied 
in  it,  impose  definite  and  specific  restrictions  in  respect  to  the  build¬ 
ing  which  are  inconsistent  with  the  ownership  of  a  fee  simple  estate, 
by  obligating  them  to  keep  the  building  insured  for  its  full  insurable 
value,  to  keep  it  in  repair,  to  give  bond  to  petitioner  before  making 
structural  changes  or  repairs  which  necessitate  the  demolition  of  a 
portion  of  the  building,  and  finally  requiring  them  to  return  the  lot 
at  the  end  of  the  lease  period  with  these  improvements  as  maintained, 
or  similar  ones  of  a  value  of  not  less  than  $500,000.  These  restric¬ 
tions  reserve  to  the  grantor  a  reversionary  interest  in  the  building 
itself  in  addition  to  the  land  and  it  can  not  be  said,  in  our  opinion, 
that  the  effect  of  the  transaction  was  to  divest  petitioner  of  all 
interest  in  the  building  and  leave  it  with  $250,000  representing  that 
interest. 

The  form  of  the  conveyance  of  the  building  is  that  of  a  warranty 
deed,  but  the  reservations  noted  result  in  the  grantees  taking  no 
greater  beneficial  interest  in  that  property  than  they  would  had  the 
instrument  been  a  lease  for  130  years.  The  form  of  the  conveyance 
does  not  determine  the  interest  taken.  This  is  illustrated  in  the  case 
of  Leonard  v.  Read  (Tenn.  Chan.  App.),  36  S.  W.  581,  where  the 
owner  of  a  lot  and  building  sold  it  by  warranty  deed  in  which  he 
expressly  reserved  title  to  two  rooms  in  the  building.  The  court 
held  that  although  the  wording  of  the  deed  reserved  the  legal  title, 
the  effect  was  merely  a  lease  of  that  portion  of  the  building  to  the 
grantor,  without  rent,  for  so  long  as  the  building  existed. 

We  are  dealing  here  with  a  question  of  invested  capital  as  an 
incident  of  tax  liability.  Our  concern  is  with  the  ultimate  bene¬ 
ficial  interest  surrendered  by  petitioner  and  the  consideration  re¬ 
ceived  therefor,  and  not  with  the  delicate  questions  of  conveyanc¬ 
ing  and  the  technical  estates  created  in  law  by  the  particular  method 
used.  These  questions  may  be  important  in  determining  the  par¬ 
ticular  rights  and  remedies  of  the  parties  in  proceedings  for  re¬ 
entry  on  breach  of  covenants  of  the  agreement,  but  we  have  no 
such  questions  here.  Our  question  is  whether  the  transaction  has 
resulted  in  petitioner  disposing  definitely  and  finally  of  certain  of 
its  capital  assets  and  under  the  record  we  must  conclude  that  it 
has  not  done  so. 

By  this  transaction  petitioner  has,  in  fact,  only  surrendered  the 
use  and  occupancy  of  its  property  for  a  term  of  130  years,  at  the 
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end  of  which  time  it  will  stand  possessed  of  it  again.  The  total 
tonsiaei  at  ion  to  it  for  this  transaction  was  $250,000  cash  and  a  yearly 
lental  of  $61,000.  Ihe  identical  result  in  so  far  as  benefits  and 
ultimate  interest  received  are  concerned,  would  have  been  effected 
■)\  ihe  exei  ution  of  a  lease  to  land  and  buildings,  with  the  same 
privileges  and  restrictions  stated,  for  a  cash  bonus  of  $250,000  and 
a  yearly  rental  of  $61,000,  and,  as  the  court  says  in  Rough  dj  Keenan 
Storage  &  Transfer  Co.  v.  Hemer ,  supra,  “  Taxes  are  not  laid  and 

t  on  a  situation  actually  existing,  as  the  facts 
may  show  that  situation  to  be.” 

Our  conclusion  is  that  the  transaction  was  in  fact,  in  so  far  as 
pet  it  i  one  i  s  tax  liability  is  concerned,  a  lease  of  the  property  for  a 
cash  bonus  of  $250,000  and  a  yearly  rental  of  $61,000.  The  $250,000 
in  cash  does  not  represent  the  sale  price  of  a  capital  asset.  Nelson 
Land  &  Oil  Co.,  3  B.  T.  A.  315;  Louis  RotherCburg,  5  B.  T.  A.  666: 
O  Day  Investment  Co .,  13  B.  T.  A.  1230.  Its  distribution  by  peti¬ 
tioner  to  its  stockholders  was  a  distribution  of  income  and  not  a 
liquidation  of  capital. 

The  deficiency  will  be  recomputed  in  accord  with  the  foregoing 
findings  of  fact  and  opinion. 

Reviewed  by  the  Board. 

J udgment  mill  he  entered  under  Rule  50. 


3 

Jlles  Omar  Cole,  Executor,  James  O.  Cole  Estate,  Petitioner,  v. 
Commissioner  of  Internal  Revenue,  Respondent. 


Docket  No.  13378.  Promulgated  October  31,  1928. 


In  1919  tbe  decedent  received  from  a  trust,  of  which  he  was  one 
of  the  beneficiaries,  Liberty  bonds  which  represented  a  distribution 
of  a  part  of  the  assets  of  the  trust  In  computing  the  profit  real¬ 
ized  by  the  trust  and  by  the  beneficiaries  in  1919,  the  Commis¬ 
sioner  valued  the  bonds  at  par,  even  though  their  market  value 
at  the  date  of  receipt  in  1919  was  less  than  par.  and  the  de¬ 
cedent’s  tax  liability  for  1919  was  determined  and  settled  upon 
that  basis.  In  1921  the  decedent  sold  a  part  of  the  Liberty  bonds 
received  at  $ll,9o0  less  than  their  par  value.  For  lack  of  evidence 
that  the  cost  of  the  bonds  to  the  decedent  was  greater  than  their 
market  value  at  the  date  of  receipt,  the  determination  of  the  Com¬ 
missioner  is  sustained. 


Albert  II.  Cole,  Esq.,  fur  the  petitioner. 
Harold  Allen,  Esq.,  for  the  respondent. 


I  Ins  is  a  proceeding  for  the  redetermination  of  a  deficiency  in  in¬ 
come  tax  for  1921  in  the  amount  of  $91,602.38.  The  petitioner  claims 
an  overassessment  and  overpayment  of  income  tax  for  1921  in  the 
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amount  of  $1,226.99.  The  petition  alleges  (1)  the  Commissioner 
erred  in  including  in  the  taxpayer’s  income  for  1921  his  full  distrib¬ 
utive  share  of  the  income  of  the  Cole  &  Crane  Heal  Estate  Trust  of 
Ohio,  as  finally  determined  in  the  amount  of  $158,250.41,  without  de¬ 
ducting  the  income  returned  as  having  been  received  from  the  trust 
in  the  amount  of  $157,652,51:  and  (2)  the  Commissioner  erred  in  re¬ 
jecting  the  taxpayer's  claim  for  an  increase  in  the  loss  resulting  from 
the  sale  by  him  in  1921  of  $125,000  par  value  of  Liberty  bonds  from 
$3,200,  as  returned,  to  $11,950,  as  set  forth  in  his  claim  filed  with 
the  collector  at  Indianapolis,  Ind.,  on  or  about  February  20,  1924. 

The  Commissioner  admits  error  upon  the  first  point. 

findings  of  fact. 

The  petitioner  is  the  sole  surviving  executor  of  the  last  will  and 
testament  of  James  O.  Cole,  who  died  a  resident  of  Peru,  Ind.,  on 
February  3,  1923. 

On  and  prior  to  December  6,  1916,  James  O.  Cole  and  Clinton 
Crane  were  the  owners  as  tenants  in  common  in  equal  proportions 
of  certain  coal  and  timber  lands  in  West  Virginia.  They  also  owned 
a  saw  mill  in  Cincinnati,  Ohio,  which  was  operated  by  them  as  a 
partnership  under  the  name  and  style  of  C.  Crane  &  Co.  Logs  were 
cut  from  the  lands  in^question  and  manufactured  and  sold  in  Cin¬ 
cinnati. 

On  December  6,  1916,  they  created  what  was  denominated  the  Cole 
&  Crane  Heal  Estate  Trust  by  conveying  to  three  trustees  the  said 

t J  CD 

coal  and  timber  lands.  Concurrently  therewith  the  trustees  exe- 

*- 

cuted  a  declaration  of  trust  wherein  it  was  provided,  among  other 
things,  that  they  should  hold  the  property  and  all  income  therefrom 
in  trust  for  James  O.  Cole  and  Clinton  Crane  and  their  respective 
heirs,  devisees,  personal  representatives  and  assignees  until  20  years 
after  the  death  of  the  survivor  of  certain  named  persons  and  in  no 
event  exceeding  50  years,  and  thereupon  reconvey  the  property  to 
the  beneficiaries. 

It  was  found  inconvenient  to  have  the  title  to  the  lands  from 
which  the  timber  was  cut  in  the  name  of  trustees  and  to  carry  on  the 
logging  and  saw  mill  operations  through  the  partnership.  The 
trustees  accordingly  reconveyed  the  standing  timber  to  the  partner¬ 
ship.  On  December  28,  1918,  a  contract  then  tentative  in  character 
was  entered  into  between  the  trust,  the  partnership,  C.  Crane  &  Co., 
and  the  Youghiogheny  &  Ohio  Coal  Co.,  an  Ohio  coal  company  here¬ 
inafter  referred  to  as  the  Y  &  O  Coal  Co.,  whereby  it  was  agreed  that 
the  trustees  and  the  beneficiaries  of  the  trust  and  C.  Crane  &  Co. 
should  convey  to  the  Y  &  O  Coal  Co.  some  7,000  acres  of  the  trust 
lands  in  Boone  County,  West  Virginia,  including  the  standing  timber 
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thereon  which  was  owned  by  C.  Crane  &  Co.  The  price  was  $150 
per  acre  for  the  land,  including  the  timber,  or  $100  per  acre  for  the 
land  itself  where  the  timber  had  been  cut  off.  The  contract  provided 
that  Liberty  bonds  to  the  extent  of  $500,000  par  value  should  be 
received  and  credited  at  par  upon  the  purchase  price. 

On  Ajn’il  22,  1919,  the  Y  &  O  Coal  Co.,  pursuant  to  the  contract, 
delivered  to  the  trustees  $480,000  par  value  of  Liberty  bonds.  The 
trustees  delivered  $30,000  par  value  of  the  bonds  to  real  estate  agents 
in  part  payment  of  the  commission  due  them  for  effecting  the  sale. 
The  remainder,  about  a  month  after  their  receipt,  were  divided  one- 
half  to  James  O.  Cole  and  the  remaining  one-half  to  the  widow  and 
children  of  Clinton  Grant,  who  had  died  in  the  year  1917. 

The  contract  above  mentioned  for  the  sale  of  the  lands  in  ques¬ 
tion  was  a  contingent  one  depending  upon  the  acquisition  and  con¬ 
veyance  of  a  railroad  right  of  way  without  which  the  property  could 
not  have  been  operated  for  coal  purposes,  and  the  transaction  was  not 
concluded  until  1922,  when  the  balance  of  the  purchase  price  and 
certain  amounts  withheld  for  curing  certain  defects  in  the  title  was 
paid.  The  sale  was  held  by  the  Commissioner  to  be  a  sale  in  install¬ 
ments  and  the  amount  of  profit  derived  therefrom  was  apportioned 
between  the  Cole  &  Crane  Real  Estate  Trust  and  the  partnership 
in  proportion  to  the  value  of  the  lands  and  the  timber  thereon.  It 
was  also  apportioned  between  the  years  1919  and  1922  in  proportion 
to  the  amounts  received  respectively  in  those  years.  All  of  the  income 
of  the  Cole  &  Crane  Real  Estate  Trust  was  distributed  periodically 
in  the  year  in  which  received.  Both  the  trust  and  the  partnership 
filed  income-tax  returns  for  1918  and  subsequent  years  for  the  sole 
purpose  of  disclosing  taxable  income  received  therefrom  by  the  bene¬ 
ficiaries  and  the  partners.  The  trust  in  its  original  tax  return  for 
1919  reported  the  profit  derived  from  the  sale  of  the  lands  in  ques¬ 
tion  by  including  the  Liberty  bonds  as  a  part  of  the  purchase  price 
received  at  the  value  of  $93  on  the  $100,  on  the  theory  that  such  was 
the  market  value  of  the  bonds  at  that  time. 

James  O.  Cole  received  $225,000  par  value  of  the  bonds  in  1919  and 
in  1921  sold  $125,000  par  value  for  $113,050,  or  for  $11,950  less  than 
the  par  value  thereof. 

In  his  income-tax  return  for  1921,  James  O.  Cole  deducted  from 
gross  income  the  loss  sustained  on  the  sale  of  the  $125,000  par  value 
of  the  bonds  sold  by  him  in  1921,  using  as  the  cost  price  thereof  the 
same  value  which  had  been  used  in  determining  the  profit  derived 
from  the  transaction  in  which  they  were  received  by  the  trust  in 
the  year  1919,  the  resultant  loss  being  $3,200. 

In  1924  the  1919  income-tax  return  of  the  Cole  &  Crane  Real 
Estate  Trust  was  audited  by  the  Commissioner  and  the  profit  de¬ 
rived  from  the  sale  of  the  lands  made  by  the  trust  and  the  partner- 
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ship  as  vendors  to  the  Y  &  O  Coal  Co.  was  increased  by  valuing  the 
Liberty  bonds  so  received  at  their  par  value.  A  conference  was 
had  at  Washington  in  August,  1923,  at  which  this  proposed  change 
was  protested.  Representatives  of  the  Commissioner,  however,  in¬ 
sisted  that  the  value  placed  upon  the  bonds  for  the  purpose  of  fixing 
the  profit  derived  from  the  sale  of  lands  and  timber  would  make 
no  substantial  difference  to  the  interested  parties,  as  when  the 
bonds  were  sold  or  finally  paid  the  loss  sustained  would  be  increased 
or  the  profit  diminished  to  the  same  extent  to  which  the  profit  on 
the  sale  of  the  land  was  increased  by  this  change  in  valuation. 

Following  the  conference  and  in  accordance  with  an  understand¬ 
ing  therein  arrived  at,  the  Cole  &  Crane  Real  Estate  Trust  filed  an 
amended  return  for  1919  in  which  the  bonds  were  valued  at  par  for 
the  purpose  of  ascertaining  the  profit  derived  from  the  sale.  On 
January  23,  1924,  the  trust  received  a  letter  from  the  Deputy  Com¬ 
missioner  finally  confirming  the  par  valuation  of  the  bonds  for 
the  purpose  of  determining  the  profit.  The  profit  from  the  sale 
having  been  apportioned  between  the  years  1919  and  1922,  there 
was  included  in  the  income  of  the  trust  for  the  year  1922  a  propor¬ 
tionate  part  of  the  profit  derived  from  this  sale. 

In  his  income-tax  return  for  1921,  James  O.  Cole,  in  the  belief 
that  the  profit  of  the  trust  and  of  the  partnership  from  the  sale  of 
the  lands  would  be  determined  upon  the  basis  that  the  bonds  had 
a  fair  market  value  in  1919  of  93,  deducted  from  gross  income,  as  a 
loss  sustained  upon  the  sale  of  $125,000  of  the  bonds  in  1921,  only 
$3,200.  The  Liberty  bonds  of  $125,000  par  value  were  sold  by  Cole 
in  1921  for  $113,050,  or  for  $11,950  less  than  the  par  value.  The 
Commissioner  has  refused  to  allow  the  deduction  from  gross  income 
of  1921  of  any  greater  loss  on  the  sale  of  the  bonds  than  $3,200. 

The  tax  shown  to  be  due  on  the  original  return  filed  by  James  O. 
Cole  for  1921  was  paid  in  full. 

OPINION. 

Smith  :  The  only  issue  before  us  is  the  amount  of  the  loss  sustained 
upon  the  above-described  sales  of  Liberty  bonds  by  James  O.  Cole, 
deceased,  in  the  year  1921.  The  petitioner  alleges  that  the  basis 
foiv  the  determination  of  the  loss  is  the  par  value  of  the  bonds.  No 
evidence  has  been  adduced  that  the  cost  of  the  bonds  to  the  decedent 
was  their  par  value.  The  petitioner  contends,  however,  that  since 
the  Commissioner  has  determined  the  profit  on  the  sale  of  the  lands 
in  1919  upon  the  basis  that  the  Liberty  bonds  received  in  part  pay¬ 
ment  therefor  should  be  taken  at  the  par  value  thereof,  the  bonds 
were  purchased  at  par;  that  since  the  Commissioner  has  used  such 
19752—28 - 6 


1314 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(1310) 


basis  in  determining  the  profit  on  the  sale  of  the  lands  and  in  ascer¬ 
taining  the  distributable  income  of  the  trust  for  prior  years,  and 
since  James  O.  Cole  was  required  to  pay  and  did  pay  additional 
taxes  upon  his  part  of  the  increased  distributable  income,  the  Commis¬ 
sioner  can  not  now,  for  the  purpose  of  computing  the  loss  upon  the 
sale  of  the  bonds  in  1921,  determine  a  different  cost  for  the  same 
bonds.  To  preclude  such  action  on  the  part  of  the  Commissioner 
the  petitioner  would  invoke,  if  necessary,  the  doctrine  of  estoppel. 

The  basis  laid  down  by  the  statute  for  determining  the  profit 
upon  the  sale  of  the  bonds  in  1921  is  the  “cost”  thereof.  Section 
202(a)  of  the  Revenue  Act  of  1921.  The  evidence  of  record  does 
not  show  the  cost  of  these  bonds  to  the  decedent.  The  bonds  were 
acquired  in  exchange  for  real  estate.  The  fair  market  value  of  that 
real  estate  either  at  the  date  the  contract  was  entered  into  on  De¬ 
cember  28,  1918.  or  at  the  time  the  bonds  were  received  by  the 
trustees  in  April,  1919.  is  not  shown.  The  bonds  apparently  had 
a  fair  market  value  of  only  93  cents  on  the  dollar  at  the  time  they 
were  received  in  April,  1919.  Their  fair  market  value  on  December 
28, 1918,  is  not  shown.  The  Commissioner  has  used  the  basis  of  their 
fair  market  value  in  April.  1919,  in  determining  the  loss.  If  the 
consideration  paid  for  the  bonds  had  a  greater  fair  market  value 
than  93  cents  on  the  dollar  the  record  does  not  disclose  it. 

A  e  think  that  the  doctrine  of  estoppel  has  no  application  to  this 
case.  The  trustees  of  the  Cole  &  Crane  Real  Estate  Trust  contended 
before  the  Commissioner  that  the  value  of  the  bonds  at  the  date 
of  receipt  by  them  in  1919  was  only  93  cents  on  the  dollar  and  that 
the  tax  liabilities  of  the  beneficiaries  of  the  trust  for  1919  should  be 
determined  upon  the  basis  of  such  fair  market  value  for  the  bonds. 
This  contention  was  denied  by  the  Commissioner.  If  the  protestants 
had  a  cause  of  action  with  respect  to  the  decision  of  the  Commis¬ 
sioner,  that  cause  of  action  related  to  the  year  1919  and  not  to  the 
year  1921.  the  year  1919  is  not  before  us.  AYe  can  only  determine 
the  proper  tax  for  the  year  1921.  The  statute  lays  down  the  basis 
for  the  determination  of  the  profit  or  loss  on  the  sale  of  the  bonds 
and  that  basis  is  the  cost  of  the  property.  If  the  determination  of 
the  Commissioner  with  respect  to  the  cost  of  the  bonds  to  the  decedent 
is  in  error,  the  evidence  does  not  prove  it.  A  showing  that  lie  used 
an  erroneous  basis  for  determining  the  profit  on  the  sale  of  the  land 
in  1919  is  not  a  showing  of  the  “  cost  ”  to  the  decedent.  For  lack  of 
proof  of  error  in  the  determination  of  the  basis  used  by  the  respond¬ 
ent  such  determination  must  be  approved. 

Reviewed  by  the  Board. 

•Judgment  will  be  entered’  under  Rule  50. 


EDITH  H.  BLANEY.  1315 

Edith  H.  Blaney,  Petitioner,  u .  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  10613.  Promulgated  October  31,  -1928. 

Tbe  petitioner,  under  a  trust  established  by  the  will  of  her  father, 
had  an  equitable  life  interest  therein  consisting  of  the  right  to  receive 
one-sixth  of  the  income  of  the  trust.  On  February  21,  1921,  peti¬ 
tioner,  in  consideration  of  love  and  affection,  assigned  to  her  hus¬ 
band  and  her  children  portions  of  her  right  to  receive  such  income 
from  the  trust.  Payments,  pursuant  to  the  right  assigned,  were 
thereafter  made  by  the  trustees  to  the  assignees,  the  first  payment 
in  1921  of  $2,250  being  made  from  funds  accumulated  prior  to  the 
assignments.  Held,  that  the  amount  of  $2,250  is  income  to  peti¬ 
tioner  in  1921 ;  held,  further,  that  the  amounts  paid  to  the  assignees, 
which  amounts  were  accumulated  subsequent  to  the  assignments, 
did  not  constitute  income  to  the  petitioner. 

Allison  L.  H.  Newton.  Esq.,  for  the  petitioner. 

John  W.  Fisher ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  deficiencies  in  income 
tax  for  the  calendar  years  1921,  1922,  and  1923,  in  the  amounts  of 
$1,849.50,  $1,532.91,  and  $1,727.94,  respectively.  The  petitioner 
alleges  that,  in  determining  the  deficiencies,  the  Commissioner  erred 
in  including  in  her  taxable  income  amounts  received  by  her  husband 
and  children  pursuant  to  assignments  made  by  her  whereby  she 
assigned  portions  of  her  right  to  receive  income  from  a  trust  created 
by  her  father. 

FINDINGS  OF  FACT. 

The  petitioner,  Edith  H.  Blaney,  is  an  individual  residing  at  Bos¬ 
ton,  Mass.  She  is  a  life  beneficiary  of  a  trust  created  by  the  will  of 
her  father  and  duly  recorded  in  Norfolk  County,  State  of 
Massachusetts.  The  pertinent  provisions  of  the  will  are : 

Twenty-first  :  All  tbe  residue  and  remainder  of  my  property  and  estate,  what¬ 
soever  and  wheresoever,  whether  acquired  hitherto  or  hereafter,  of  which  I 
may  die  seized  and  possessed,  or  to  which  I  may  be  entitled  at  the  time  of 
my  decease,  I  hereby  give,  devise  and  bequeath  unto  my  said  Trustees 
hereinbefore  named,  to  have  and  to  hold  the  same  unto  and  to  the  use  of 
them,  their  heirs  and  assigns,  upon  the  following  trusts,  that  is  to  say,  to 
hold  the  said  property  invested  as  they  may  receive  the  same,  or  at  their 
discretion  to  sell  the  same  or  any  part  thereof,  and  any  property  at  any 
time  held  upon  these  trusts,  by  public  or  private  sale,  without  the  aid  of  any 
Court — the  purchaser  in  no  event  to  be  answerable  for  the  application  of  the 
purchase  money  making  all  suitable  deeds  and  transfers  thereof,  and  to 
inve*t  the  proceeds  of  all  such  sales  according  to  their  best  judgment,  to  collect 
the  rents  and  income  of  said  trust  property  original  and  substituted,  and  after 
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deducting  tlie  expenses  of  taxes,  insurance  and  repairs,  and  all  other  neces¬ 
sary  and  proper  charges  and  expenses,  to  apply  and  pay  over  the  net  rents, 
profits  or  income  in  quarter-yearly  payments  as  follows: 

*  *  •  *  *  *  *  * 

5.  Unto  my  daughter,  Edith  W.  Hill,  when  she  arrives  at  the  age  of  twenty- 
one  years,  and  during  her  natural  life  thereafter,  one-sixth  part. 

By  several  instruments  under  seal,  petitioner  on  February  21, 
1921,  assigned  portions  of  her  life  interest,  the  right  to  receive  income 
from  the  trust,  to  her  husband  and  each  of  her  five  children.  Except 
as  to  parties,  the  provisions  of  the  assignments  are  identical  and  read 
as  follows: 

Know  All  Men  by  These  Presents  that  I,  Edith  II.  Blaney,  in  consideration 

of  my  love  and  .affection  for  my  -  hereby  assign,  transfer  and  set  over 

unto  said  -  the  right  to  receive  from  the  trustees  under  the  will  of  my 

dec-eased  father,  AVilliam  H.  Hill,  from  the  income  which  under  the  terms  of 
said  will  is  payable  to  me  the  sum  of  fifteen  hundred  (1500)  dollars  yearly  in 

each  year  from)  and  after  January  1,  1921,  until  the  death  of  said  -  or 

my  death,  whichever  first  occurs,  such  payments  to  be  made  in  equal  quarterly 
installments  as  and  when  distributions  of  income  are  made  by  said  trustees 
pursuant  to  the  provisions  of  said  will,  provided,  however,  that  no  payment 
made  pursuant  to  this  assignment  from  any  distribution  by  said  trustees  shall 
exceed  five  (5)  per  cent,  of  the  aggregate  amount  of  the  distribution  that 
would  have  been  payable  to  me  had  I  not  made  this  and  five  other  similar 
assignments  of  even  date  and  like  terms  herewith,  but  in  case  any  quarterly 
payment  in  any  year  is  reduced  by  the  foregoing  limitation  such  reduction  shall 
be  made  up  in  any  succeeding  quarters  in  which  the  distribution  by  said 
trustees  is  sufficient  to  make  up  such  deficiency  without  violating  said  limita¬ 
tion,  but  shall  not  be  so  made  up  by  payment  in  any  succeeding  year.  Upon 
the  termination  of  the  interest  hereby  granted  by  my  death  or  the  death  of 
said  assignee,  none  of  the  income  j>ayable  at  the  quarterly  distribution  of 
income  by  said  trustees  next  following  such  termination  shall  be  payable  to  the 
assignee  hereunder,  but  all  shall  be  payable  to  me  or  my  estate. 

And  I  hereby  irrevocably  authorize  and  direct  said  trustees  during  the  contin¬ 
uance  of  said  trust  for  my  benefit  to  make  the  payments  herein  provided  for 
from  the  income  that  but  for  this  assignment  would  have  been  payable  by  them 
to  me. 

In  W  itness  W  hereof  I,  the  said  Edith  II.  Blaney,  hereto  set  my  hand  and 
seal  this  twenty-first  day  of  February  A.  I).  1921. 

Witness:  (Signed)  Edith  II.  Blaney. 

Elizabeth  D.  Peabody. 

[  SEAL.  ] 

And  on  the  same  day,  February  21,  1921,  petitioner  notified  the 
trustees  of  her  action  as  follows: 


Charles  II.  W.  Foster,  Esq., 
Georoe  S.  Mumpord,  Esq., 
William  H.  Dunbar,  Esq., 
Trustees  under  the  will  of 


Boston,  Mass.,  February  - ,  1921. 


William  TI.  Hilt,  deceased. 

50  State  Street,  Boston,  Mass. 


Gentlemen  : 


Herewith  I  send  you  copies  of  assignments  which  I  have  made 


of  parts  of  my  life  interest  under  the  will  of  William  II.  Hill.  I  request 
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that  from  this  date  you  make  payments  of  income  which  by  the  terms  of  the 
will  would  be  payable  to  me  in  accordance  with  these  assignments,  and  I 
release  you  from  all  liability  arising  from  you  following  this  request.  Until 
other  notice  from  any  one  of  the  assignees  the  addresses  of  all  the  assignees 
will  be  82  Mt.  Vernon  Street,  Boston. 

Yours  very  truly, 

(Signed)  Edith  H.  Blaney. 

Ends. 


The  trustees,  pursuant  to  the  assignments  and  directions  from 
petitioner,  paid,  during  the  year  1921,  to  petitioner’s  husband  and 
each  of  her  five  children  the  amount  of  $1,125,  respectively,  of  which 
amount  $375  had  been  accumulated  by  the  trustees  prior  to  the  assign¬ 
ments.  In  other  words,  during  that  year  the  amount  of  $2,250  was 
paid  to  the  assignees  from  funds  accumulated  prior  to  the  date  of 
the  assignments. 

Each  of  the  assignees  was  during  each  of  the  years  1922  and  1923 
paid  the  amount  of  $1,500,  no  part  of  which  had  been  accumulated 
prior  to  the  date  of  the  assignments. 

Petitioner  made  her  returns  for  the  years  in  question  upon  a  cash 
receipts  and  disbursements  basis  and  upon  audit  thereof  the  Com¬ 
missioner  determined  that  the  amounts  paid  by  the  trustees  to  peti¬ 
tioner’s  assignees  constituted  income  to  her  and  accordingly  restored 
the  amounts  so  paid  to  her  taxable  income. 


OPINION. 


Love  :  The  petitioner  contends  that  her  assignees  under  the  assign¬ 
ments  of  February  21,  1921,  became  substituted  beneficiaries  of  a 
portion  of  the  trust  income  to  the  extent  of  the  respective  assign¬ 
ments,  and  that  she,  the  assignor,  ceased  to  be  a  beneficiary  of  the 
trust  to  the  extent  of  the  portion  assigned. 

In  support  of  this  position  it  is  urged  that  the  assignments  irrevo¬ 
cably  vested  title  in  the  respective  assignees  to  the  portions  of  the 
trust  income  assigned  prior  to  the  accrual  or  receipt  thereof  to  or  by 
the  petitioner. 

The  Commissioner,  on  the  other  hand,  contends  that  by  the  assign¬ 
ments  the  respective  assignees  were  not  vested  with  a  present  title 
to  the  income  of  the  trust,  and  that,  therefore,  the  income  thereof 
must  first  become  the  property  of  petitioner  before  it  becomes  the 
property  of  the  assignees. 

In  support  of  this  position,  it  is  urged  that  the  assignments  in 
question,  at  most,  were  only  executory  agreements  to  transfer  the 
income  when  accrued  to  or  received  by  the  petitioner,  and,  as  an 
assignment  of  future  income  does  not  operate  as  a  present  transfer, 
it  is  essential  that  it  be  based  on  a  valuable  consideration  moving 
from  the  assignee. 
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It  is  undoubtedly  correct  that  valuable  consideration  is  necessary 
to  support  an  executory  agreement  to  transfer  future  income.  See 
Security  Bank  of  New  York  v.  Callahan ,  107  N.  E.  385 ;  220  Mass.  84. 
But,  in  this  proceeding,  we  are  not  concerned  with  the  question  of 
consideration,  for  the  reason  that  if  the  assignments  in  question  were 
executory  agreements,  as  contended  by  the  Commissioner,  the  income 
transferred  thereby  first  must  have  accrued  to  the  petitioner,  and 
no  matter  how  she  attempted  to  dispose  of  it  or  did  dispose  of  it, 
it  was  taxable  to  her.  On  the  other  hand,  if  the  assignments  in 
question  could  operate  only  as  executory  agreements,  as  contended 
by  the  Commissioner,  and  failed  by  reason  of  the  fact  that  they  were 
based  on  good,  as  distinguished  from  valuable  consideration,  the 
transfer  of  income  accrued  subsequent  to  the  making  thereof  was 
merely  a  gratuitous  or  voluntary  transfer  of  income  which  had 
accrued  to  petitioner,  on  which  she  was  taxable. 

We  come,  therefore,  to  the  question  as  to  whether  by  the  assign¬ 
ments  the  petitioner  vested  in  the  assignees  present  interests  in  her 
equitable  life  interest  in  the  trust.  If  present  interests  were  vested 
in  the  assignees,  consideration  for  the  assignments  is  immaterial, 
because  the  transactions  were  completely  executed. 

It  will  be  observed  from  the  terms  of  the  will  creating  the  trust 
that  the  petitioner  was  given  an  equitable  life  interest  therein,  which 
consisted  of  the  right  to  receive  a  one-sixth  part  of  the  income  of  the 
trust.  The  testator  placed  no  limitation  or  restriction  upon  her  right 
of  alienation  and  in  the  absence  thereof  it  is  well  settled  that  such 
an  interest  can  be  dealt  with  and  conveyed  if  such  action  is  not  con¬ 
trary  to  statute.  26  R.  C.  L.  1264.  That  such  an  interest  mav  be 
alienated  in  Massachusetts  is  shown  bv  the  statement  of  the  court  in 
the  case  of  Boston  State  Deposit  &  T/mst  Co.  v.  Luke ,  108  N.  E.  64; 
220  Mass.  484,  wherein  it  was  said : 

Where  a  will  creating  a  trust  to  pay  income  to  a  beneficiary  does  not  forbid 
the  beneficiary  assigning  the  interest,  it  is  assignable. 

And  it  is  clear  that  a  married  woman  may  directly  transfer  real 
or  personal  property  to  her  husband  and  children.  Massachusetts 
General  Laws,  ch.  231. 

The  petitioner  having  under  the  law  of  Massachusetts  the  right 
to  alienate  her  equitable  life  interest — the  right,  to  receive  income — in 
the  trust,  we  must  consider  what  was  the  legal  effect  of  the  assign¬ 
ments  of  February  21,  1921. 

As  above  stated,  petitioner’s  interest  in  the  trust  was  an  equitable 
one  for  life,  consisting  of  the  right  to  receive  income  therefrom.  It 
is  our  opinion  that  this  right  to  receive  ii^come  was  r  present  chose 


(1315) 


EDITH  H.  BLANK Y. 


1319 


in  action  of  which  the  petitioner  was  vested  and  which  was  properly 
the  subject  of  a  present  transfer  in  whole  or  in  part.  In  the  case  of 
Woodward  v.  Snow,  124  N.  E.  35;  223  Mass.  267,  the  court  said,  in 
considering  the  interests  of  a  life  beneficiary  of  a  trust  and  of  his 
assignee : 

The  right  of  Cheney  and  the  right  of  the  assignee  to  receive  the  income  of 
the  trust  fund,  was  a  present,  equitable  right  of  ownership  which  ripened  into 
an  ordinary  property  right  when  the  income  accumulated  in  the  hands  of  the 
trustees  and  became  payable  under  the  terms  of  the  trust ;  and  was  not  a  right 
or  an  assignment  of  a  right  in  a  debt  to  be  created  in  the  future  or  of  the  bare 
possibility  of  there  ever  being  such  a  debt.  (Citing  authorities.) 

In  the  recently  decided  case  of  Young  v.  Gnichtel ,  in  the  United 
States  District  Court  for  the  Fifth  District  of  New  Jersey,  the  facts, 
in  all  pertinent  elements,  are  the  same  as  in  the  instant  case.  The 
contentions  of  the  Government  were  the  same  as  also  were  the  con¬ 
tentions  of  the  petitioner.  Judge  Bodine,  in  rendering  his  decision 
sustaining  the  contentions  of  the  taxpayer,  among  other  things  said 
in  his  opinion : 

Mrs.  Young,  by  reason  of  the  trust  created  by  her  father,  had  a  vested 
property  right  which  could  be  taken  upon  execution,  and  which  she  could 
assign  and  convey.  Though  she  might  not  be  able  to  bargain  with  and  sell  to 
her  husband,  she  certainly  could  grant  and  convey.  And  there  can  certainly 
be  no  doubt  of  that  where  the  common  law  prevails. 

Judge  Bodine  cites  with  approval  the  case  of  O'Malley -Keyes  v. 
Eaton ,  24  Fed.  (2d)  436. 

We  conclude,  therefore,  that  by  the  assignments  in  question,  the 
petitioner  vested  in  the  assignees  present  interest  in  the  trust,  to  wit, 
portions  of  her  right  to  receive  income,  which,  under  the  law  of 
Massachusetts,  was  a  property  right  and  the  subject  of  a  present 
transfer.  However,  it  should  be  noted  that  at  the  time  oi  making 
the  assignments,  February  21,  1921,  income  in  the  amount  of  $2,250 
had  accumulated  in  the  hands  of  the  trustees,  which  amount  was 
subsequent  to  that  date  paid  to  the  assignees.  As  to  this  amount,  it 
seems  clear  that  having  accrued  to  petitioner  it  is  taxable  to  her 
notwithstanding  the  subsequent  assignment  thereof. 

Accordingly,  the  Commissioner’s  action  in  including  the  amount  of 
$2,250  in  petitioner’s  income  for  the  year  1921  is  approved,  and  his 
action  in  including  all  other  amounts  paid  to  the  assignees  pursuant 
to  the  assignments  in  the  years  1921,  1922,  and  1923,  is  reversed. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  on  15  days'  notice , 
under  Rule  50. 
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Oiiio-Clover  Leaf  Dairy  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  24G42,  331G4.  Promulgated  October  31,  1028. 

A  lessee  of  chattels  that  has  no  capital  investment  therein,  is 
not  entitled  to  deduct  from  gross  income  the  amount  of  an  annual 
depreciation  reserve  established  for  the  purpose  of  replacing  or 
renewing  such  chattels. 

Thomas  O.  Marlar ,  Esq.,  Harry  J.  Gerrity ,  Esq.,  and  L.  T.  Ko- 
no'pah,  C.  P.  A.,  for  the  petitioner. 

M.  E.  McDowell ,  Esq.,  for  the  respondent. 

In  these  proceedings,  which  were  duly  consolidated,  the  Commis¬ 
sioner  redetermined  deficiencies  in  income  tax  of  $1,003.27  and 
$1,472.78  for  the  years  1922  and  1923,  respectively.  The  questions 
are  whether  the  petitioner,  as  lessee  of  physical  assets  leased  under 
the  circumstances  hereinafter  set  forth,  is  entitled  to  deductions 
from  gross  income  (1)  for  depreciation  of  the  leased  assets,  and 
(2)  for  alleged  losses  resulting  from  the  sale  of  certain  of  the 
leased  assets. 

The  facts  were  stipulated. 

FINDINGS  OF  FACT. 

The  petitioner  was  incorporated  on  February  14,  1919,  under  the 
laws  of  the  State  of  Ohio.  It  is  engaged  in  and  operates  a  dairy 
business,  its  principal  office  and  place  of  business  being  in  the  City 
of  Toledo.  The  books  of  the  petitioner  are  and  have  been  during 
all  of  the  time  here  in  question  kept  on  an  accrual  basis,  and  its 
return  of  income  was  made  upon  such  basis. 

On  or  about  February  15,  1919,  petitioner  entered  into  a  lease 
agreement  with  two  corporations,  known  as  the  Ohio  Dairy  Co., 
and  the  Clover  Leaf  Dairy  Co.,  respectively;  both  corporations 
located  in  the  City  of  Toledo,  Ohio,  and  engaged  in  the  business 
of  collection,  pasteurization,  and  distribution  of  milk  and  dairy 
products. 

The  provisions  of  the  lease  pertinent  to  the  questions  presented 
herein  are  as  follows : 

This  Indenture  made  and  entered  into  this  15th  day  of  February,  1919, 
by  and  between  The  Ohio  Dairy  Company,  hereinafter  called  “  Ohio  Company”, 
The  Clover  Leaf  Dairy  Company,  hereinafter  called  “  Clover  Leaf  Company,” 
(said  companies  hereinafter  called  collectively  “Old  Companies”)  and  The 
Ohio-Clover  Leaf  Dairy  Company,  hereinafter  called  “Operating  Company”; 
Witnesses  : 

******* 

1.  The  Ohio  Company  and  The  Clover  Leaf  Company  respectively  lease  to 
the  Oi>erating  Company  the  property,  routes,  business,  good  will  and  facil- 
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ities  described  in  the  annexed  schedule  from  the  15th  day  of  February, 
1919,  to  the  15th  day  of  February,  1939,  upon  the  rentals,  considerations, 
terms,  covenants,  options,  provisions  and  conditions  herein  set  forth. 

Each  of  the  Old  Companies  for  itself  agrees  that  it  will  not  engage  in  the 
business  of  buying,  selling  or  delivering  milk  in  the  City  of  Toledo,  Lucas 
County,  Ohio,  during  such  period  of  time  as  this  agreement  is  in  full  force 
and  effect,  or  during  such  period  of  time  as  the  Operating  Company,  its  suc¬ 
cessors  or  assigns,  are  engaged  in  the  business  of  buying,  selling  or  deliver¬ 
ing  milk  in  the  City  of  Toledo,  Ohio,  if  the  Operating  Company  shall  acquire 
title  to  the  properties  hereby  leased  in  accordance  with  the  terms  of  Para¬ 
graph  Sixteen  (16)  herein. 

The  Operating  Company  shall  not  have  the  right  to  use  the  trade  name 
“  Daisy  Brand  ”  or  the  name  “  The  Ohio  Dairy  Company  ”  in  the  manufac¬ 
ture,  sale  or  delivery  of  ice  cream. 

2.  The  Operating  Company  shall  take  over  said  leased  property  and  con¬ 
tinue  the  business  of  supplying  milk  and  milk  products  in  and  about  the  City 
of  Toledo,  and  supply  all  customers  of  the  Old  Companies  and  others,  using 
for  that  purpose  such  of  the  employees  of  the  Old  Companies  as  are  best 
fitted  for  the  work,  and  making  such  changes  in  routes  and  other  operating 
methods  as  may  be  best  calculated  to  effect  the  economies  desired. 

*  *  *  *  *  *  * 

4.  The  Operating  Company  shall  use  every  effort  to  maintain  the  property 
and  business  turned  over  and  leased  to  it  hereunder  so  that  on  the  termina¬ 
tion  of  this  agreement  the  business  and  property  of  the  Old  Companies,  or  its 
fair  equivalent,  can  be  returned  to  the  said  Old  Companies  in  good  operating- 
condition,  but  on  the  termination  of  this  agreement  the  Operating  Company 
shall  be  under  no  obligation  to  return  to  either  of  the  Old  Companies  the 
identical  customers,  sources  of  supplies,  business  or  property  received  from 
such  company,  but  it  shall  be  at  liberty  to  return  the  full  equivalent  of  such 
property,  customers,  sources  of  supply  and  business  observing  in  the  division 
of  the  property  and  business  upon  the  termination  of  this  agreement  the  per¬ 
centages  herein  used  for  the  payment  of  rentals  to  the  Old  Companies,  and 
having  due  regard  for  future  operations  and  giving  such  company  sufficient 
property  and  equipment  to  carry  on  its  business. 

5.  All  horses,  wagons,  cans,  bottles  and  other  equipment  turned  over  to  the 
Operating  Company  shall  be  kept  in  first  class  order  and  condition  at  all 
times,  and  the  Operating  Company  shall  at  all  times  have  on  hand  at  least 
as  much  physical  property  as  was  turned  over  to  it,  and  at  least  as  many 
customers  and  routes  as  were  turned  over  to  it,  and  the  Operating  Company 
shall  make  all  repairs  and  renewals  necessary  to  maintain  said  property  in 
said  condition. 

6.  The  Operating  Company  shall  keep  and  maintain  a  depreciation  fund 
sufficient  in  amount  to  keep  all  said  property  in  the  state,  quantity  and  con¬ 
dition  aforesaid,  and  to  replace  the  same  when  worn  out  or  obsolete,  and  it 
shall  also  keep  and  maintain  at  all  times  a  contingent  fund  out  of  which 
bad  debts,  damage  claims  or  other  losses  can  be  paid  or  off-set. 

*  *  *  *  *  *  * 

8.  The  Operating  Company  shall  insure  all  property  usually  insured  by 
Dairy  Companies  against  loss  or  damage  by  fire  or  other  casualty,  free  of 
expense  to  either  of  the  Old  Companies  and  in  the  event  of  loss  or  damage  the 
insurance  money  collected  shall  be  used  to  repair  or  replace  the  property 
damaged  or  destroyed. 
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Xo  damage  to  or  destruction  of  the  property  herein  described  shall  operate 
to  terminate  this  agreement  or  abate  the  rentals  hereunder  or  any  part 
thereof. 

9.  The  Operating  Company  may  at  any  time  during  the  term  of  this  in¬ 
denture  sell,  lease,  exchange  or  dispose  of  any  items  or  part  of  the  property 
or  business  hereinafter  described  no  longer  used  or  useful  in  the  conduct  of 
the  business.  Any  such  lease  of  real  estate,  buildings,  or  equipment  shall  be 
subject  to  termination  on  reasonable  notice  so  that  the  Operating  Company 
can  restore  such  property  to  the  owner  in  case  of  the  termination  of  this 
agreement.  It  shall  keep  a  strict  account  of  the  property  thus  disposed  of 
and  of  the  proceeds  or  property  received  in  payment  or  exchange  therefor,  so 
that  at  the  end  of  the  term  of  this  indenture  the  property  acquired  from  each 
of  the  Old  Companies,  or  its  full  equivalent,  shall  be  returned.  The  entire 
property  or  business  shall  not  be  sold,  exchanged  or  disposed  of,  but  shall  be 
kept  intact  as  a  going  concern. 

10.  The  Old  Companies  and  each  of  them  shall  on  request  execute,  acknowl¬ 
edge  and  deliver  such  instruments  or  papers  as  may  be  required  by  the  Oper¬ 
ating  Company  to  completely  carry  out  and  perform  the  terms  of  this  in¬ 
denture,  or  to  complete  any  sale,  lease,  exchange  or  other  disposition  of  the 
property  made  by  the  Operating  Company. 

11.  The  Operating  Company  shall  observe  and  comply  with  all  the  laws  and 
ordinances  applicable  to  the  business  so  that  the  value  of  said  business  shall 
not  be  impaired. 

12.  The  business  of  the  Operating  Company  shall  be  conducted  under  a  system 
of  accounting  to  be  approved  by  the  Presidents  of  the  Old  Companies,  so  that 
Proper  records,  of  the  properties  and  operations  shall  be  kept,  and  so  that  there 
can  be  a  correct  ascertainment  of  the  profits  or  losses. 

If  during  the  term  of  this  indenture  a  controversy  shall  arise  between  any 
of  the  parties  as  to  any  matters  of  accounting  or  any  entries  made  or  proposed 
to  be  made  on  the  books  of  the  Operating  Company,  and  the  parties  shall  be 
unable  to  agree,  the  matter  in  controversy  shall  be  referred  to  Robert  McIntosh 
&  Company,  Ernst  &  Ernst,  or  Price,  Waterhouse  &  Company,  whichever  the 
President  of  the  Operating  Company  may  select,  and  the  decision  of  the  firm 
of  accountants  thus  selected  shall  be  final  and  binding  upon  all  parties. 

As  rental  for  the  use  of  the  leased  property,  the  Operating  Company  shall 
pay  to  The  Ohio  Company  an  amount  equal  to  55.25%  of  its  net  earnings,  but  in 
any  event  not  less  than  $650.00  per  month,  and  it  shall  pay  to  the  Clover  Leaf 
Company  an  amount  equal  to  29.75%  of  its  earnings,  but  in  any  event  not  less 
than  $350.00  per  month. 

Said  rentals  in  excess  of  the  stipulated  monthly  rentals  shall  be  paid  annually 
on  the  15th  day  of  the  second  month  following  the  close  of  the  year,  except  as 
hereinafter  provided. 

Said  rental  shall  be  treated  on  the  books  of  the  Operating  Company  as  an 
expense  of  operation  and  as  if  a  fixed  amount  of  money  had  been  stipulated  as 
rent.  Each  month  the  Operating  Company  shall  set  up  on  its  books  in  a  rental 
account  an  amount  equal  to  85 %  of  its  net  profits  for  the  month,  and  said 
amount  shall  be  credited  to  the  Old  Companies  and  the  stipulated  minimum 
rental  shall  be  paid  monthly  subject  however,  to  the  proper  and  necessary 
adjustment  to  be  made  at  the  end  of  the  year  when  exact  net  profits  are  to  be 
ascertained. 

The  Operating  Company  may  on  request  advance  to  either  of  the  Old  Com¬ 
panies  an  amount  not  in  excess  of  50%  of  the  established  rental  accrued  in  favor 
of  such  Old  Companies  at  any  time,  and  such  advances  shall  be  charged  against 
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such  Old  Company  and  shall  be  deducted  at  the  time  of  the  annual  settlement 
from  the  rentals  payable  to  it,  and  if  at  the  end  of  the  year  such  advances 
are  not  repaid  out  of  the  rentals,  the  Old  Company  receiving  such  advances, 
shall  reimburse  the  Operating  Company,  and  the  Operating  Company  shall  have 
a  lien  upon  all  the  leased  property  of  said  Old  Company  to  secure  a  repayment 
of  such  advances  in  excess  of  the  stipulated  monthly  minimum.  If  any  such 
advances  are  made  both  companies  shall  have  the  right  to  demand  and  receive 
advances. 

The  Old  Companies  shall  be  under  no  obligation  to  refund  any  part  of  the 
fixed  monthly  rental  of  $650.00  to  the  Ohio  Company  or  $350.00  to  the  Clover 
Leaf  Company,  and  shall  only  be  obligated  to  refund  advances  in  excess  of  such 
fixed  monthly  rentals. 

13.  *  *  *  Each  of  the  Old  Companies  shall  immediately  execute,  acknowl¬ 

edge  and  deliver  to  the  Operating  Company  separate  recordable  leases  of 
real  estate  and  machinery,  providing  for  the  payment  of  nominal  rentals  to  the 
Ohio  Company  and  to  the  Clover  Leaf  Company  and  containing  terms,  provi¬ 
sions  and  conditions  conforming  to  those  herein  set  forth.  This  Indenture 
in  any  case  shall  be  taken  and  held  to  be  a  part  of  such  leases. 

14.  Each  of  the  Old  Companies  shall  pay  all  taxes  and  assessments  charged 
against  it  or  its  property  payable  on  December  20,  1918  and  June  20,  1919,  and 
the  Operating  Company  shall  pay  all  taxes  and  assessments  payable  after 
June  20,  1919  on  the  leased  property. 

15.  The  Old  Companies  and  each  of  them  covenant  and  agree  that  they  will 
pay  all  outstanding  obligations,  indebtedness  or  liabilities,  which  may  in  any 
way  be  or  become  a  charge  upon  the  property  described  in  the  annexed  sched¬ 
ules,  so  that  the  Operating  Company  shall  take  said  property  free  of  all 
indebtedness  and  claims  whatsoever  excepting  the  Clover  Leaf  Company  bonds 
and  the  Old  Companies  each  for  themselves  and  not  for  the  other  warrant 
the  title  of  the  property  in  the  annexed  schedules,  to  be  clear  and  unincumbered, 
except  by  taxes  and  the  Clover  Leaf  Company  bonds ;  that  they  have  good 
right  and  title  to  enter  into  this  Indenture,  and  that  upon  the  performance  of 
the  terms,  covenants  and  conditions  hereof,  and  the  payment  of  the  rentals 
herein  reserved,  the  Operating  Company  shall  quietly  use  and  enjoy  such 
property  during  the  term  of  this  Indenture. 

16.  The  Operating  Company  shall  have  the  exclusive  option  during  the 
term  of  this  Indenture  to  acquire  ail  of  the  property  routes,  business,  good  will 
and  facilities  hereby.  leased,  but  not  any  part  thereof,  for  the  consideration 
hereinafter  mentioned,  by  giving  to  each  of  the  Old  Companies  notice  thereof 
by  registered  ‘mail.  Payment  for  said  properties,  aforesaid,  shall  be  made  by 
delivering  to  the  Old  Companies  increased  capital  stock  of  the  Operating  Com¬ 
pany,  d0  pe  fully  paid  up  and  non-assessible,  in  such  amounts  as  may  be 
a£reed  upon  by  the  parties  and,  should  they  be  unable  to  agree  then  the  amount 

‘jtock  to  be  issued  shall  be  determined  by  a  beard  of  three  arbitrators  con- 
sis^ing  of  the  persons  who  shall  then  be  the  president  of  the  Ohio  Company 
afid  the  Clover  Leaf  Company  and  the  president  or  vice  president  of  a  bank 
°:V  trust  company  in  Toledo  to  be  selected  by  the  president  of  the  Operating 
Company.  The  decision  of  a  majority  of  such  arbitrators  shall  be  final  and 
binding.  When  the  amount  of  stock  so  determined  has  been  provided  by  an 
appropriate  increase  of  the  stock  of  the  Operating  Company  said  amount  of 
stock  shall  be  issued  and  divided  by  delivering  sixty  five  per  cent.  (65%) 
thereof  to  the  Ohio  Company  and  thirty  five  per  cent.  (35%)  thereof  to  the 
Clover  Leaf  Company  or  their  respective  nominees. 


1324 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(1320) 


Upon  the  exercise  by  the  Operating  Company  of  the  option  to  purchase  the 
properties,  aforesaid,  the  Operating  Company  shall  be  relieved  of  any  further 
payment  of  rentals  and  the  Old  Companies  shall  concurrently,  upon  delivery 
of  such  of  the  capital  stock  as  above  provided  for,  deliver  to  the  Operating 
Company  pursuant  to  the  foregoing  provisions  good  and  sufficient  conveyances 
with  usual  covenants  of  warranty  as  to  title,  the  same  to  be  free  and  clear 
from  all  incumbrances  [with  certain  exceptions  not  material  here]. 

17.  In  case  the  Operating  Company  shall  not  exercise  its  option  to  purchase 
on  or  before  February  1,  1928,  it  shall  immediately  prepare  for  the  return  of 
the  property  at  the  end  of  the  term  of  this  Indenture  by  dividing  the  property, 
routes,  business,  supplies,  customers  and  facilities  in  its  hands  in  such  manner 
and  in  such  proportion  as  to  enable  it  to  return  to  each  of  the  Old  Companies 
the  property  delivered  by  it  to  the  Operating  Company,  or  the  fair  equivalent 
of  such  property  in  value  and  operating  utility  so  that  at  the  end  of  the  term 
of  this  Indenture  each  of  the  Old  Companies  can  take  their  property  or  its 
equivalent  and  proceed  with  its  business  without  undue  delay  or  expense. 

On  the  termination  of  this  Indenture  the  Operating  Company  shall  restore 
or  put  the  plants  of  the  Old  Companies  so  that  each  will  be  in  at  least  as 
good  condition  as  it  is  now  in  and  so  that  each  will  be  equipped  to  handle  and 
care  for  the  owners  percentage  of  the  business  at  and  after  the  time  of 
termination. 

******* 

18.  If  the  Operating  Company  shall  fail  to  pay  the  rentals’ herein  stipulated, 
or  to  perform  the  terms,  covenants  and  provisions  of  this  Indenture  for  a  con¬ 
tinuous  period  of  three  (3)  months,  then  either  Old  Company  may  give  notice 
of  such  default  to  both  the  Operating  Company  and  the  other  Old  Company, 
which  notice  shall  specify  in  detail  the  default  complained  of.  and  if  said 
default  specified  in  said  notice  shall  continue  for  a  period  of  three  (3)  months 
after  the  date  of  service  of  said  notice  then  and  in  such  case  said  Old  Com¬ 
pany,  giving  notice,  may  at  the  end  of  said  second  period  of  three  (3)  months 
declare  this  Indenture  terminated,  and  thereupon  the  properties  of  each  of  the 
Old  Companies  shall  be  returned  as  is  provided  for  in  case  of  a  failure  to 
exercise  the  option  to  purchase  the  property,  in  detail  set  forth  in  Paragraph 
17  hereof.  Said  notices  aforesaid  shall  be  in  writing  and  shall  be  addressed  to 
the  respective  parties  at  Toledo,  Ohio,  and  shall  be  mailed  to  the  respective 
parties  by  United  States  Registered  Mail. 

******* 


I  he  property  and  assets  acquired  by  the  petitioner  under  the  lease 
agreement  of  February  15,  1919,  were  valued  and  agreed  upon  by 
the  lessor  corporations  for  the  purpose  of  determining  their  respec¬ 
tive  interest  in  the  lease,  and  these  values  were  also  agreed  upon 
by  all  parties  to  the  lease  for  the  purpose  of  determining  the  mini¬ 
mum  cost  to  the  petitioner  and  its  liability  to  the  lessor  corporations 
in  accordance  with  paragraph  9  of  the  lease  in  the  event  that  anv 
of  this  leased  property  was  sold  by  the  lessee.  These  values  were* 
also  agreed  upon  by  all  parties  to  the  lease  as  the  minimum  cost  to 
the  petitioner  for  the  purpose  of  computing  depreciation  and  accru¬ 
ing  the  liability  therefor  of  the  lessee  to  the  lessors.  A  detailed  li,st 
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of  the  property  leased  was  compiled  and  the  cost  of  each  item  thereon 
was  agreed  upon.  (The  cost  of  the  property  refers  to  the  depreci¬ 
ated  cost  of  the  leased  property  to  the  lessor,  since  the  petitioner 
had  no  acquisition  cost  in  such  leased  property.)  These  costs  were 
totaled  and  the  aggregate  cost  for  the  various  classes  of  property 
leased,  which  were  agreed  upon  by  all  parties  to  the  lease,  were  as 
follows : 


Land _ 

Buildings _ 

Plant  equipment 

Horses _ 

Wagons _ 

Auto  truck _ 

Stable  supplies  _ 
Containers _ 


$10,  000.  00 
29,  376.  30 
120,  655.  97 
17,  375.  00 
21,  870.  00 
2,  000.  00 
568.  90 
12,  753.  00 


Ice  cream  cans _  $1,  463.  50 

Bottles _  3, 187.  50 

Receiving  stations _  20,  550. 14 

Office  furniture  and  fix¬ 
tures _  2,  058.  25 

Total _  242,  858.  56 


In  determining  its  income  for  the  taxable  year  ended  December 
31,  1922,  the  petitioner  deducted  from  gross  income  the  sum  of 
$9,898.90  as  a  los,s  on  account  of  depreciation  sustained  on  the  prop¬ 
erty  and  assets  covered  by  the  lease  agreement  referred  to  in  the 
foregoing  paragraph,  and/or  an  accrued  expense  item  or  cost  of 
doing  business  under  the  terms  and  provisions  of  said  lea,se,  and 
under  the  provisions  of  section  234(a)  of  the  Revenue  Act  of  1921, 
and  charged  to  an  expense  account  for  depreciation  and  the  reserves 
for  said  depreciation  were  accordingly  credited.  Said  amount 
deducted  was  computed  upon  the  agreed  valuation,  as  follows : 


Cost 

Depreciation 

Jan.  1,  1922 

Dec.  31, 1922 

Rate 

Amount 

Plant  equipment... _ _  _ _ 

$13,  953.  95 
12, 125.  00 
21,  870.  00 
568.  90 
20,  550. 14 
2, 058.  25 

$13,  953.  95 
11,  290.  00 
21,  870.  20 
568.  90 
20,  550.  14 
2,  058.  25 

Per  cent 
10 
15 
20 
10 
10 
10 

$1,  395.  39 
1,811.78 
4,  374.  00 
56.  89 
2,  055.  01 
205.  83 

Horses . . .  .  .  _ _ _  _ 

Wagons.. _ _  _  _  _ 

Stable  equipment _ _ _ _  _  _  _  _  .  _ 

Receiving  stations  .  _  .  .  _ 

Office  furniture  and  fixtures _ _  _ _ _  _ 

Total  depreciation  on  leased  property 

9,  898.  90 

Thereafter,  on  February  3,  1927,  the  Commissioner  of  Internal 
Revenue  disallowed  said  deduction  from  income  and  found  a  de¬ 
ficiency  in  tax  of  $1,603.27.  Said  deduction  for  depreciation  was 
disallowed  by  the  Commissioner  on  the  question  of  law  as  to  whether 
the  petitioner  was  entitled  as  a  matter  of  right  and  of  law  to  a  de¬ 
duction  for  depreciation  and/or  an  accrued  expense  item  with  respect 
to  the  assets  covered  by  the  lease  agreement  dated  February  15,  1919, 
it  being  stipulated  and  agreed  that  the  basis  for  computing,  the  rates 
of  depreciation,  and  amount,  if  allowable,  are  correct. 
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The  cost  of  the  leased  property  on  hand  during  the  year  1922,  as 
shown  in  the  above  computation  of  depreciation,  was  determined  by 
deducting  the  cost  of  all  property  sold,  scrapped  or  completely  con¬ 
sumed,  from  the  total  cost  of  all  the  property  originally  covered  by 
the  lease,  and  the  resulting  balance  represents  the  total  cost  of  the 
items  on  hand  during  1922  and  agrees  with  the  total  of  the  individual 
cost  of  the  respective  items  on  hand.  This  computation  is  briefly 
summarized  as  follows : 


Description 

Cost  agreed 
upon  for 
all  property 
leased 

Cost  of  leased 
property  sold, 
scrapped,  or 
completely 
consumed 
prior  to 
Jan.  1,  1922 

Cost  of  leased 
property 
on  hand 
Jan.  1,  1922 

Cost  of  leased 
property 
sold  during 
1922 

Cost  of  leased 
property 
on  hand 
Dec.  31,  1922 

Land . . . . . . . 

$10. 000. 00 
20, 376. 30 
120,  655.  97 
17, 375. 00 
21.870.  00 
2,  000. 00 
568. 80 
12,753.00 

1, 463.  50 
4. 187.  50 
20,  550. 14 

2,  058.  25 

$10, 000.  00 
29, 376.  30 
106,  702.  02 
5.  250.  00 

Buildings . . . . 

Plant  equipment .  _ _ _ 

Horses _ _ _ _ 

Wagons . . . . . 

$13, 953.  95 
12, 125. 00 
21,870.00 
2, 000. 00 
568. 90 

$835. 00 

$13, 953. 95 
11,  290.  00 
21, 870.  00 

Auto  truck . . . 

2. 000. 00 

Stable  supplies _ _ 

568. 90 

Containers . . .  .. 

12.753.  00 
1,463.50 
4, 187.  54) 

Ice  cream  cans . .  . 

Bottles _ _ _ _ 

Receiving  stations . . . 

20,  550. 14 

2,  058.  25 

20,  550. 14 
2,  058. 25 

Office  furniture  and  fixtures _ 

Total . .  . .  . 

242,  858.  56 

169,  732.32 

73, 126.  24 

2,835.00 

70,291.24 

Ihe  property  on  hand  in  1922  was  similar  in  nature  to  other  prop¬ 
erty  purchased  and  owned  by  the  petitioner.  The  life  of  both  the 
property  owned  and  the  property  leased  for  the  respective  classes 
of  these  properties  is  as  follows : 


Years 


Plant  equipment _ 10 

Horses _  6% 

Wagons _  5 


Years 


Stable  equipment _ 10 

Receiving  stations _ 10 

Office  furniture  and  fixtures _ 10 


1  he  cost  of  the  leased  property  sold  in  the  year  1922,  the  deprecia¬ 
tion  sustained  from  the  date  of  the  lease  to  the  date  of  the  sale,  the 
amount  received  from  the  sales  and  the  resulting  loss  from  the  sales 
were  as  follows : 


Horses : 

Cost  of  horses  sold _ 

Depreciation  taken _ 

Net _ 

Amount  received  from  sale  of  horses 


$835.  00 
207.  70 


Loss  from  sale  of  horses 


502.  21 


507.  21 
05.00 
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Autos : 

Cost  of  autos  sold _ $2.  000.  00 

Depreciation  taken _  1,  400.  00 

Net _  _  600.  00 

Amount  received  from  sale  of  autos _  475.  00 

Loss  from  sale  of  autos _  $425.  00 

Total  loss  from  sale  of  leased  property _  927.  21 


Thereafter,  on  February  3,  1927,  the  Commissioner  of  Internal 
Revenue  disallowed  said  deduction  for  loss  on  the  sale  of  leased 
assets.  Said  deduction  for  the  loss  on  the  sale  of  leased  assets  was 
disallowed  by  the  Commissioner  on  the  question  of  law  as  to  whether 
the  petitioner  was  entitled  as  a  matter  of  right  and  of  law  to  a  de¬ 
duction  for  a  loss  resulting  from  the  sale  of  leased  assets,  under  the 
terms  and  provisions  of  said  lease,  it  being  stipulated  and  agreed  that 
the  basis  of  computing  said  loss,  the  figures  used,  and  the  amount, 
if  allowable,  are  correct. 

In  determining  its  income  for  the  taxable  year  ended  December 
31,  1922,  the  petitioner  deducted  from  gross  income  the  sum  of 
$9,782.24  as  a  loss  on  account  of  depreciation  sustained  on  the  prop¬ 
erty  and  assets  covered  by  the  lease  agreement,  dated  February  15, 
1919,  and/or  an  accrued  expense  item  or  cost  of  doing  business  under 
the  terms  and  provisions  of  said  lease,  and  under  the  provisions  of 
section  234(a)  of  the  Revenue  Act  of  1921,  and  charged  to  an  expense 
account  for  depreciation  and  the  reserves  for  depreciation  were 
accordingly  credited.  Said  amount  deducted  was  computed  upon 
the  agreed  valuation,  as  follows: 


Leased  equipment 

Cost 

Depreciation 

Rate 

Amount 

Plant  equipment _ _  _ 

Horses . .  __ 

Wagons . .  . 

Stable  equipment _ 

Receiving  stations _ 

Office  furniture  and  fixtures _ 

Other  equipment _ 

$13,  953.  95 
11,290.  00 
21,  870.  20 
508.  90 
20,  550. 14 
2,  058.  25 

Per  cent 
10 
15 
20 
10 
10 
10 

$1, 395. 39 

1,  693.  50 
4,  374.  00 

56.  89 

2,  055.  01 
205.  83 

9,  780.  62 
1.62 

Total  depreciation  on  leased  property _ 

9,  782.  24 

_ _ 

The  cost  of  the  leased  property  on  hand  during  the  year  1923,  as 
shown  in  the  above  computation  of  depreciation,  was  determined  by 
deducting  the  cost  of  all  property  sold,  scrapped,  or  completely  con¬ 
sumed,  from  the  total  cost  of  ail  the  property  originally  covered  by 
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the  lease,  and  the  resulting  balance  represents  the  total  cost  of  the 
items  on  hand  during  1923  and  agrees  with  the  total  of  the  individual 
costs  of  the  respective  items  on  hand.  This  computation  is  briefly 
summarized  as  follows : 


Description 

Cost  agreed 
upon  for  all 
property 
leased 

Cost  of  leased 
property  sold, 
scrapped,  or 
completely 
consumed 
prior  to  June 
1, 1923 

Cost  of  leased 
property  on 
on  hand 
during  1923 

* 

Land _ ... 

$10,  000.  00 
29, 376.  30 
120, 655. 97 
17,  375.00 
21,  870.  00 
2,000.00 
568.  90 
12,  753.  00 

1,  463.  50 
4,  187.  50 

20,  550.  14 

2,  058.  25 

$10, 000.  00 
29,  376.  30 
106,  702.  02 
6, 085.  00 

$13, 953. 95 
11,290.00 
21,870.00 

Buildings _ _  . 

Plant  equipment  _ . . 

Horses  _ 

Wagons . .  .. 

Auto  truck _ 

2,000.00 

Stable  supplies. _ 

568.90 

Containers . . 

12,  753.  00 

1,  463.  50 
4, 187.  50 

Ice  cream  cans _ 

Bottles. . . 

Receiving  stations _ 

20,  550. 14 
2,  058.  25 

Office  furniture  and  fixtures... 

Total . . . 

242, 858.  56 

172,  567.  32 

70,291.24 

The  property  on  hand  in  1923  was  similar  in  nature  to  other  prop¬ 
erty  purchased  and  owned  by  the  petitioner.  The  life  of  both  the 
property  owned  and  the  property  leased  for  the  respective  classes 
of  these  properties  is  as  follows: 


Years 


Plant  equipment _ 10 

Horses _  6% 

Wagons _  5 


Years 


Stable  equipment _ 10 

Receiving  stations _ 10 

Office  furniture  and  fixtures _ 10 


thereafter,  on  December  2,  1927,  the  Commissioner  of  Internal 
Revenue  disallowed  said  deduction  from  income  and  found  a  defi¬ 
ciency  in  tax  of  $1,412.78.  Said  deduction  for  depreciation  was  dis¬ 
allowed  by  the  Commissioner  on  the  question  of  law  as  to  whether 
the  petitioner  was  entitled  as  a  matter  of  right  and  of  law  to  a 
deduction  for  depreciation  and/or  an  accrued  expense  item  with 
respect  to  the  assets  covered  by  the  lease  agreement,  dated  February 
15,  1919,  it  being  stipulated  and  agreed  that  the  basis  for  computing, 
the  rates  of  depreciation,  and  amount,  if  allowable,  are  correct. 


OPINION. 

Littleton  :  The  question  presented  by  the  record  is  whether  peti¬ 
tioner,  as  lessee  of  the  physical  assets  which  were  held  under  the 
lease  set  forth  in  the  findings  of  fact,  is  entitled,  in  computing  its 
net  income  for  the  years  1922  and  1923,  to  deductions,  (1)  for  de¬ 
preciation  of  the  leased  assets,  and  (2)  for  alleged  losses  resulting 
from  the  sale  of  certain  of  the  leased  assets. 
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The  Revenue  Act  of  1921  provides  that  in  computing  its  net  income 
a  corporation  is  entitled  to  deduct  a  reasonable  amount  for  the  ex¬ 
haustion,  wear  and  tear  of  its  property,  and  also  to  deduct  losses 
sustained  in  its  trade  or  business,  unless  compensated  for  by  insur¬ 
ance  or  otherwise.  The  petitioner  contends,  and  the  Commissioner 
denies,  that  under  the  circumstances  and  conditions  connected  with 
the  acquisition  and  possession  of  the  assets  in  question,  these  pro¬ 
visions  of  the  taxing  statute  authorize  the  deductions  sought. 

In  support  of  its  contention  the  petitioner  calls  our  attention  to 
the  decision  of  the  Circuit  Court  of  Appeals,  Sixth  Circuit,  in  the 
case  of  Wiener  v.  Weiss ,  27  Fed.  (2d)  200,  and  urges  that  the  decision 
therein  is  conclusive  of  the  issues  in  this  proceeding.  The  Com¬ 
missioner,  on  the  other  hand,  takes  the  position  that  the  Board  has 
heretofore  decided  adversely  to  the  petitioner  the  identical  issues  as 
are  herein  presented. 

In  the  W einer  case,  supra ,  the  facts  were  these : 

Plaintiff  in  error  [Wiener]  was  engaged  in  the  business  of  holding  property 
under  long-term  leases  and  subletting  it  for  shorter  terms  for  occupancy  by 
or  under  sub-tenants.  In  his  income  tax  returns  for  1918,  1919,  and  1920,  he 
claimed  allowances  for  exhaustion,  wear  and  tear  of  thirteen  buildings  held 
by  him  under  ninety-nine  year  leases,  renewable  forever.  His  claims  were 
disallowed.  *  *  * 

The  leases  required  the  lessee  to  maintain  on  the  premises  buildings  of  the 
fair  cost  or  value  of  not  less  than  a  stipulated  amount  (in  some  cases  greater 
and  in  none  less  than  the  value  of  the  existing  buildings)  to  keep  the  build¬ 
ings  in  “like  condition  as  the  same  now  are  in,”  and  in  case  of  their  destruc¬ 
tion  or  removal  from  any  cause,  to  replace  them  with  buildings  of  the  fair 
cost  or  value  of  a  stated  sum  (equal  to  or  greater  than  the  value  of  the  exist¬ 
ing  buildings).  In  some  of  the  leases  there  were  convenants  to  erect  new 
buildings  at  future  dates.  *  *  *  the  lessee,  however,  had  invested  nothing 

in  new  buildings,  and  the  only  expenditures  that  he  had  made  on  those  that 
were  on  the  premises  when  they  were  leased  were  for  rents  and  repairs.  These 
expenditures  were  deducted  from  his  taxable  income  for  the  years  in  which 
they  were  made. 

The  court,  in  holding  that  Wiener,  the  lessee,  was  entitled  to 
deductions  for  depreciation  of  the  leased  property,  stated : 

The  Revenue  Act  under  which  these  taxes  were  levied  permits  the  taxpayer, 
in  computing  net  income,  to  set  aside,  tax  free,  “  a  reasonable  allowance  for  the 
exhaustion,  wear  and  tear  of  property  used  in  the  trade  or  business,  including 
a  reasonable  allowance  for  obsolescence.”  Comp.  St.  Sec.  6336%  g.  The  lan¬ 
guage  of  this  provision  would  seem  to  prescribe  but  two  requisites  to  the  right 
of  a  taxpayer  to  this  allowance :  One  is  that  the  property  shall  have  been  used 
in  his  business ;  and  the  other  that  he  is  the  one  who  must  suffer  and  bear 
the  burden  of  the  loss  or  depreciation.  This  also  seems  true  from  the  further 
point  of  view  that  the  purpose  of  the  Revenue  Act  is  to  tax  only  gain,  and 
the  amount  thus  allowed  to  be  set  aside  is  not  gain,  but  is  capital  which  has 
gone  into  gross  income.  United  States  v.  Ludeij,  274  U.  S.  295  [6  Am.  Fed. 
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Tax  Rep.  0754].  Whether  it  is  the  capital  of  the  one  who  has  used  the  prop¬ 
erty  in  his  business  or  of  some  one  else,  depends,  of  course,  upon  the  environal 
facts.  It_is  not  necessarily  the  capital  of  the  holder  of  the  legal  title,  who, 
as  in  this  case,  may  he  protected  by  the  undertakings  of  the  lessee ;  nor  is  it  the 
capital  of  a  user  who  is  under  no  obligation  to  make  restitution.  It  is,  it 
seems  to  us,  the  capital  of  the  one  who  is  responsible  for  the  property — the 
owner  or  the  person  responsible  to  the  owner  for  it — and  who  also  uses  and 
consumes  it  in  his  business ;  and  that  means  of  course  that  one  may  not  have 
the  legal  title,  or  may  not  have  paid  anything  for  the  property,  and  still  have 
the  right  to  this  capital  deduction,  since  he  may  have  an  equitable  interest 
as  valuable  as  the  property  itself,  or  may  be  so  obligated  to  the  holder  of  the 
legal  title  to  maintain  or  restore  the  property  that  the  investment  becomes  his 
own.  This  is  the  situation  of  the  lessee  in  these  cases.  He  is  responsible 
for  the  buildings,  must  keep  them  in  the  condition  in  which  they  were  when  he 
took  the  leases,  and  if  they  are  consumed,  as  they  will  be  in  his  business,  or 
are  destroyed  or  removed,  he  must  replace  them.  For  every  practical  pur¬ 
pose  they  are  his  buildings,  and  in  our  opinion  they  are  his  capital  so  far  as 
they  are  consumed  in  his  business. 

*  *****  * 

The  Board  has  heretofore  decided,  however,  that  a  taxpayer  oper¬ 
ating  under  a  lease,  who  had  no  capital  investment  in  the  chattels 
under  lease,  had  no  basis  for  an  allowance  for  wear,  tear  and  ex¬ 
haustion.  William  J.  Ostheimer ,  1  B.  T.  A.  18;  Belt  Railway  of  Chi¬ 
cago ,  9  B.  T.  A.  301.  In  those  cases,  just  as  in  the  case  before  us, 
the  leases  expressly  bound  the  lessee  taxpayers  to  maintain  the  chat¬ 
tels,  supplies  and  equipment  under  the  lease  “  so  that  on  the  termi¬ 
nation  of  this  agreement  the  business  and  property  *  *  *,  or 

its  fair  equivalent,  can  be  returned  in  first  class  order  and  condi¬ 
tion."  It  was  apparent  in  those  cases,  as  in  this,  that  the  chattels 
under  lease  could  not  be  maintained  and  returned  to  the  lessor  in 
first  class  order  and  condition,  except  by  renewals  and  replacements. 
In  those  cases,  as  in  this,  the  taxpayers  kept  their  books  on  an  accrual 
basis.  In  William  J.  Ostheimey,  supra ,  the  Board  said : 

In  order  that  an  item  may  be  accrued,  however,  a  liability  must  actually  be 
incurred  in  the  taxable  year.  Schuster  &  Co.,  v.  Williams,  283  Fed.  115.  The 
statute  recognized  the  accrual  basis  of  making  returns  by  providing  for  the 
deduction  of  expenses  incurred  but  not  paid.  It  is  apparent  that  no  liability 
in  praesenti  was  incurred  under  the  terms  of  the  lease  in  question  in  the  years 
1918  and  1919  however  well  known  it  might  have  been  that  a  liability  in  some 
amount  would  be  incurred  at  some  time  in  the  future.  The  liability  to  restore 
chattels  as  good  as  new  or  as  good  as  when  received  when  a  lease  is  ultimately 
canceled  or  surrendered  at  some  indefinite  or  indeterminate  time  in  the  future  is 
not  a  present  actual  liability,  and  is  not  the  actual  incurring  of  an  expense  or 
liability. 

****••• 

In  the  case  of  a  lessee  of  chattels  who  is  required  by  the  terms  of  the  lease  to 
make  such  renewals  or  replacements  as  are  necessary  to  keep  the  property  in 
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as  good  condition  as  when  received  as  additional  rental  or  as  a  condition  to  the 
continued  use  of  the  property  to  which  he  has  no  title  and  is  acquiring  none, 
they  are  deductible,  if  at  all,  as  expenses  paid  or  incurred  in  carrying  on  a 
trade  or  business.  Reserves  for  future  unincurred  expenses  are  not  allowable 
as  deductions  under  the  Revenue  Act  of  1918. 

And  in  Belt  Railway  Co.  of  Chicago ,  supra ,  the  Board  said  : 

*  *  *  The  petitioner  had  no  cost  or  capital  investment  in  connection  with 

the  leased  rolling  stock.  Whatever  liability  it  may  have  had  with  respect  to 
such  chattels,  it  was  a  future,  not  a  present  liability.  The  petitioner’s  original 
capital  would  have  remained  unimpaired  even  though  this  depreciation  reserve 
had  not  been  established.  We  therefore  sustain  the  Commissioner  in  his 
disallowance  of  the  depreciation  reserve.  *  *  * 

It  will  be  observed  that  petitioner  herein,  as  in  the  Ostheimer  and 
Belt  Railway  Co.  of  Chicago  cases,  seeks  to  set  up  a  depreciation 
reserve  based  upon  the  cost  of  the  chattels  to  the  lessor  although  the 
replacement  cost  thereof  may,  depending  upon  future  events,  be 
greater  or  less  than  the  cost  to  the  lessor.  In  this  respect,  there  is, 
in  our  opinion,  a  material  difference  in  the  Wiener  case  supra  in  that 
Wiener  was  bound  by  the  lease  to  replace  property  of  the  same  “  fair 
cost  or  value  ”  as  distinguished  from  the  replacement  of  the  “  same 
property  ”  which  might  or  might  not  entail  the  same  cost.  In  other 
words,  in  the  Wiener  case  a  depreciation  reserve  was  set  up  based 
upon  a  known  replacement  cost  whereas  in  this  proceeding  the  re¬ 
placement  cost  must,  of  necessity,  remain  unknown  until  such  time 
as  the  property  is  replaced. 

The  Board  is  of  the  opinion  that  the  rule  laid  down  in  the 
Ostheimer  and  Belt  Railway  Co.  of  Chicago  cases,  supra ,  is  correct 
and  that  there  is  no  statutory  authority  for  the  maintenance  of  a  de 
predation  reserve  by  the  petitioner  in  the  circumstances  of  this  pro¬ 
ceeding.  Accordingly,  the  Commissioner’s  action  in  disallowing  the 
deductions  for  depreciation  for  the  years  1922  and  1923  is  sustained. 

The  disposition  in  1922  for  $240  of  certain  of  the  leased  assets 
listed  at  $1,107.21  may  or  may  not  involve  a  loss  to  petitioner.  This 
property  represented  no  investment  to  it,  but  only  a  contract  obliga¬ 
tion  to  replace  it  with  like  property.  It  is  obvious,  of  course,  that 
until  petitioner  replaced  the  property  sold  in  1922  it  is  utterly 
impossible  to  determine  the  replacement  cost  thereof.  It  is  possible 
that  the  property  sold  might  be  replaced  for  less  than  the  selling 
price.  The  Commissioner  is  sustained  in  his  disallowance  of  the 
alleged  losses  as  deductions  from  gross  income. 

Reviewed  by  the  Board. 

Judgment  will  he  entered  for  respondent , 

Smith,  Trussell,  Phillips,  and  Green  dissent. 
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Conrad  &  Co.,  Inc.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  10042,  18293,  19582.  Promulgated  October  31,  1928. 

1.  Where  a  corporation,  after  March  3,  1917,  used  a  part  of  its 
assets  to  acquire  from  its  stockholders  property  which  such  stock¬ 
holders  acquired  without  cost,  section  331  of  the  Revenue  Acts  of 
1918  and  1921  prohibits  the  inclusion  in  invested  capital  of  any 
value  for  such  assets. 

2.  In  such  circumstances  invested  capital  is  properly  computed 
by  reducing  the  amount  as  computed  under  section  326  by  the 
amount  paid  for  such  assets. 

3.  Special  assessment  granted. 

Hugh  Satterlee ,  Esq.,  for  the  petitioner. 

M.  N.  Fisher,  Esq.,  and  James  L.  Backstrom,  Esq.,  for  the 
respondent. 

The  Commissioner  determined  deficiencies  in  income  and  profits 
taxes  of  $11,432.95,  $6,450.48,  $6,237.44,  and  $7,260.91  for  the  fiscal 
years  ended  on  the  last  day  of  February  in  the  years  1919,  1920,  1921, 
and  1922  respectively.  The  petitioner  duly  filed  petitions  for  the 
redetermination  of  its  liability.  The  three  proceedings  were  con¬ 
solidated  for  hearing  and  decision. 

It  is  alleged  that  for  each  of  the  taxable  years  in  question  the 
petitioner  erroneoush7  reduced  invested  capital  by  $155,019.78  and 
failed  to  determine  petitioner’s  tax  liability  pursuant  to  the  pro¬ 
visions  of  section  328  of  the  Revenue  Acts  of  1918  and  1921.  At  the 
hearing  the  petitioner  withdrew  its  contention  with  respect  to  assess¬ 
ment  under  said  section  328  for  the  fiscal  years  1921  and  1922. 

FINDINGS  OF  FACT. 

1.  The  petitioner  is  a  Massachusetts  corporation,  with  its  principal 
office  in  Boston.  It  was  incorporated  on  or  about  Xovember  1,  1917, 
with  an  authorized  capital  stock  of  $500,000  par  value.  It  established 
a  fiscal  year  ending  February  28,  and  has  made  its  Federal  income- 
tax  returns  on  the  accrual  basis  for  such  accounting  period. 

2.  On  or  about  Xovember  1.  1917,  the  petitioner  entered  into  a 
contract  with  Sidney  S.  Conrad  and  Bertram  B.  Conrad,  partners, 
doing  business  under  the  firm  name  of  Conrad  &  Co.,  a  copy  of  which 
is  as  follows: 

Memorandum  of  Agreement  entered  into  this  first  day  of  November,  1917. 
by  and  between  Sidney  S.  Conrad,  of  Boston,  in  the  County  of  Suffolk,  and 
Bertram  B.  Conrad,  of  Brookline,  in  the  County  of  Norfolk,  both  in  the  Com¬ 
monwealth  of  Massachusetts,  co-partners  under  the  firm  name  of  Conrad  & 
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Company,  parties  of  the  first  part,  and  Conrad  &  Co.,  Inc.,  a  corporation  organ¬ 
ized  under  the  laws  of  the  said  Commonwealth  of  Massachusetts,  party  of  the 
second  part,  Witnesseth  that 

W  hereas  the  said  partnership  has  heretofore  carried  on  the  business  at  25 
Winter  Street  in  the  City  of  Boston,  and  is  the  owner  of  the  assets  connected 
therewith,  and  the  said  corporation  desires  to  purchase  the  said  business  and 
to  issue  its  capital  stock  in  payment  therefor, 

Now,  Therefore,  it  is  hereby  agreed  by  and  between  the  parties  hereto  as 
follows : 

First :  The  said  Sidney  S.  Conrad  and  Bertram  B.  Conrad,  co-partners  as 
aforesaid,  hereby  assign,  transfer  and  set  over  unto  the  said  Conrad  &  Co.,  Inc., 
its  successors  and  assigns,  the  cash,  accounts  and  notes  receivable,  stock  of 
merchandise,  furniture,  fixtures,  equipment,  and  all  other  tangible  assets  of 
whatever  kind  and  description  belonging  to  the  said  business  to  have  and  to 
hold  the  same  unto  the  said  corporation,  its  successors  and  assigns,  to  their  own 
use  forever;  and  further  covenant  with  the  said  corporation  that  the  said 
property  as  aforesaid  is  of  the  fair  value  of  the  amount  of  not  less  than  Four 
hundred  ninety-nine  thousand  Seven  hundred  ($499,700)  dollars,  and  is  free 
from  all  encumbrances,  and  that  the  said  co-partners  have  full  right  to  convey 
the  same,  and  will  each  of  them  make,  execute  and  deliver  any  further  writings 
or  instruments  which  may  be  necessary  or  convenient  to  vest  a  perfect  title  to 
the  said  property  in  the  said  corporation  and  to  secure  to  the  said  corporation 
full  benefit  and  enjoyment  of  the  said  property.  *• 

And  the  said  corporation  hereby  agrees  to  issue  shares  of  its  capital  stock  of 
the  par  value  of  one  hundred  dollars  each  at  par  to  the  said  co-partners  or  to 
such  persons  as  they  may  designate  as  payment  for  the  foregoing  property,  said 
shares  to  be  issued  to  an  amount  equal  at  their  aggregate  par  value  to  the 
value  of  said  property  transferred  as  aforesaid,  as  of  November  1,  1917,  as  the 
same  may  appear  according  to  an  inventory  of  said  property  to  be  taken 
forthwith. 

Second.  The  said  Sidney  S.  Conrad  and  Bertram  B.  Conrad,  co-partners  as 
aforesaid,  further  agree  with  the  said  corporation  to  sublet  to  the  said  cor¬ 
poration  the  premises  25  Winter  Street  in  the  City  of  Boston,  Massachusetts,  at 
which  the  business  of  the  said  Conrad  &  Company  has  heretofore  been  carried 
on,  for  the  term  of  the  two  leases  thereof  from  Charles  E.  Cotting  et  al,  one 
dated  November  5,  1908,  for  a  term  ending  October  31,  1920,  and  the  other 
dated  March  19,  1917,  for  the  term  beginning  November  1,  1920,  and  ending 
October  31,  1935,  for  the  rent  in  the  amount  reserved  in  the  said  leases,  the 
said  sub-leases  to  contain  the  same  terms  and  provisions  set  forth  in  the 
copies  thereof  hereto  annexed. 

Third :  The  said  Sidney  S.  Conrad  and  Bertram  B.  Conrad,  co-partners  as 
aforesaid,  further  convey,  assign,  transfer  and  set  over  unto  the  said  corpora¬ 
tion  the  good  will  of  the  said  partnership,  the  trade  mark  “  Lady  Dainty  ”  and 
other  trade  marks  owned  by  said  partnership,  and  all  intangible  property  be¬ 
longing  to  the  said  partnership  not  included  in  the  paragraph  designated  First: 
and  the  right  to  use  the  name  Conrad  &  Company  as  a  part  of  the  corporate 
name,  and  in  payment  therefor  the  said  corporation  agrees  to  and  with  said 
Sidney  S.  Conrad  and  Bertram  B.  Conrad  and  each  of  them  to  assume  and  pay 
all  the  bills  payable  and  other  outstanding  liabilities  of  said  partnership,  in¬ 
cluding  the  liability  of  the  said  partnership  for  taxes  due  now  or  hereafter  to 
the  United  States,  Commonwealth  of  Massachusetts,  and  the  City  of  Boston, 


1334  13  IT.  S.  BOARD  OF  TAX  APPEALS  REPORTS.  (1332) 

and  to  save  the  said  Sidney  S.  Conrad  and  Bertram  B.  Conrad  and  each  of 
them  forever  harmless  therefrom. 

In  Witness  Whereof  the  said  parties  hereunto  set  their  hands  and  seals 
this  first  day  of  November,  1017. 

Sidney  S.  Conrad, 

Bertram  B.  Conrad. 

Conrad  &  Co.,  (Inc.), 
D.  E.  Moeser. 

Treasurer. 

o.  In  pursuance  of  the  terms  of  the  above  contract,  the  partner¬ 
ship  of  Conrad  &  Company  transferred  and  conveyed  to  the  peti¬ 
tioner,  on  or  about  November  1,  1917,  (1)  its  cash,  cash  items,  mer¬ 
chandise,  supplies,  and  other  tangible  property,  which  cost  and  had 
a  current  cash  value  of  $562,265.20,  in  exchange  for  the  petitioner’s 
entire  capital  stock  of  $500,000  par  value,  and  (2)  certain  trade¬ 
marks  and  other  intangible  property,  in  consideration  of  the  peti¬ 
tioners  agreement  to  assume  the  liabilities  and  pay  the  debts  of  said 
partnership,  which  amounted  to  $155,019.78  and  which  were  there¬ 
after  paid  in  cash  by  the  petitioner. 

•4.  In  its  income  and  profits-tax  return  for  the  4-month  period 
ended  February  28,  1918,  the  petitioner  claimed  the  amount  of 
$562,265.20  as  its  invested  capital.  The  respondent  allowed  this 
amount  as  the  petitioner’s  invested  capital  for  the  purpose  of  deter¬ 
mining  its  tax  liability  under  the  provisions  of  the  Revenue  Act  of 
1917,  but  excluded  from  the  claimed  invested  capital  $155,019.78  in 
determining  its  tax  liability  under  the  provisions  of  the  Revenue 
Act  of  1918. 

5.  In  its  income  and  profits-tax  returns  for  the  taxable  years  ended 
February  28,  1919,  February  29,  1920,  February  28,  1921.  and  Feb¬ 
ruary  28,  1922,  the  petitioner  claimed  invested  capital  based  on  an 
original  cost  of  the  property  paid  in  for  stock  on  November  1,  1917, 
and  an  initial  invested  capital  of  $562,265.20.  The  respondent 
excluded  from  the  claimed  invested  capital  $155,019.78  for  each  of 
said  years. 

6.  The  business  which  the  taxpayer  took  over  in  1917  had  been 
founded  about  1860  by  1).  Conrad.  Just  prior  to  1900  it  was  owned 
by  S.  S.  Conrad,  B.  B.  Conrad  and  M.  A.  Heilbrun,  as  partners. 
In  1900  M.  A.  Heilbrun’s  interest  was  acquired  by  S.  S.  Conrad  and 
B.  B.  Conrad,  who  formed  and  continued  the  partnership  which  in 
1917  sold  out  to  the  petitioner. 

7.  The  petitioner  and  its  predecessor  partnership  always  adver¬ 
tised.  In  1908  the  mediums  used  were  principally  the  newspapers, 
some  direct  mail  advertising,  and  cards  in  street  cars.  The  news¬ 
paper  advertising  was  directed  largely  to  immediate  sales  of  current 
goods.  The  advertising  in  the  nature  of  street  car  cards  was  de¬ 
signed  to  acquaint  the  people  of  Boston  with  the  general  advantage 
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of  trading  at  the  petitioner’s  store  and  with  the  policies  of  the  peti¬ 
tioner.  A  slogan  which  was  used  in  a  good  many  of  the  street  car 
cards  was  “  Conrad’s  for  quality.” 

8.  The  street  car  advertising  and  advertising  similar  to  that  had 
been  started  about  1906.  It  was  called  general  advertising  or  institu¬ 
tional  advertising  to  distinguish  it  from  ordinary  advertising.  That 
kind  of  advertising — institutional  advertising,  continued  up  to  the 
organization  of  the  petitioner  in  1917. 

9.  The  institutional  advertising  was  charged  on  the  books  of  the 
partnership  in  a  special  account,  at  least  part  of  it.  About  the  year 
1908  the  institutional  advertising  Avas  carried  and  charged  in  an 
account  called  general  advertising.  There  Avas  a  separate  account 
for  newspaper  advertising.  Later  there  Avas  a  somewhat  different 
segregation  of  accounts. 

10.  The  partnership  had  an  adjustment  policy,  Avhich  was  to  see 
to  it  that  the  customer  received  full  value  and  satisfaction  with  the 
merchandise  he  bought.  It  took  the  concrete  forms  of  adjustment  of 
complaints,  refunding  of  money,  alloAvances  and  exchanges,  and  some¬ 
times  merchandise  was  given  for  other  merchandise.  The  complaints 
of  customers  were  adjusted  whether  or  not  the  petitioner  felt  they 
Avere  entitled  to  adjustment.  The  purpose  of  the  policy  Avas  to 
establish  the  petitioner's  good  Avill  in  the  community.  Since  1908 
it  cost  the  petitioner  about  three-fourths  of  1  per  cent  of  its  gross 
sales  per  year  to  maintain  such  policy.  No  store  had  a  policy  more 
liberal,  there  being  feAv  stores  that  had  a  policy  quite  as  liberal  in 
all  respects. 

11.  The  expenditures  for  advertising  by  Conrad  &  Company,  the 
partnership,  for  the  period  from  August  1,  1900,  to  February  28, 
1913,  and  to  NoA7ember  1,  1917,  AATere  as  follows: 


Aug.  1,  1900,  to  Jan.  31,  1901_ 

Feb.  1  to  July  31,  1901 _ 

Aug.  1,  1901,  to  Jan.  31,  1902_ 

Feb.  1  to  July  31,  1902 _ 

Aug.  1,  1902,  to  Jan.  31,  1903_ 

Feb.  1  to  July  31,  1903 _ 

Aug.  1,  1903,  to  Jan.  31,  1904- 

Feb.  1  to  July  31,  1904 _ 

Aug.  1,  1904,  to  Jan.  31,  1905- 

Feb.  1  to  July  31,  1905 _ 

Aug.  1,  1905,  to  Jan.  31,  1906- 

Feb.  1  to  July  31,  1906 _ 

Aug.  1,  1906,  to  Jan.  31,  1907 


_  $4,  751. 15 

$4,  063.  40 
5, 143. 15 

-  9.  206.  55 

5,  287.  68 

4.  951.  90 

-  10,  239.  58 

6,  645.  78 

5,  807.  95 

-  12,  453.  73 

5,  483. 15 

6,  388.  61 

-  11,  871.  76 

6,  985. 15 

19,  614.  87 

- —  26,600.02 

11,  364.  73 

16, 138.  54 

- - -  27,  503.  27 
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Feb.  1  to  July  31,  1907 _ 

Aug.  1,  1907,  to  Jan.  31,  1908. 

Feb.  1  to  July  31,  1908 _ 

Aug.  1,  1908,  to  Jan.  31,  1909 

Feb.  1  to  July  31,  1909 _ 

Aug.  1,  1909,  to  Jan.  31,  1910- 

Feb  1  to  July  31,  1910 _ 

Aug.  1,  1910,  to  Jan.  31,  1911_ 

Feb.  1  to  July  31,  1911 _ 

Aug.  1,  1911,  to  Feb.  29,  1912- 

Mar.  1  to  Aug.  31,  1912 _ 

Sept  1,  1912,  to  Feb.  28,  1913- 


$18,  070.  78 
17,  617.  63 

-  $35,  688.  41 

17, 154.  45 

20,  692.  62 

-  37,  847.  07 

21,501.15 

21,054.43 

-  42,  555.  58 

18,719.92 

22,536.98 

-  41,  256.  90 

.  21,  800.  87 

.  24,839.94 

-  44,  040.  81 

.  24,311.55 

.  23.337.68 

-  47,  049.  23 


Total  to  Mar.  1,  1913 


354.  264.  06 


Mar.  1  to  Aug,  31,  1913 _  22,093.65 

Sept.  1,  1913,  to  Feb.  28,  1914 _ _ _  18,845.26 


Mar.  1  to  Aug.  31,  1914 _  21,  972  10 

Sept.  1.  1914,  to  Feb.  28,  1915 _  21,  789.  27 


Mar.  1  to  Aug.  31,  1915 _  22,  799.  67 

Sept.  1,  1915.  to  Feb.  29,  1916 _ 22.  412.  20 


Mar.  1  to  Aug.  31,  1916 _  25,  946.  43 

Sept.  1,  1916,  to  Feb.  28.  1917 _ 28,  369.  58 


Mar.  1  to  Aug.  31.  1917 _  31,  472.  03 

Sept.  1  to  Oct.  31,  1917 _  11,  852.  75 


40,  938.  91 


43,  761.  37 


45,  211.  87 


54,  316.  01 

43,  324.  78 


Total  to  Nov.  1,  1917 _ 581,  817.  00 

12.  The  expenditures  for  advertising  by  the  partnership  for  the 
years  1905  to  1913,  aside  from  supplies  and  miscellaneous,  were 
segregated  in  separate  accounts)  as  follows: 


News¬ 

papers 

General 

advertising 

Salaries 

Feb.  1  to  July  31,  1905  _  _ _  _ 

$6,591.34 

Aug.  1,  1905,  to  Jan.  31,  1906  ...  _  _ _ 

9,  557.  89 
7,  286. 08 

$3, 064.  33 

Feb.  1  to  July  31,  1906  _ _ _  -  .  _ _ 

4, 078.  65 

Aug.  1 ,  1906,  to  Jan.  31,  1907  _ _ _ _ 

8, 422.  09 
8, 349. 06 
9, 961. 14 
9, 341.99 
12,788.85 
17,425.31 

7,  268.  45 

$448.00 

Feb.  1  to  July  31,  1907  _ _ _ _ _ 

6.  592. 98 

2,710.51 

Aug.  1,  1907,  to  Jan.  31,  1908  _ _ _ _ 

5, 930.  36 

2, 611.50 

Feb.  1  to  July  31,  1908  _ _  .  _ _ _ _ _ _  _ 

6.  607.  50 

823.66 

\ug  1,  1908, "to  Jan.  31,  1909  .....  _ 

6, 211.43 

1,348. 10 

Feb.  1  to  July  31,  1909  . . . 

2, 144.  72 

1,730.  44 

Aug.  1,  1909,  to  Jan.  31,  1910  _ _ _  _ _ _ 

17,  980.  74 

1, 009.  35 

1,816.52 

Feb.  1  to  July  31,  1910  .  .  .  .  .  _ _ _ 

16.  534.  89 

1,964.38 

Aug  1,  1910,  to  Jan.  31,  1911  . . . 

20, 108. 95 

30.00 

2, 053. 01 

Feb.  1  to  July  31,  1911  . . . 

19,  310.  82 
21,  .506.  21 

91.38 

2.  020.  28 

\ug  1,  1911,  to  Feb.  29,  1912  .  .  .  . . . . . . 

898. 03 

2,3.54.10 

Mar.  1  to  Aug.  31,  1912  . . . . . . 

20, 755.  58 

591.86 

2. 055. 06 

Sept  1,  1912,  to  Feb.  28,  1913  . . . - . 

20,  499.  74 

664.  59 

1,  655. 17 

45, 183.  63 
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13.  The  gross  sales  of  Conrad  &  Company,  the  partnership,  for  the 
period  from  1900  to  1917,  were  as  follows : 


1899-1900 

$304,  483.  65 

1900-1901 

270,  885.  21 

1901-1902 

301,  589.  84 

19021-1903 

307,  869.  46 

1903-1904 

357,  045.  48 

1904-1905  ..  _ 

353,  327.  00 

1905-1906 

492,  109.  94 

1906-1907 

592,  922.  88 

1907-1908  _ 

677,  229.  69 

1908-1909 

637,  059.  18 

1909-1910 

$745,  353. 18 

1910-1911 

776,  925.  73 

1911-1912 

950,  552.  40 

1912-1913 

911,  315.  47 

1913-1914 

990,  939.  48 

1914-1915 

1,  103,  804.  92 

1915-1916  _ 

1,268,513.93 

1916-1917 

1,  475,  926.  97 

Mar.  1  to  Nov.  1,  1917—  973,  385.  88 


14.  The  net  earnings  of  Conrad  &  Company,  the  partnership,  for 
the  period  from  August  1,  1900,  to  October  31,  1917,  were  as  follows : 


Aug.  1,  1900,  to  Jan.  31,  1901 _ 

Feb.  1,  to  July  31,  1901 _ 

Aug.  1,  1901,  to  Jan.  31,  1902 _ 

Feb.  1  to  July  31,  1902 _ 

Aug.  1,  1902,  to  Jan.  31,  1903 _ 

Feb.  1  to  July  31,  1903 _ 

Aug.  1,  1903,  to  Jan.  31,  1904 _ 

Feb.  1  to  July  31,  1904 _ 

Aug.  1,  1904,  to  Jan.  31,  1905 _ 

Feb.  1  to  July  31,  1905 _ 

Aug.  1,  1905,  to  Jan.  31,  1906 _ 

Feb.  1  to  July  31,  1906 _ 

Aug.  1,  1906,  to  Jan.  31,  1907_ 

Feb.  1  to  July  31,  1907 _ 

Aug.  1,  1907,  to  Jan.  31,  1908__ 

Feb.  1  to  July  31,  1908 _ 

Aug.  1,  1908,  to  Jan.  31,  1909— 

Feb.  1  to  July  31,  1909 _ 

Aug.  1,  1909,  to  Jan.  31,  1910 

F*eb.  1  to  July  31,  1910 _ 

Aug.  1,  1910,  to  Jan.  31,  1911_ 

Feb.  1  to  July  31,  1911 _ 

Aug.  1,  1911,  to  Feb.  29,  1912 _ 

Mar.  1  to  Aug.  31,  1912 _ 

Sept.  1,  1912,  to  Feb.  28,  1913- 

Mar.  1  to  Aug.  31,  1913 _ 

Sept.  1,  1913,  to  Feb.  28,  1914- 

Mar.  1  to  Aug.  31,  1914 _ 

Sept.  1,  1914,  to  Feb.  28,  1915—. 


_ $13,140.01 

$8,  951.  64 

16,  048.  83 

-  25,  000.  47 

8,  774.  24 
5,  883.  90 

-  14,  658. 14 

12,  662.  95 
12, 175.  68 

-  24,  838.  63 

8,  414.  86 

17,  779.  42 

-  26,  194.  28 

15,  404.  33 

13,  207.  59 

-  28,  611.  92 

12,  204.  82 

10,  976.  49 

-  23, 181.  31 

13.  686.  13 

11,  065.  84 

-  24,  751.  97 

4,  814.  28 
2,  847.  66 

-  7,  661.  94 

20,  354.  66 

21,  246.  47 

-  41,  601. 13 

32,  265.  65 
22, 199.  97 

-  54,  465.  62 

28,  558. 18 
46,  267.  26 

-  74,  825.  44 

34,  035.  83 
26,  997.  70 

■ -  61,  033.  53 

43. 171.  06 

56,  371.  03 

-  99,  542.  09 

59,  358  06 

57.  919.  71 

-  117,  277.  77 

86,  618.  57 
90,  613.  86 


Mar.  1  to  Aug.  31,  1915 _ 

Sept.  1,  1915,  to  Feb.  29,  1916 


177,  232.  43 
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Mar.  1  to  Aug.  31.  1916 _ *98,  879.  92 

Sept.  1.  1916,  to  Feb.  28.  1917 _  125.  674.  07 

_  v?224.  554.  59 

Mar.  1  to  Aug.  31.  1917 _  51,  990.  93 

Sept.  1.  1917.  to  Oct.  31 _  16,880.90 

- -  68,  871.  83 

15.  The  net  tangible  assets  of  Conrad  &  Company,  the  partnership, 
for  different  periods  from  August  1.  1900.  to  October  31.  1917.  were 
as  follows : 


August  1.  1900_ 
January  31.  1901. 

1902. 

1903. 

1904. 

1905. 

1906. 

1907. 

1908. 

1909. 

1910. 

1911. 

February  29.  1912- 
Februarv  28.  1913. 

1914_ 

1915. 

1916. 

1917. 

October  31.  1917 


*29.  055.  81 
38,  591.  81 
55,  029.  92 
52,  389.  41 
60.  091.  53 
77,  510.  73 
97.  346.  47 
112,  445.  41 
130.  306.  08 
135,  276.  73 
170,  595.  49 
201.  449.  58 
263, 117.  30 
292,  706.  34 

323,  354.  43 
388,  851.  96 
334.  575.  63 
252. 103.  82 

324.  394. 13 


16.  The  actual  cash  value  of  the  intangible  property  of  the  part¬ 
nership  at  November  1.  1917.  was  in  excess  of  $155,019.78. 

17.  During  the  taxable  vears  ended  Februarv  28.  1919.  and 
February  29.  1920.  the  petitioner  rented  land  and  buildings  for  use 
in  its  business,  which  were  assessed  in  1913  at  $871,000.  in  1919 
at  $939,000.  and  in  1920  at  si. 115.000.  The  practice  in  Boston  is  to 
assess  real  estate  at  its  full  value.  The  annual  amount  of  rent  paid 
by  the  petitioner  for  said  rented  property  during  the  taxable  years 


was  $60,160.44  for  1919  and  $63,621.68  for  1920. 

18.  On  February  28.  1918.  the  accounts  payable  of  the  petitioner 

for  merchandise,  rent  and  other  liabilities  amounted  to  $126,731.64. 

On  February  28.  1919.  such  accounts  payable  amounted  to  $95,659.86 

and  on  Februarv  28.  1920,  to  $114,714.79.  Included  in  its  assets 

% 

were  investments  in  bonds  as  follows:  February  28,  1918.  $96,790.05: 
Februarv  28.  1919.  $534,047.05:  Februarv  29.  1920.  $637,330.44.  The 

v  7  ’  /  • 

respondent  determined  its  invested  capital  for  the  fiscal  year  1919 
at  $404,593.88  and  for  the  fiscal  year  1920  at  $767,225.15. 

19.  The  net  earnings  and  gross  sales  of  the  petitioner  for  the  years 
ended  Februarv  28.  1919.  to  February  28.  1925.  were  as  follows: 


Net  income 

Gross  sales 

Net  income 

Gross  sales 

1919 . 

SI  *.2.  ."4.  17 

$1. 570.  950.  57 

1923. . 

$255, 426.  72 

$2.  677.  294.  O* 

1920 .  . 

223,514.38 

1.  968. 361.  68 

1924 . 

204, 034. 02 

2.  660.  001  W 

1921 

199.  820.41 

2.  342,  136.  92 

1925 . 

185.942.  23 

2.  603.  653.  49 

1922 . ' 

249.314.  18 

2. 629,  285.  02 
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OPINION. 


Phillips:  On  November  1,  1917.  the  petitioner  corporation  took 
over  the  business  theretofore  conducted  bv  S.  S.  Conrad  and  B.  B. 

4/ 

Conrad.  This  business  had  been  founded  about  1860  by  D.  Conrad, 
father  of  S.  S.  and  B.  B.  Conrad.  Just  how  or  when  they  came  into 
the  business  is  not  shown,  but  it  does  appear  that  after  1900  they 
were  the  owners.  We  are  here  concerned  with  the  determination  of 
the  invested  capital  of  the  petitioner  for  the  fiscal  years  ended 
February  28,  1919,  to  February  28,  1922,  inclusive.  The  determina¬ 
tion  of  the  issue  involves  consideration  of  sections  326  and  331  of 
the  Revenue  Acts  of  1918  and  1921,  which  are  identical  so  far  as 
concerns  the  parts  we  must  consider.  The  material  portions  of  those 
sections  provide  as  follows: 


Sec.  326.  (a)  That  as  used  in  this  title  the  term  “invested  capital”  for 
any  year  means  (except  as  provided  in  subdivisions  (b)  and  (c)  of  this 


section)  : 

(1)  Actual  cash  bona  tide  paid  in  for  stock  or  shares: 

(2)  Actual  cash  value  of  tangible  property,  other  than  cash,  bona  tide  paid 

in  for  stock  or  shares,  at  the  time  of  such  payment,  but  in  no  case  to  exceed 
the  par  value  of  the  original  stock  or  shares  specifically  issued  therefor,  unless 
the  actual  cash  value  of  such  tangible  property  at  the  time  paid  in  is  shown 
to  the  satisfaction  of  the  Commissioner  to  have  been  clearly  and  substantially 
in  excess  of  such  par  value,  in  which  case  such  excess  shall  be  treated  as 
paid-in  surplus :  *  *  * 

(3)  Paid-in  or  earned  surplus  and  undivided  profits;  not  including  surplus 
and  undivided  profits  earned  during  the  year ; 


(5)  Intangible  property  bona  tide  paid  in  for  stock  or  shares  on  or  after 
March  3,  191  <,  in  an  amount  not  exceeding  (a)  the  actual  cash  value  of  such 
property  at  the  time  paid  in,  (b)  the  par  value  of  the  stock  or  shares  issued 
therefor,  or  (c)  in  the  aggregate  25  per  centum  of  the  par  value  of  the  total 
stock  or  shares  of  the  corporation  outstanding  at  the  beginning  of  the  taxable 
year,  whichever  is  lowest:  Provided ,  That  in  no  case  shall  the  total  amount 
included  under  paragraphs  (4)  and  (5)  exceed  in  the  aggregate  25  per  centum 
of  the  par  value  of  the  total  stock  or  shares  of  the  corporation  outstanding  at 
the  beginning  of  the  taxable  year ;  but 

******* 


Sec.  331.  In  the  case  of  the  reorganization,  consolidation,  or  change  of 
ownership  of  a  trade  or  business,  or  change  of  ownership  of  property,  after 
March  3,  191  (,  if  an  interest  or  control  in  such  trade  or  business  or  property 
of  oO  per  centum  or  more  remains  in  the  same  persons,  or  any  of  them,  then  no 
asset  transferred  or  received  from  the  previous  owner  shall,  for  the  purpose 
of  determining  invested  capital,  be  allowed  a  greater  value  than  would  have 


been  allowed  under  this  title  in  computing  the  invested  capital  of  such  previous 
owner  if  such  asset  had  not  been  so  transferred  or  received  :  Provided,  That  if 
such  previous  owner  was  not  a  corporation,  then  the  value  of  any  asset  so 
transferred  or  received  shall  be  taken  at  its  cost  of  acquisition  (at  the  date 
I yy hen  acquired  by  such  previous  owner)  with  proper  allowance  for  deprecia- 
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tion,  impaii  merit,  betterment  or  development,  but  no  addition  to  tbe  original 
cost  shall  be  made  for  any  charge  or  expenditure  deducted  as  expense  or 
otherwise  on  or  after  March  1,  1913,  in  computing  the  net  income  of  such 
previous  owner  for  purposes  of  taxation. 


The  previous  owner  of  the  business  or  property  which  changed 
ownership  having  been  a  partnership,  the  effect  of  section  331  was 
such  that  no  asset  acquired  from  the  partnership  may  be  taken  by 
the  corporation  in  computing  its  invested  capital,  at  a  greater  value 
than  its  cost  of  acquisition  to  the  previous  owner  with  proper  allow¬ 
ance  for  the  elements  specified  in  the  concluding  clauses  of  that  sec¬ 
tion.  It  would  appear  to  follow  that  if,  as  the  respondent  contends, 
the  good  will  of  the  partnership  cost  the  partners  nothing,  no 
amount  may  be  taken  into  the  invested  capital  of  the  petitioner  for 
that  asset.  For  the  purposes  of  the  discussion  immediately  following, 
we  shall  assume  that  the  Commissioner  is  correct  in  his  determina¬ 
tion  that  the  good  will  cost  the  partnership  nothing. 

In  the  instant  case  the  Commissioner  has  computed  the  invested 
capital  of  the  petitioner  by  taking  the  par  value  of  its  capital  stock, 
adding  thereto  the  surplus  at  the  beginning  of  the  respective  years 
and  deducting  therefrom  $155,019.78,  the  amount  at  which  the  good 
will  of  the  predecessor  partnership  was  set  up  on  the  books  to  offset 
the  accounts  payable  which  were  assumed  on  organization.  It  is 
the  contention  of  the  petitioner  that  its  stock  was  issued  for  tangible 
assets  and  that  no  part  of  its  stock  was  issued  for  intangibles;  that 
such  intangibles  were  acquired  for  cash  or  its  equivalent  (assumption 
and  payment  of  debts)  and  that  its  invested  capital  was  improperly 
reduced  by  the  amount  paid  for  good  will. 

Ordinarily  the  acquisition  of  assets  for  cash  or  its  equivalent 
would  not  change  invested  capital  and  it  is  upon  the  application  of 
such  a  rule  that  petitioner  must  rely.  We  are  of  the  opinion,  how¬ 
ever,  that  section  331  provides  a  contrary  rule  where  such  assets 

<u  c*  acquiied  fiom  those  who  own  and  continue  to  own  a  majority 
of  the  stock. 

Tins  petitioner  issued  its  capital  stock  for  tangible  assets  which 
had  cost  the  partners  $562,265.20  and  which  had  a  value  of  that 


amount  at  that  time.  Had  this  been  the  sole  transaction  there 
could  be  no  doubt  that  the  invested  capital  was  $562,265.20.  At  the 
same  time  the  petitioner  paid  out,  or  agreed  to  pay  out  of  such 
assets,  $155,019.78  for  an  intangible  asset  owned  by  the  partnership 
which  had  cost  the  partnership  nothing.  It  will  be  conceded,  we 
believe,  that  if  the  petitioner  had  issued  its  capital  stock  for  $562,- 
26a. 20  of  tangible  assets  and  had  immediately  distributed  to  the 
paitneis  $155.019. <8  in  cash,  the  invested  capital  would  have  to  be 
reduced  by  the  amount  of  such  distribution,  whether  or  not  any 
part  of  the  stock  issued  was  canceled.  The  definition  of  invested 
capital  must  necessarily  contemplate  that  amounts  which  might 
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otherwise  have  been  included  in  invested  capital  are  to  be  reduced 
by  amounts  which  are  withdrawn  by  the  stockholders.  If  the 
original  invested  capital  is  impaired  by  distributions  to  the  stock¬ 
holders,  it  must  be  reduced  by  reason  thereof.  If  the  law  were  other¬ 
wise,  fictitious  invested  capital  would  be  built  up  by  large  amounts 
paid  in  for  stock,  perhaps  of  no  par  value,  or  as  paid-in  surplus 
which  would  be  immediately  returned  to  the  stockholders  or  used 
to  purchase  assets  from  the  stockholders  at  an  inflated  price. 

It  makes  no  difference,  for  the  purpose  of  computing  invested 
capital,  whether  a  corporation  distributes  a  part  of  its  capital  assets 
to  its  stockholders  and  receives  nothing  therefor  or  whether  it  uses  a 
part  of  such  capital  assets  to  acquire  from  its  stockholders  something 
which  the  statute  says  may  not  go  into  invested  capital.  Section  331 
is  not  confined  in  its  operation  to  property  acquired  for  stock  or  even 
to  property  acquired  by  a  corporation  upon  organization.  It  covers 
any  change  of  owmership  of  property  after  March  3,  1917,  where  an 
interest  or  control  in  such  property  of  50  per  centum  or  more  re¬ 
mains  in  the  same  persons.  It  follows  that  whenever  a  corporation 
purchases  assets  from  majority  stockholders,  such  assets  go  into  in¬ 
vested  capital  at  not  more  than  their  cost  to  such  stockholders,  re¬ 
gardless  of  the  amount  at  which  the  consideration  paid  might  have 
gone  into  invested  capital.  We  are  of  the  opinion  that  the  Commis¬ 
sioner  correctly  adjusted  invested  capital  by  excluding  from  the 
computation  any  value  for  the  good  will  acquired  from  the  partner¬ 
ship,  if  he  is  correct  in  holding  that  such  good  will  had  no  cost. 

The  petitioner  claims,  in  the  alternative,  that  the  good  will  had 
cost  the  partnership  at  least  $155,019.78  and  that  it  had  a  greater 
value  when  transferred  to  the  corporation.  It  is  not  seriously  con¬ 
tended  that  the  good  will  value  did  not  exist,  the  respondent  placing 
his  reliance  upon  the  absence  of  any  cost.  Petitioner  relies  upon  the 
amounts  expended  for  advertising  and  the  cost  of  its  adjustment 
policy  as  establishing  such  cost.  There  is  no  showing  whether  the 
amounts  expended  for  these  purposes  were  deducted  by  the  partners 
after  March  1,  1913,  in  computing  their  net  income  for  taxation. 
The  books  indicate  that  they  were  charged  off  to  profit  and  loss  on 
the  firm’s  accounts  and  presumably  they  were  deducted  by  the  part¬ 
ners  in  computing  taxable  income.  The  brief  of  petitioner’s  counsel 
so  assumed  and  in  any  event  the  burden  was  on  it  to  establish  the 
contrary.  The  question  then  is,  how  much  of  the  expenditures  made 
prior  to  March  1,  1913,  for  advertising  and  for  adjusting  the  com¬ 
plaints  of  customers  represents  cost  of  the  good  will  transferred  in 
November,  1917?  Petitioner  urges  that  as  a  minimum  cost  it  should 
include  the  amounts  expended  from  1900  to  1913  for  so-called  insti¬ 
tutional  advertising  and  the  amounts  expended  from  1908  to  1913  for 
adjustment  of  complaints.  It  also  seeks  to  include  a  part  of  the 
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amount  spent  for  newspaper  advertising.  Recognizing  that  all  such 
expenditures  are  in  part  designed  to  stimulate  current  sales  and  in 
part  to  build  up  good  will,  we  know  of  no  basis  upon  which  a  division 
may  be  made.  We  are  satisfied  that  it  did  cost  the  previous  owners 
a  substantial  amount  to  build  up  the  good  will  which  the  business 
enjoyed  in  1917,  but  we  are  also  satisfied  that  the  amount  of  such 
cost  can  not  be  determined.  Sections  327  and  328  of  the  Revenue 
Act  were  designed  to  care  for  such  cases.  N  orthwestern  Yeast  Co., 
5  B.  T.  A.  232.  The  petitioner  is  entitled  to  a  computation  of  its 
tax  under  section  328  of  the  statute,  if  any  relief  is  afforded  thereby. 
It  is  conceded  that  for  the  fiscal  years  1921  and  1922,  the  application 
of  section  328  would  not  reduce  the  tax.  The  first  hearing  having 
been  limited  to  the  trial  of  the  issues  specified  in  subdivisions  (a) 
and  (b)  of  Rule  62  of  the  Board,  further  proceedings  as  to  years 
other  than  1921  and  1922  will  be  in  accordance  with  subdivision  (c) 
of  that  rule. 

Reviewed  by  the  Board. 

Decision  will  be  entered  for  the  respondent 
in  Docket  No.  100’$.  In  Docket  Nos.  18293 
and  19582  further  proceedings  will  be  in 
accordance  with  Rule  62. 


Weill- Jamison  Co.,  Inc.,  Petitioner,  v.  Commissioner  of  Inter¬ 
nal  Revenue,  Respondent. 

Docket  No.  9645.  Promulgated  October  31,  1928. 

Personal  Service. — Petitioner  did  not  buy  and  sell  merchandise 
nor  trade  as  a  principal ;  it  rendered  the  purely  personal  service 
of  soliciting  orders  for  textiles ;  its  income  was  derived  from 
commissions  earned  from  such  personal  service,  except  for  interest 
incidentally  earned  upon  accumulated  profits  of  the  business ;  it 
did  not  use  capital  in  its  business  as  a  selling  agent ;  and  its  stock¬ 
holders  were  regularly  and  actively  engaged  in  the  conduct  of  its 
affairs.  Held,  that  petitioner  is  entitled  to  personal  service 
classification. 

Charles  R.  Coulter,  Esq.,  and  F .  M.  Goodwin,  Esq.,  for  the  peti¬ 
tioner. 

M.  N.  Fisher,  Esq.,  for  the  respondent. 


This  jiroceeding  is  from  respondent's  determination  of  deficiencies 
in  income  and  profits  taxes  in  the  amount  of  $30,984.44  for  the  cal¬ 
endar  year  1919,  and  $49,687.14  for  the  period  from  January  1,  1920, 
to  May  31,  1920. 

The  petitioner  alleges  that  respondent  erred  as  follows: 

1.  That  he  denied  petitioner  personal  service  classification  as  de¬ 
fined  by  section  200  of  the  Revenue  Act  of  1918. 
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2.  That  upon  the  failure  to  allow  personal  service  classification, 
he  denied  petitioner  a  determination  of  its  tax  liability  under  the 
provisions  of  sections  327  and  328  of  the  Revenue  Act  of  1918,  it  being 
alleged  that  petitioner’s  invested  capital  can  not  be  determined  pur¬ 
suant  to  section  326  of  the  said  Act ;  and 

3.  That  he  reduced  petitioner’s  invested  capital  by  prorating  prior 
years’  taxes. 

FINDINGS  OF  FACT. 

Weill-Jamison  Co.,  Inc.,  the  petitioner  herein,  was  organized  under 
the  laws  of  the  State  of  New  York,  in  July,  1917,  with  an  authorized 
capital  stock  of  1,000  shares,  being  of  the  par  value  of  $100  each, 
and  it  was  dissolved  in  August,  1920.  From  the  time  of  its  organi¬ 
zation  to  and  including  May  31,  1920,  upon  which  latter  date  it  ceased 
to  engage  actively  in  any  business,  it  was  engaged  in  the  business  of 
selling  textiles  under  contract  as  a  mill  agent  on  a  commission  basis. 
The  outstanding  capital  stock  during  petitioner’s  existence  was 
$20,000  issued  to  Isaac  Weill,  Emmanuel  Weill,  William  D.  Jamison 
and  B.  H.  Bristow  Draper,  in  equal  proportions,  for  which  each 
paid  $5,000  in  cash.  Isaac  Weill,  Emmanuel  Weill,  and  William 
Jamison  were  the  officers  and  directors  of  petitioner,  but  Jamison, 
secretary  and  treasurer,  was  the  only  officer  who  received  a  fixed 
salary,  which  amounted  to  about  $15,000  per  annum.  All  four  stock¬ 
holders  shared  equally  in  dividends. 

Prior  to  the  organization  of  petitioner,  I.  Weill  and  E.  Weill,  as 
copartners  under  the  firm  name  of  I.  and  E.  Weill,  conducted  a 
business  of  selling  textiles  on  a  commission  basis  under  contracts 
with  certain  mills  for  the  sale  of  their  entire  output,  and  William  D. 
Jamison  was  a  representative  of  the  firm.  At  or  about  the  time  of 
incorporation,  I.  and  E.  Weill  assigned  to  petitioner  their  contract 
with  the  Pilgrim  Mills,  a  corporation  of  Fall  River,  Mass.,  giving  I. 
and  E.  Weill  an  exclusive  sales  agency  of  the  mill’s  entire  output,  and 
they  also  assigned  to  petitioner  the  lease  for  offices  at  320  Broadway, 
New  York  City,  for  which  petitioner  agreed  to  pay  I.  and  E.  Weill 
$90,000  in  equal  monthly  installments  of  $1,500  each.  The  said  con¬ 
tract  was  entered  into  on  January  28,  1915,  effective  on  June  2, 
1915,  and  to  be  terminated  on  June  2,  1918,  provided  that  notice  be 
given  prior  to  February  1,  1918,  by  either  party  to  so  terminate 
the  contract,  and  provided  further,  that,  in  the  event  no  such  notice 
be  given,  the  contract  be  continued  thereafter  from  year  to  year. 
Under  date  of  September  15,  1917,  the  petitioner,  the  Pilgrim  Mills 
and  I.  and  E.  Weill  as  copartners  entered  into  an  agreement  whereby 
petitioner  was  substituted  for  I.  and  E.  Wejl  as  party  to  said  con¬ 
tract  of  January  28,  1915.  Subsequently  the  contract  of  January  28, 
1915,  was  canceled  by  a  new  contract  entered  into  on  January  2,  1918, 
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between  petitioner  and  the  Pilgrim  Mills,  which  new  contract  was 
similar  in  all  respects  to  the  canceled  contract  except  that  it  be 
terminated  on  December  31,  1920,  if  notice  be  given,  and  if  not,  that 
it  be  continued  thereafter  from  year  to  year. 

Under  date  of  September  1,  1917,  petitioner  entered  into  a  contract 
with  the  Queen  City  Cotton  Co.  of  Burlington,  Vt.,  for  the  exclusive 
sales  agency  of  that  mill’s  entire  output  for  a  period  from  the  date 
of  the  contract  and  terminating  on  September  1,  1920,  if  proper 
notice  be  given,  and  if  not,  continuing  thereafter  from  year  to  year. 

The  two  contracts  of  January  2,  1918,  and  September  1,  1917,  which 
were  in  effect  during  the  periods  in  question,  were  similar  in  material 
respects  except  as  to  one  matter  hereafter  set  forth,  and  provided, 
briefly,  that  petitioner  sell  the  entire  output  of  the  mills  at  prices 
fixed  by  the  mills;  that  petitioner  give  the  mills  the  benefit  of  its 
knowledge  of  the  condition  of  the  market  and  styles  and  also  its 
advice  as  to  the  nature  of  the  textiles  to  be  produced ;  that  petitioner 
continue  to  furnish  the  services  of  William  D.  Jamison  its  secretary 
and  treasurer;  that  the  mills  pay  expenses  of  collection  of  accounts 
where  goods  do  not  meet  requirements  of  the  agreement  of  sales; 
that  petitioner  guarantee  all  accounts  and  that  petitioner  receive  a 
specified  commission.  The  Pilgrim  Mills  contract  provides  that 
petitioner  u  render  accounts  current  semi-annually,  and  account  sales 
monthly  as  near  the  first  of  the  month  as  possible,  and  to  make 
remittances  *  *  *  (to  the  mill)  on  or  before  the  fifteenth  of 

each  month,  in  such  amounts  as  may  be  found  due  ”  the  mill.  The 
Queen  City  Cotton  Co.  contract  provides  that  the  mill  “do  all  bill¬ 
ing  and  collecting  and  will  render  to  *  *  *  (petitioner)  a  de¬ 

tailed  statement  daily  of  all  goods  charged  and  also  overdue 
accounts,”  and  further,  “  to  render  a  monthly  statement  of  sales  and 
to  render  to  *  *  *  (petitioner)  all  commissions  due  for  pre¬ 

ceding  month.” 

Under  date  of  January  2,  1919,  petitioner  and  I.  Weill,  E.  Weill, 
B.  H.  Bristow  Draper  and  William  D.  Jamison  entered  into  an 
agreement  canceling  the  agreement  of  1917  between  petitioner  and 
I.  and  E.  Weill  in  so  far  as  it  made  petitioner  liable  for  the  payment 
of  $90,000  for  the  assignment  of  the  Pilgrim  Mills  contract  of 
January  28,  1915.  Petitioner  did  not  purchase  and  sell  any  mer¬ 
chandise  on  its  own  account,  but  merely  solicited  and  obtained  orders 
for  the  products  of  the  Pilgrim  Mills  and  Queen  City  Cotton  Co. 
under  contract  and,  also,  during  the  latter  part  of  its  existence 
petitioner  obtained  a  small  amount  of  orders  for  the  products  of 
the  Alta  Vista  Mills,  with  which  mill  it  had  no  contract.  Petitioner 
received  a  commission  of  3  per  cent  on  sales  which  was  its  only 
income  except  interest  derived  on  its  bank  balance  and  from  United 
States  Liberty  bonds  in  which  it  invested  a  portion  of  its  surplus 
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earnings.  Petitioner  obtained  orders  with  complete  specifications, 
prices,  customer’s  name,  etc.,  which  orders  were  numbered  consecu¬ 
tively  and  sent  to  the  respective  mills  for  filling.  The  mills  either 
consigned  the  merchandise  to  petitioner,  who  in  turn  invoiced  it  to 
the  customers,  or  the  mills  consigned  it  direct  to  the  customers.  Some 
collections  were  made  by  the  mills  and  some  by  petitioner  who  made 
regular  remittances  to  the  mills.  Between  the  fifteenth  and  twentieth 
of  each  month  a  settlement  was  made  by  petitioner  with  the  mills  of 
all  moneys  due  for  the  previous  month’s  sales,  but  petitioner’s  collec¬ 
tions  were  always  in  excess  of  amounts  due  the  mills  for  any  one 
month.  Petitioner  did  not  remit  to  the  mills  in  advance  of  making 
collections. 

Petitioner  employed  in  its  office  a  combined  stenographer  and 
bookkeeper,  a  telephone  operator,  and  a  clerk.  It  never  employed 
brokers,  although  sales  were  made  through  brokers,  who  represented 
purchasers. 

Petitioner’s  gross  sales  for  1919  amounted  to  $4,122,526.83  and 
the  total  brokerage  paid  during  1919  amounted  to  $24,527.01,  which 
latter  figure  represents  1  per  cent  of  the  gross  sales  on  which  brokers 
received  commissions.  For  the  period  of  1920,  here  involved,  peti¬ 
tioner’s  gross  sales  amounted  to  $2,903,821.82  and  the  total  brokerage 
paid  amounted  to  $17,699.55.  Some  of  the  petitioner’s  customers 
employed  brokers  regularly  to  keep  them  posted  with  the  market 
and  to  make  purchases,  and  it  was  the  custom  of  the  trade  for  such 
brokers  to  receive  the  regular  commission  on  purchases  made  by  such 
customers,  although  the  brokers  had  no  part  in  the  sales  made  by 
petitioner.  In  instances  where  a  prospective  purchaser’s  broker  came 
to  petitioner  and  a  sale  was  made,  petitioner  paid  the  broker  a 
commission  in  accordance  with  the  custom  of  the  trade.  Whenever 
brokers  or  customers  went  to  the  mills  direct  for  quotations  or  the 
purchase  of  merchandise  they  were  always  referred  to  petitioner,  due 
to  the  exclusive  sales  contracts. 

During  the  periods  here  in  question  William  D.  Jamison  devoted 
his  entire  time  and  attention  to  the  business  of  petitioner  and  was 
in  charge  of  the  office.  He  made  sales  and  also  called  on  prospects 
and  closed  prospective  deals  given  him  by  the  other  stockholders. 
I.  Weill  and  E.  Weill  continued  their  partnership  business  of  selling 
textiles  of  the  Waypoyset  Manufacturing  Co.  under  contract,  but  also 
kept  in  constant  touch  with  the  affairs  of  petitioner,  made  sales  for 
petitioner,  and  gave  Jamison  leads  as  to  prospective  customers. 
B.  H.  Bristow  Draper  was  sales  manager  for  the  Draper  Corporation, 
a  large  machinery  concern,  which  position  kept  him  on  the  road  visit¬ 
ing  cotton  mills  a  great  part  of  the  time,  and  he  also  had  several 
other  business  activities.  Drapet  gave  petitioner  the  benefit  of  his 
experience  and  knowledge  as  to  styles,  etc.,  of  textiles  that  other  mills 
19752 — 28 - 8 
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w'jie  producing,  which  enabled  petitioner  to  properly  advise  the 
mills  as  to  the  kinds  of  textiles  to  be  produced.  Petitioner  declared 
dividends  in  proportion  to  stockholding  but  a  surplus  was  main¬ 
tained  in  cash  in  the  bank  on  which  interest  was  derived.  When 
petitioner  had  sold  textiles  in  a  quantity  equal  to  the  year’s  produc¬ 
tion  capacity  of  the  mills  it  represented,  its  work  for  those  mills  was 
completed  for  that  particular  year. 

Petitioner’s  books  of  account  have  not  been  submitted  in  evidence, 
but  its  i etui n  for  the  year  1919  contains  the  following  statements: 


Ordinary  and  necessary  expenses 

Rent _ _ 

Telephone  and  telegraph _ 

Traveling  expenses _ 

Advertising _ 

Salaries _ 

Miscellaneous _ 

Brokerage _ 


$1.  870.  00 
659.  88 
2.  275.  00 
400.  00 
4,  073.  00 
1,  100. 19 
24,  527.  01 


Total 


34,  905.  08 


Compensation  of  officers 


W.  D.  Jamison,  treasurer,  complete  time  devoted.  Shares  owned. 
50.  Total  salary _ 


$15,  000.  00 


Exhaustion,  wear,  and  tear 


Character 

Estimated  life 

Value 

« 

Deprecia¬ 
tion  for 
t  his  year 

Previous 

years 

Furniture  and  fixtures  . 

10  Years 

$1, 397.  35 

$139.  74 

$107. 89 

Comparative  balance  sheets  as  at  January  1,  1919,  and  January  1,  1920 


Jan.  1,  1920  Jan.  1,  1919 


ASSETS 

Cash. . 

•Anticipated  collections  paid  to  mills . 

Liberty  bonds . . 

Furniture  and  fixtures .  ’ 

Good  will . ”  ' 

Total  assets . . 


LIABILITIES 

Capital  stock  outstanding . 

Members’  capital  accounts: 

I.  Weill . 

E.  Weill . 

B.  II.  Draper . 

W.  D.  Jamison . 

Reserve  for  depreciation,  furniture,  and  fixtures 

Total  liabilities . 


$35, 071. 80 

53, 908. 42 

75,  000.  00 
1.397.35 

6.  000.00 

$40,  391.60 
26, 966.  67 
35,  000.  00 
1 , 07S.  85 
6,000.00 

171, 977.  57 

109,  437. 12 

20,  000.  00 

20.  000.  00 

37, 932.  48 

37,  932.  49 

37, 932.  49 
37,932.48 
247.  63 

22,  332. 31 

22. 332. 31 
22,  332.  30 

22.332.31 
107.89 

171,977.57 

109,  437. 12 

;eJ°mpamtl'edmMDCe  sh,eets  the  ltem  termed  “Anticipated  collections  paid  to  mills”  should  be 
rP^vflh  finHbreCeiVatb  6’  on  sales  made  but  on  which  petitioner  had  not  made  collection.  Accounts 
\  v  i  accoJlnts  Payable  are  not  shown  on  the  above  balance  sheets  for  the  reason  that  accounts 
receu  able  from  customers  less  commissions,  offset  accounts  payable  to  the  mills. 
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Analysis  of  members'  net  icorth  accounts 

Members’  net  worth,  January  1,  1919 _ $89,  329.  23 

Net  profit  for  year  1919 _  84,  400.  71 


Total -  173,729.94 

Dividends  paid  April  30,  1919 _ $6,  000.  00 

Dividends  paid  July  31,  1919 _  8,  000.  00 

Dividends  paid  Sept.  30,  1919 _  8,  000.  00 

-  22,' 000.  00 

Members’  net  worth,  January  1,  1920 _  151,  729.  94 


Petitioner's  net  income  as  adjusted  by  respondent  amounted  to 
$85,040.52  for  the  calendar  year  1919,  and  $117,674.95  for  the  fiscal 
period  January  1,  1920,  to  May  31,  1920. 

Petitioner  did  not  use  capital,  either  invested  or  borrowed,  in  the 
conduct  of  its  sales  agency  business.  Each  year’s  profits  were  par¬ 
tially  distributed  to  the  stockholders,  partially  invested  in  Liberty 
bonds  and  the  balance  kept  in  banks  for  the  purpose  of  drawing 
interest,  but  such  cash  surplus  was  not  used  in  the  business. 

The  respondent  has  disallowed  petitioner  personal  service  classifica¬ 
tion,  has  computed  its  invested  capital  under  section  326  of  the 
Revenue  Act  of  1918,  and  in  so  doing  has  allowed  a  paid-in  surplus 
of  $64,800  apparently  for  the  value  of  the  contract  acquired  by 
petitioner  from  I.  and  E.  Weill,  but  the  consideration  for  which  was 
canceled  as  of  January  1,  1919.  The  respondent  has  also  prorated 
prior  years’  taxes  as  provided  by  regulations,  thus  reducing  invested 
capital. 

OPINION. 

Teussell:  In  order  to  classify  petitioner  as  a  personal  service 
corporation,  it  must  meet  all  the  requirements  of  section  200  of  the 
Revenue  Act  of  1918,  which  defines  a  personal  service  corporation  as 
one  whose  income  is  to  be  ascribed  primarily  to  the  activities  of  the 
principal  owners  or  stockholders  who  are  themselves  regularly  en¬ 
gaged  in  the  active  conduct  of  the  affairs  of  the  corporation  and  in 
which  capital,  whether  invested  or  borrowed,  is  not  a  material  income- 
producing  factor. 

The  business  of  petitioner  consisted  of  soliciting  orders  for  the 
textiles  produced  by  the  mills  it  represented  as  selling  agent.  Its 
income  is  to  be  ascribed  primarily  to  commissions  earned  upon  sales 
of  textiles  for  the  mills  and  those  sales  were  due  to  the  activities  of 
the  four  stockholders.  Jamison  was  in  charge  of  the  office  and  at¬ 
tended  to  all  the  details  of  the  business,  for  which  services  he  received 
a  salary.  I.  Weill  and  E.  Weill,  although  engaged  in  other  business 
activities,  kept  in  close  touch  with  the  affairs  of  petitioner,  made  sales 
and  gave  Jamison  leads  as  to  prospective  customers.  Draper  Avas 
engaged  in  other  business  activities,  but  such  activities  enabled  him  to 
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keep  petitioner  posted  at  all  times  as  to  market  conditions,  change  in 
styles,  etc.,  of  textiles  which  was  a  service  as  valuable  as  the  making 
of  sales  for  it  was  necessary  for  petitioner  to  advise  the  mills  as  to 
the  best  and  most  marketable  style,  color,  etc.,  of  textiles  to  produce. 
It  w as  not  necessary  for  I.  and  E.  Weill  and  Draper  to  devote  their 
entire  time  to  the  business  of  petitioner  for  as  soon  as  petitioner  had 
secured  orders  for  a  quantity  of  textiles  equal  to  the  year’s  produc¬ 
tion  c&pacity  of  the  mills,  the  petitioner’s  work  for  those  mills  was 
completed  for  that  year.  The  activities  of  all  four  stockholders 
resulted  in  the  sale  of  the  entire  output  of  certain  mills,  which  was 
the  only  business  of  petitioner,  and  all  four  stockholders  were 
actively  and  regularly  engaged  in  the  particular  business  of  petitioner. 

Capital  was  not  a  material  income-producing  factor.  Neither  the 
cash  paid  in  for  stock  nor  the  accumulated  surplus  was  used  in  peti¬ 
tioner  s  business  of  selling  textiles  for  the  mills.  Petitioner  did  not 
remit  to  the  mills  in  advance  of  making  collections  from  customers. 
Its  collections  exceeded  the  amounts  due  the  mills  on  regular  monthly 
settlements,  which  were  made  between  the  fifteenth  and  twentieth  of 
each  month  for  the  preceding  month’s  sales.  The  profits  which  were 
not  distributed  as  dividends  were  either  invested  in  Liberty  bonds 
or  kept  in  banks  and  the  surplus  was  considered  as  the  members’ 
(stockholders’)  net  worth. 

I.  and  E.  Weill’s  assignment  of  the  Pilgrim  Mills  contract  to  peti¬ 
tioner  for  $90,000  to  be  paid  in  monthly  installments  of  $1,500  each 
was  merely  a  method  by  which  I.  and  E.  Weill  were  to  secure  a 

larger  portion  of  profits  from  the  business,  but  shortly  after  the 

*  */ 

assignment  the  contract  so  assigned  was  canceled  and  I.  and  E. 
Weill  entered  into  an  agreement  with  petitioner  relieving  it  of  its 
obligation  to  pay  the  said  $90,000. 

The  courts  have  held  that  the  language  used  in  section  200  is 
”  regularly  engaged  ”  not  “  exclusively  engaged  ”  and  may  not  be 
L  ^  as  to  exclude  all  outside  activities,  that  the 

presence  of  capital  does  not  affect  personal  service  classification  if 
it  is  not  a  material  factor  in  the  production  of  the  corporation’s 
income  and  that  the  distinction  between  personal  service  corpora¬ 
tions  and  those  which  are  not,  is  income  earned  by  personal  effort 
and  income  earned  by  capital  through  trading  a,s  a  principal,  re¬ 
spectively.  See  Fuller  &  Smith  v.  Routzahn ,  23  Fed.  (2d)  959; 
Ilarry  S\  Kaufman ,  Ltd.  v.  Commissioner ,  24  Fed.  (2d)  44;  Alex¬ 
ander  d  Gan'ett  v.  United  States ,  21  Fed.  (2d)  547;  Geo.  B.  Rioaby 
Co.  v.  Rants,  19  Fed.  (2d)  271;  Posse-Nissen  School  of  Physical 
Education ,  Inc.,  v.  United  States,  IT.  S.  Dist.  Ct.,  Dist.,  Mass., 
decided  April  10,  1928. 

Petitioner  did  not  buy  and  sell  merchandise  nor  trade  as  a  prin¬ 
cipal;  it  rendered  the  purely  personal  service  of  soliciting  orders  for 
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textiles;  its  income  was  derived  from  commissions  earned  from  such 
personal  service,  except  for  interest  incidentally  earned  upon  the 
accumulated  profits  of  the  business ;  it  did  not  use  capital  in  its  busi¬ 
ness  as  a  selling  agent;  and  its  stockholders  were  regularly  and 
actively  engaged  in  the  conduct  of  its  affairs.  We  are  of  the  opin¬ 
ion  that  petitioner  is  entitled  to  be  classified  as  a  personal  service 
corporation  for  the  periods  here  in  question,  and  having  so  decided, 
it  is  not  necessary  to  discuss  the  other  two  issues  relative  to  invested 
capital. 

Reviewed  by  the  Board. 

Judgment  will  be  entered  for  the  petitioner. 

Trammell,  Morris,  Green,  and  Murdock  dissent. 


David  Berg  Industrial  Alcohol  Co.,  Petitioner,  v.  Commissioner 

of  Internal  Revenue,  Respondent. 

Docket  No.  13102.  Promulgated  November  1,  1928. 

The  transaction  involved  herein  held  to  be  a  sale  made  in  good 
faith  on  which  the  petitioner  sustained  a  loss  which  it  is  entitled  to 
deduct  from  gross  income  for  1921. 

A.  E.  James ,  Esq.,  Cecil  Page ,  Esq.,  Howard  H.  Yocum,  Esq.,  and 
George  R.  Beneman,  Esq.,  for  the  petitioner. 

Shelby  S.  Faulkner,  Esq.,  and  Clark  T.  Brown,  Esq.,  for  the 
respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in  income 
and  profits  taxes  asserted  by  the  respondent  for  the  year  1921  in 
the  amount  of  $58,727.15.  So  much  of  the  deficiency  is  in  contro¬ 
versy  as  arises  from  the  disallowance  by  the  respondent  of  a  deduc¬ 
tion  of  $189,257.53  taken  by  the  petitioner  in  its  return  for  1921  on 
account  of  a  loss  alleged  to  have  been  sustained  on  the  sale  of  its 
interest  in  the  tank  steamer  Philip  Publicker. 

findings  of  fact. 

The  petitioner  is  a  Pennsylvania  corporation  with  its  principal 
office  and  place  of  business  at  Philadelphia,  and  it  is  and  was  during 
the  years  1920  and  1921  engaged  in  manufacturing  alcohol  for  indus¬ 
trial  use. 

On  April  19,  1920,  the  petitioner  entered  into  a  written  contract 
with  the  McDougall-Duluth  Shipbuilding  Co.  of  Duluth,  Minn.,  for 
the  construction  of  a  tank  steamer  designed  to  carry  molasses,  which 
is  the  prinicpal  ingredient  used  in  the  manufacture  of  commercial 
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alcohol,  from  Cuba  to  the  petitioner’s  plant.  About  that  time,  or 
shortly  thereafter,  the  officers  of  the  Publicker  Commercial  Alcohol 
Co.  expressed  a  desire  to  acquire  for  their  company  a  one-half 
interest  in  the  tank  steamer  for  which  the  petitioner  had  contracted, 
and  an  agreement  was  entered  into  between  the  petitioner  and  the 
Publicker  Commercial  Alcohol  Co.  that  the  latter  company  should 
pay  one-half  of  the  cost  of  said  tank  steamer  for  a  half  interest 
therein. 

The  said  tank  steamer,  which  was  known  as  the  Philip  Publicker, 
was  completed  and  delivered  in  September,  1920.  For  convenience 
and  for  the  purpose  of  limiting  the  liability  of  the  petitioner  and  the 
Publicker  Commercial  Alcohol  Co.  in  the  event  of  marine  accidents, 
the  legal  title  to  the  steamer  was  taken  by  the  Publicker  Shipping 
Co.,  which  the  petitioner  had  caused  to  be  organized  for  that  purpose, 
but  the  equitable  title  was  at  all  times  in  the  petitioner  and  the 
Publicker  Commercial  Alcohol  Co.  At  the  time  the  Philip  Pub¬ 
licker  was  delivered  the  petitioner  had  paid  to  the  McDougall-Duluth 
Shipbuilding  Co.  $218,080.40  on  the  purchase  price  thereof,  and  on  or 
about  the  date  of  delivery  it  executed  and  delivered  to  the  McDougall- 
Duluth  Shipbuilding  Co.  twelve  promissory  notes  in  the  total  amount 
of  $400,864.92,  the  balance  of  the  purchase  price,  secured  by  a  mort¬ 
gage  on  the  steamer.  The  payments  on  the  steamer,  including  pay¬ 
ment  of  said  notes,  were  made  by  petitioner  and  it  was  never  reim¬ 
bursed  therefor  by  the  Publicker  Shipbuilding  Co.,  which  held  the 
legal  title  to  the  steamer.  The  total  cost  of  the  steamer  Philip 
Publicker  was  $638,945.32.  The  Publicker  Commercial  Alcohol  Co. 
from  time  to  time  paid  to  the  petitioner  its  proportion  of  said  notes 
in  the  total  amount  of  $323,432.30,  so  that  the  cost  to  the  petitioner 
of  its  interest  in  the  steamer  was  $315,513.03.  The  fair  market  value 
of  the  Philip  Publicker  at  the  date  of  delivery  was  $650,000. 

By  the  end  of  the  year  1921  the  value  of  ships  had  greatly  declined 
and  the  petitioner  and  the  Publicker  Commercial  Alcohol  Co.  being 
then  able  to  secure  reasonable  rates  for  the  transportation  of  mo¬ 
lasses,  decided  to  sell  the  Philip  Publicker  and  avoid  further  loss. 
Therefore,  on  December  29,  1921,  they  caused  the  legal  title  of  the 


Philip  Publicker  to  be  transferred  to  them  by  the  Publicker  Shipping 
Co.,  and  on  December  31,  1921,  they  sold  the  Philip  Publicker  to  a 
corporation  known  as  the  Water  Front  Service  Co.  for  $250,000,  of 
which  $10,000  was  paid  in  cash  and  $240,000  by  twelve  promissory 
notes  of  $20,000  each  dated  December  31,  1921,  the  first  maturing 
on  January  31,  1922,  the  second  on  February  28,  1922,  and  one  note 
maturing  on  the  30th  day  of  each  succeeding  month.  The  notes  were 
secured  by  a  mortgage  on  the  Philip  Publicker.  The  fair  market 
value  of  the  Philip  Publicker  on  December  31,  1921,  was  not  to 


(1349) 


DAVID  BERG  INDUSTRIAL  ALCOHOL  CO. 


1351 


exceed  $250,000.  The  petitioner  had  no  interest  in  the  Water  Front 
Service  Co. 

The  Water  Front  Service  Co.  was  unable  to  meet  the  payments 
on  the  notes  mentioned,  and  in  August,  1922,  the  petitioner  and  the 
Publicker  Commercial  Alcohol  Co.  foreclosed  their  mortgage  and 
on  August  31,  1922,  the  Philip  Publicker  was  sold  at  public  auction 
under  foreclosure  proceedings  and  was  bid  in  for  $110,000  by  the 
Adelphia  Steamship  Co.,  a  corporation  which  was  organized  for  that 
purpose  by  the  petitioner  and  the  Publicker  Commercial  Alcohol  Co. 
The  Water  Front  Service  Co.,  had  some  assets  other  than  the  Philip 
Publicker  and  they  were  taken  over  by  the  petitioner  and  the  Pub¬ 
licker  Commercial  Alcohol  Co.  The  fair  market  value  of  the  Philip 
Publicker  on  August  31,  1922,  was  not  to  exceed  $110,000. 

In  its  income  and  profits-tax  return  for  1921  the  petitioner  de¬ 
ducted  from  gross  income  the  amount  of  $189,257.53  as  a  loss  sus¬ 
tained  on  the  sale  of  its  one-half  interest  in  the  Philip  Publicker. 
The  respondent  disallowed  the  deduction. 

OPINION. 

Marquette:  There  is  no  dispute  between  the  parties  to  this  pro¬ 
ceeding  as  to  the  greater  part  of  the  facts  relative  thereto.  They  are 
in  accord  that  the  petitioner  was  the  owner  of  a  one-half  interest  in 
the  Philip  Publicker  which  cost  it  $315,513.03,  and  that  it  sold  that 
interest  in  1921  for  a  stated  consideration  of  $125,000.  The  respond¬ 
ent,  however,  questions  the  bona  tides  of  the  sale  and  contends  that 
the  petitioner  did  not  in  fact  sustain  any  loss  therefrom.  If  the 
sale  was  an  arm’s-length  transaction  made  in  good  faith  the  peti¬ 
tioner  sustained  a  loss  of  $190,513.03,  which  should  be  deducted  in 
computing  its  net  income  for  1921 ;  if  the  sale  w^as  only  a  pretense 
made  for  the  purpose  of  indicating  a  loss  that  has  no  basis  in  fact, 
then  the  petitioner’s  claim  must  be  denied. 

We  see  no  reason  for  holding  that  the  petitioner  did  not  make  the 
sale  in  question  in  good  faith.  On  the  other  hand  we  find  ample 
and  convincing  evidence  to  establish  that  it  was  a  bona  fide  sale 
made  by  parties  dealing  at  arm’s  length  and  for  a  fair  consideration 
in  money  or  money’s  worth.  The  evidence  is  clear  that  although 
the  Philip  Publicker  cost  more  than  $635,000  in  1920,  and  was  worth 
that  amount  at  that  time,  its  fair  market  value  in  December,  1921, 
had  declined  to  a  figure  under  $250,000,  due  to  the  fact  that  the 
World  War  had  ended  and  a  great  volume  of  shipping  had  been 
dumped  on  the  market.  Furthermore,  the  necessity  for  the  peti¬ 
tioner’s  ownership  of  a  tank  steamer  had  ceased  with  the  end  of  the 
war,  and  its  officers  considered  it  good  business  to  dispose  of  the 
Philip  Publicker  and  avoid  further  loss  if  possible.  It  was  there¬ 
upon  sold  to  the  Water  Front  Service  Co.,  a  corporation  with  which 
the  petitioner  had  no  connection.  The  sale  was  without  any  re- 
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strictions  or  reservations  except  that  the  deferred  payments  were 
secured  by  a  mortgage  on  the  ship,  and  the  Service  Company  was 
free  to  do  as  it  pleased  with  the  steamer,  subject  only  to  those 
restrictions.  Charles  Kurz,  owner  of  the  greater  part  of  the  stock 
of  the  Water  Front  Service  Co.,  testified  that  the  purchase  of  the 
steamer  was  made  in  good  faith  and  that  he  expected  to  sell  it  at 
a  profit,  but  that  because  of  a  further  decline  in  the  value  of  shipping, 
he  was  unable  to  do  so  and  was  therefore  unable  to  meet  the  payments 
on  the  notes. 

The  respondent  lays  great  stress  on  the  fact  that  at  the  foreclosure 
sale  the  Philip  Publicker  was  bid  in  by  the  Adelphia  Steamship  Co., 
the  stock  of  which  was  owned  by  the  petitioner  and  the  Publicker 
Commercial  Alcohol  Co.  We,  however,  are  unable  to  perceive  that, 
in  the  light  of  all  the  other  circumstances  surrounding  the  sale,  that 
fact  is  sufficient  to  show  fraud  or  lack  of  good  faith.  Looking  at  all 
of  the  evidence,  it  appears  that  in  the  face  of  a  declining  market  the 
petitioner  tried  to  dispose  of  the  Philip  Publicker  and  minimize  its 
losses ;  that  due  to  a  further  decline  in  the  market  the  purchaser  was 
unable  to  complete  its  payments,  and  that  the  petitioner  and  the 
other  owner  of  the  steamer,  acting  through  a  new  corporation  which 
the}7  formed  for  that  purpose,  bid  the  steamer  in  for  an  amount 
which  appears  to  be  its  fair  market  value  at  that  time.  AVe  are  of 
opinion  that  the  transaction  in  question  was  an  actual  sale  made  in 
good  faith  by  the  petitioner  and  that  it  resulted  in  a  loss  to  the  peti¬ 
tioner  of  $190,513.03,  which  should  be  deducted  in  computing  its  net 
income  for  1921. 

Judgment  will  be  entered  under  Rule  50. 


E.  S.  Hass,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Docket  No.  14817.  Promulgated  November  1,  1928. 

1.  Certain  amounts  expended  by  the  petitioner  in  the  year  1921 
in  connection  with  the  operation  of  his  ranch,  held  to  be  properly 
deductible  from  gross  income  for  that  year. 

2.  The  petitioner  sustained  a  loss  in  1921  from  the  sale  of  a 
hardware  business  in  which  he  was  interested  and  the  amount 
thereof  should  be  deducted  from  gross  income  for  that  year. 


Ralph  KohJmeier ,  Esq.,  for  the  petitioner. 

Shelby  S.  Faulkner ,  Esq.,  for  the  respondent. 

This  proceeding  is  for  the  redetermination  of  a  deficiency  in 
income  tax  asserted  by  the  respondent  for  the  year  1921  in  the  amount 
of  $3G0.40.  The  errors  alleged  are  that  the  respondent  failed  to  allow 
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as  deductions  from  gross  income  certain  amounts  which  the  peti¬ 
tioner  claims  he  expended  in  operating  two  ranches  owned  by  him, 
and  the  amount  of  $800  claimed  as  a  loss  on  the  sale  of  the  business 
in  which  the  petitioner  owned  an  interest. 

FINDINGS  OF  FACT. 

The  petitioner  is  and  was  during  the  year  1921  a  resident  of 
Downey,  Calif.  He  was  during  the  year  1921,  and  had  been  for 
several  years  prior  thereto,  the  owner  of  two  ranches,  one  situated  in 
Merced  County,  and  the  other  in  Tulare  County,  California.  Prior 
to  1920  these  ranches  were  devoted  to  the  raising  of  grain,  but  in 
that  year  the  petitioner  commenced  setting  fruit  trees  thereon  with 
a  view  to  the  development  of  orchards.  This  development  work  con¬ 
tinued  for  several  years.  In  the  year  1921  the  petitioner  expended 
for  labor,  repairs,  insurance,  and  for  other  expenses  in  operating  and 
developing  these  ranches,  and  for  pastures  which  he  rented,  the 
amount  of  $3,006.32.  The  petitioner  operated  the  ranches  with  a 
view  to  profit. 

In  the  year  1921  the  petitioner  agreed  to  purchase  a  one-half 
interest  in  the  hardware  business  owned  by  one  Meyers  and  to  con¬ 
tinue  the  business  with  Meyers  as  a  partner,  and  also  to  conduct  a 
Ford  agency  in  conjunction  therewith.  The  petitioner  was  to  pay 
for  the  one-half  interest  in  the  hardware  business,  one-half  of  its 
inventory  value.  A  few  weeks  later,  and  before  the  petitioner  became 
actively  engaged  in  the  business,  he  and  Meyers  were  notified  by  the 
Ford  Motor  Co.  that  the  Ford  agency  could  not  be  operated  in  con¬ 
nection  with  any  other  business.  In  order  therefore  to  continue  the 
Ford  agency  it  was  necessary  for  the  petitioner  and  Meyers  to  dispose 
of  the  hardware  business,  which  they  did  at  a  loss  of  $2,400.  How¬ 
ever,  since  the  petitioner  had  been  in  the  business  a  very  short  time, 
Meyers  agreed  to  assume,  and  did  assume,  two-thirds  of  the  loss  from 
said  sale.  The  petitioner’s  loss  on  the  transaction  was  $800. 

In  his  income-tax  return  for  1921  the  petitioner  deducted  $4,160.20 
as  the  expense  of  operating  his  two  ranches,  and  his  loss  on  the  sale 
of  the  hardware  business.  The  respondent  disallowed  the  deduction. 

OPINION. 

Marquette:  We  are  satisfied  that  the  petitioner  acquired  and 
operated  his  ranches  with  a  view  to  pr'ofit  and  that  he  expended 
thereon  during  the  year  1921  the  amount  of  $3,006.32,  which  he  is 
entitled  to  deduct  in  computing  his  net  income  for  that  year.  The 
evidence  also  convinces  us  that  the  petitioner  sustained  a  loss  of 
$800  from  the  sale  of  the  hardware  business  which  he  purchased, 


1354 


13  U.  S.  BOARD  OF  TAX  APPEALS  REPORTS. 


(1352) 


or  agreed  to  purchase  from  Meyers,  and  that  he  is  entitled  to  a 
deduction  in  that  amount. 

Judgment  will  be  entered  under  Rude  SO. 


Berlin  Dye  Works,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  No.  15714.  Promulgated  November  1,  1928. 

The  petitioner  and  the  North  Moneta  Garden-Lands  Water  Co. 
were  affiliated  during  the  years  1920  and  1921. 

/.  B.  Kornblum ,  Esq.,  for  the  petitioner. 

Shelby  S.  Faulkner,  Esq.,  for  the  respondent. 

Marquette:  This  proceeding  is  for  the  redetermination  of  defi¬ 
ciencies  in  income  and  profits  taxes  asserted  by  the  respondent  in  the 
amount  of  $1,570.56  for  the  year  1920  and  $1,153.76  for  the  year 
1921.  The  respondent  has  also  asserted  a  penalty  of  25  per  cent  of 
the  deficiency  for  1920  for  delinquency  on  the  part  of  the  petitioner  in 
filing  its  return  for  that  year.  The  error  assigned  by  the  petitioner 
is  that  the  respondent  refused  to  hold  that  the  petitioner  and  the 
North  Moneta  Garden-Lands  Water  Co.  were  affiliated  during  the 
taxable  years  mentioned. 

The  petitioner  is  a  corporation  organized  under  the  laws  of  Cali¬ 
fornia  in  the  year  1914.  with  its  principal  office  and  place  of  business 
at  Los  Angeles.  Its  authorized  capital  stock  is  $10,000,  divided 
into  10,000  shares  of  the  par  value  of  $1  each,  all  of  which  was  out¬ 
standing  in  the  years  1920  and  1921,  and  of  which  9.998  shares  were 
owned  and  held  by  Gusta  Kornblum,  1  share  was  owned  and  held 
by  A.  H.  Kornblum,  son  of  Gusta  Kornblum,  and  1  share  was  owned 
and  held  by  Mae  E.  Kornblum,  wife  of  A.  H.  Kornblum. 

The  American  Dye  Works  is  a  corporation  organized  under  the 
laws  of  California  in  December,  1917,  and  it  is  and  was  during  the 
years  1920  and  1921  engaged  in  the  dry-cleaning  and  dyeing  business 
at  Los  Angeles.  Its  authorized  capital  stock  is  $10,000,  divided  into 
10,000  shares  of  the  par  value  of  $1  each,  all  of  which  was  outstand¬ 
ing  during  the  years  1920  and  1921  and  was  owned  and  hejd  as 
follows:  9,997  shares  by  the  Berlin  Dye  Works;  1  share  by  Gusta 
Kornblum;  1  share  bv  A.  II.  Kornblum,  and  1  share  by  Mae  E. 
Kornblum. 

The  Berlin  Realty  Co.,  hereinafter  called  the  Realty  Company, 
is  a  California  corporation  with  its  principal  office  and  place  of 
business  at  Los  Angeles.  Its  authorized  capital  stock  is  $240,000. 
divided  into  2,400  shares  of  the  par  value  of  $100  each,  all  of  which 
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was  outstanding  during  tlie  years  1920  and  1921  and  was  owned  and 
held:  2,396  shares  by  Gusta  Kornblum;  1  share  by  A.  H.  Kornblum; 
2  shares  by  Mae  E.  Kornblum,  and  1  share  by  Lean  Brons. 

The  North  Moneta  Garden-Lands  Water  Co.,  hereinafter  called 
the  Water  Company,  is  a  California  corporation  with  an  authorized 
capital  of  $35,000,  divided  into  1,400  shares  of  common  stock  of  the 
par  value  of  $25  each.  All  of  the  authorized  capital  stock  was  issued 
and  outstanding  during  the  years  1920  and  1921  and  was  owned  and 
held:  1,000  shares  by  the  Realt}7  Company;  1  share  by  Gusta  Korn¬ 
blum;  1  share  by  A.  H.  Kornblum;  1  share  by  Mae  E.  Kornblum, 
and  397  shares  by  persons  who  had  purchased  lots  in  the  North 
Moneta  Garden-Lands  from  the  Realty  Company. 

The  Realty  Company  has  been  since  its  organization  engaged  in 
the  business  of  selling  real  estate,  and  more  particularly,  a  certain 
tract  of  land  known  as  the  North  Moneta  Garden-Lands.  The  Water 
Company  was  organized  for  the  purpose  of  furnishing  water  to  the 
owners  of  property  in  the  North  Moneta  Garden-Lands  and  it  was 
operated  only  for  that  purpose.  In  order  that  it  might  sell  its  land 
with  less  difficulty,  and  as  an  additional  inducement  to  purchasers, 
the  Realty  Company  gave  one  share  of  the  capital  stock  of  the  Water 
Company  to  each  purchaser  of  an  acre  lot  in  the  North  Moneta  Gar¬ 
den-Lands.  The  certificate  of  the  stock  so  issued  to  purchasers  of 
lots  contained  the  following  recital: 

This  Certifies  that  -  is  the  owner  of - Shares  of  the  Capital 

Stock  of  the  North  Moneta  Garden-Lands  Water  Company  made  appurtenant 

to  Lot  -  of  the  North  Moneta  Garden-Lands  Tract,  and  that  said  shares 

of  stock  shall  only  be  transferred  with  said  lands  and  shall  pass  as  an  ap¬ 
purtenance  to  said  lands. 

The  four  corporations  hereinabove  named  use,  and  used  in  1920 
and  1921,  the  offices  of  the  American  Dye  Works  as  their  principal 
place  of  business.  They  had  the  same  offices,  and  employees  of  the 
American  Dye  Works  were  used  to  carry  on  the  business  of  the  four 
companies.  The  salaries  of  all  employees  were  paid  by  the  Dye 
Works.  The  Water  Company  furnished  water  only  to  the  owners 
of  property  in  the  North  Moneta  Garden-Lands  and  had  no  other 
source  of  income.  It  had  no  bank  account  or  separate  books  of 
account,  all  of  its  bills  being  paid  by  the  Realty  Company  and  all 
of  its  collections  being  made  by  emplo}7ees  of  the  American  Dye 
Works  and  handled  on  the  books  of  that  company.  The  Water 
Company  operated  at  a  loss  practically  all  the  time  and  the  losses 
were  paid  by  the  Realty  Company.  The  Realty  Company  advanced 
to  the  Water  Company  the  amount  of  $2,145.99  in  1920  and  $1,085.24 
in  1921.  The  rates  charged  by  the  Water  Company  for  water  were 
fixed  by  the  Railroad  Commission  of  the  State  of  California. 
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The  purchasers  of  land  in  the  north  Moneta  Garden-Lands  re¬ 
garded  the  shares  of  stock  of  the  Water  Company  received  by  them 
in  connection  with  said  purchase,  as  mere  evidence  of  their  right  to 
receive  water.  They  never  exercised,  or  attempted  to  exercise,  stock¬ 
holder's  rights  and  none  of  them  attended  the  stockholders’  meet¬ 
ings  which  were  held  in  1920  and  1921,  although  they  were  duly 
notified  of  the  meetings. 

1  he  respondent  upon  audit  of  the  petitioner’s  income  and  profits- 
tax  returns  for  1920  and  1921  determined  that  the  petitioner  and  the 
American  Dye  Works  and  the  Realty  Company  were  affiliated  dur¬ 
ing  those  years,  but  that  the  petitioner  was  not  affiliated  with  the 
A  ater  C  ompany,  and  determined  deficiencies  as  above  set  forth. 

The  four  corporations  named  were  affiliated  during  the  taxable 
years  involved. 

Judgment  will  be  entered  under  Rule  50. 


Douglas  F.  Fesler,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  No.  12480.  Promulgated  November  2,  1928. 

Respondent's  determination  that  securities  received  upon  an 
exchange  in  1923  had  a  readily  realizable  market  value  approved. 


Joseph  McCormack ,  Esq.,  and  F.  A.  Thulin ,  Esq.,  for  the  peti¬ 
tioner. 

James  A.  O' Callaghan,  Esq.,  for  the  respondent. 


Siefkin  :  This  is  a  proceeding  for  the  redetermination  of  a  defi¬ 
ciency  in  income  tax  for  the  calendar  year  1923  in  the  amount  of 
$61,401.80.  The  only  question  is  whether  certain  securities  received 
on  an  exchange  in  1923  had  “  a  readily  realizable  market  value  ’’ 
within  the  meaning  of  section  202  (c)  of  the  Revenue  Act  of  1921, 
which  provides: 


(c)  For  the  purposes  of  this  title,  on  an  exchange  of  property,  real,  per¬ 
sonal  or  mixed,  for  any  other  such  property,  no  gain  or  loss  shall  be  recog¬ 
nized  unless  the  property  received  in  exchange  has  a  readily  realizable  market 
value ;  *  *  * 


The  petitioner  is  a  resident  of  Chicago,  Ill.  On  Januar  y  9,  1923, 
lie  entered  into  t lie  following  contract  : 

This  Agreement  of  Exchange  entered  into  this  9th  day  of  January,  1923, 
by  and  between  Douglas  F.  Fesler,  of  the  City  of  Chicago,  County  of  Cook 
and  State  of  Illinois,  party  of  the  first  part  and  hereinafter  referred  to  as 
Fesler”,  and  Central  Securities  Company,  an  Illinois  corporation  doing  busi¬ 
ness  in  the  City  of  Chicago,  County  of  Cook  and  State  of  Illinois,  the  party  of 
tin*  second  part,  and  hereinafter  referred  to  as  “Company”,  Witnesseth: 
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That  whereas  “  Fesler  ”  is  the  owner  of  forty-five  hundred  (4,500)  no  par 
value  shares  of  the  common  capital  stock  of  Bassick  Manufacturing  Company, 
a  Delaware  corporation  with  its  principal  office  and  plant  in  the  City  of  Chi¬ 
cago,  County  of  Cook  and  State  of  Illinois,  and  is  desirous  of  exchanging  the 
before-mentioned  shares  of  stock  for  cash  and  certain  securities  owned  by  the 
“  Company  ”  ;  and 

Whereas  the  “  Company  ”  is  desirous  of  paying  cash  and  of  exchanging 
certain  securities  belonging  to  it  for  the  aforesaid  shares  of  stock  belonging  to 
“  Fesler  ” ; 

Now,  Therefore,  “  Fesler  ”  agrees  to  exchange  the  shares  of  stock  as  afore¬ 
said  and  to  deliver  and  hereby  does  deliver  the  shares  of  stock  to  the  “  Com¬ 
pany  ”  duly  endorsed  and  assigned,  under  the  following  terms  and  conditions, 
to  wit : 


1.  That  the  “  Company  ”  shall  pay  him  the  sum  of  Fifty  thousand 
($50,000)  Dollars  in  cash,  the  receipt  of  which  said  sum  of  Fifty  Thou¬ 
sand  ($50,000)  Dollars  is  hereby  acknowledged. 

2.  That  the  “  Company  ”  shall  deliver  to  him  certain  securities,  detailed 
in  the  attached  schedule,  designated  as  Schedule  “A,”  which  schedule  is 
hereby  made  a  part  and  parcel  of  the  within  contract  of  exchange,  the 
receipt  of  which  securities  is  hereby  acknowledged. 

It  is  further  recited  that 

Whereas  the  “Company”  has  purchased  certain  securities  set  forth  in  the 
aforesaid  schedule  from  the  Central  Trust  Company  of  Illinois  (Hereinafter 
referred  to  as  the  “Banker”),  captioned  as  Schedule  “A”;  and 

TV  iiereas  the  market  for  the  securities  set  forth  in  the  aforesaid  schedule 
is  known  in  accordance  with  financial  custom  and  terminology  as  a  closed 
market  or  as  a  restricted  market,  meaning  thereby  that  the  persons  who 
pui  chase  such  securities  and  subsequently  desire  to  sell  usually  request  the 
“  Banker  ”  to  purchase  the  same  and  have  no  means  of  ascertaining  other 
prospective  purchasers;  and 

Whereas  the  “Company”  has  contracted  with  the  “Banker”  whereby  cer¬ 
tain  restrictive  conditions  of  the  general  nature  hereinafter  set  forth  have  been 


assumed  by  the  “  Company  ”  with  the  “  Banker  ”  in  the  acquisition  of  the 
securities  set  out  in  Schedule  “A”;  and 

Whereas  the  “Banker”  ordinarily  places  its  securities  in  the  hands  of  in¬ 
vestors  in  comparatively  small  lots  and  is  unwilling  for  the  “  Company  ”  to 
deliver  to  “  Fesler  ”  such  large  blocks  of  said  securities  as  he  desires  without 
being  assured  that  they  will  remain  off  the  market  for  a  reasonable  length  of 
time  until  the  “  Banker  ”  has  succeeded  in  permanently  placing  with  small 
investors  the  remainder  of  such  issues  which  it  still  has  for  disposition,  since 
such  action  on  the  part  of  “  Fesler  ”  might  either  interfere  with  its  ability  to 
dispose  of  the  remainder  of  such  issues  held  by  it  or  tend  to  depress  the 
market  price ;  and 

Whereas  the  “  Banker  ”  without  assuming  in  any  case  any  obligation  so  to 
do,  is  ordinarily  ready  and  willing  to  repurchase  its  securities  from  time  to 
time  in  small  and  reasonable  amounts  and  at  a  price  ordinarily  represented  by 
a  slight  reduction  from  its  current  sales  price  for  such  securities;  and 
Whereas  the  “Banker”  would  not  be  willing  to  extend  such  practice  to 
include  securities  in  the  amount  sold  to  “  Fesler  ” ;  and 
Whereas  the  “Company”  and  the  “Banker”  are  desirous  of  and  insistent 
in  having  “  Fesler  ”  assume  the  restrictive  relationship  beforementioned  with 
the  “  Banker  ”  ;  * 


Now,  Therefore,  in  Consideration  of  the  premises  and  in  consideration  of 
the  special  “  trade  in  price  ”  given  “  Fesler  ”  by  the  “  Company  ”  in  the  ex- 
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change  oi'  the  beforeinentioned  securities,  the  “Banker”  hereby  expressly 
states  that  it  will  not  support  the  limited  or  closed  market  on  the  withir 
securities  delivered  to  “  Fesier  ”  and  will  not  repurchase  the  aforesaid  securi¬ 
ties  from  “  Fesier  ”  or  any  transferee  of  “  Fesier  ”  at  the  difference  ordinarily 
obtaining  between  “  bid  and  “  asked  ”  quotations,  or  repurchase  the  said 
securities  at  a  substantial  discount  or  in  a  trade,  or  repurchase  such  securities 
in  any  manner,  within  six  months  from  the  date  hereof  and  after  such  period 
only  if  it  sees  tit  so  to  do; 

“Fesier"  in  consideration  of  the  premises  and  in  consideration  of  the  specia 
trade  in  price  given  him  in  the  exchange  of  the  beforeiueutioned  securities 
hereby  covenants  and  agrees  that  he  will  not  sell  or  cause  to  be  sold  the  afore 
said  seen  lilies,  oi  negotiate  for  a  sale,  directly  or  indirectly  for  present  oi 
future  delivery  of  the  beforementioned  securities,  or  pledge  or  cause  to  hi 
pledged  the  aforesaid  securities,  delivered  to  him  by  the  “Company”  ir 
exchange  foi  his  sliaies  of  stock,  until  the  expiration  of  six  months  from  thi 
date  hereof; 

!  urt  her  moke,  to  secure  the  due  performance  of  the  foregoing  recitals,  “  Fes¬ 
ier  hereby  agrees  that  if  any  of  the  securities  set  forth  in  Schedule  “  A  ”,  ir 
any  way  be  offered  for  sale  to  and  purchased  by  the  “  Banker  ”,  he  will  pur¬ 
chase  such  securities  from  the  “  Banker  ”  at  any  time  within  six  months  from 
the  date  hereof  at  the  “  asked  ”  price  thereof ; 

In  Witness  of  the  within  recitals,  “Fesier”  has  hereunto  set  his  hand  and 
seal  and  the  “Company”  and  the  “Banker”  in  like  witness  have  caused  these 
presents  to  be  duly  executed  by  its  authorized  officer  or  agent. 


SCHEDULE  “  A  ” 


$12,000  Beaver  Products  Co.  1st  &  Refunding  Mtge.  20- Yr.  7Vj%  S.  F. 

Gold  Bonds,  due  July  1,  1942,  at _ 102 

14.500  Cornell  Wood  Products  Co.  1st  &  Refunding  Mtge.  7*4%  S.  F. 

Gold  Bonds,  due  Sept.  1,  1937,  at _ 101 

10,  000  W.  C.  Foster  Company  1st  Lien  Coll.  Trust  Gold  Bonds,  due 

August  1,  1920,  at _ 100 

44. 500  Orpheum  Circuit  Inc.  5-Yr.  7%%  Conv.  Gold  Notes  due 

September  1,  192G,  at _ 101 

50, 000  Everlastik  Incorporated  1st  Mtge.  15-Year  7%  S.  F.  Gold 

Bonds,  due  November  1,  1937,  at _  99 

50,000  M.  E.  Smith  &  Co.,  Inc.,  10-Year  G y2%  Collateral  Tr.  Gold 

Notes,  due  November  1,  1932,  at _  9G 

13, 000  Cera  Mills  1st  Mortgage  G%  5-Year  S.  F.  Gold  Bonds  due 

February  1,  1924,  at _ _ _ 100 

24,  000  Jacksonville  Gas  Company  1st  Mortgage  5%'  S.  F.  Gold  Bonds, 

due  June  1,  1942,  at _  SO 

57,000  Southwestern  Gas  &  Electric  Co.  1st  &  Refunding  Mtge.  5% 

Gold  Bonds,  due  Aug.  1,  1932,  at _  90 

22.000  United  Gas  A  Fuel  Co.  of  Hamilton,  Ltd.  1st  Mtg.  20-yr. 

S.  F.  Gold  Bonds,  due  January  1,  1943,  at _  9S Vi 

25,000  Ludlum  Steel  Co.  7%  Serial  Gold  Notes  due  April  1.  1925  Nos. 

517/21,  at _ lOQtt 

due  April  1,  192G  Nos.  MG47/51,  at _ 101 

due  April  1,  1927  Nos.  M750,  792/3,  747/9,  7G0/4,  774/4,  at _ 101% 
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$50,000  Vicksburg  Light  &  Traction  Co.  1st  Mtge.  7%  Gold  Bonds,  due 
July  1,  1932,  at _ 

23,000  New  Jersey  Worsted  Spinning  Co.  1st  Mtge  S.  F.  8%  Gold  Bonds, 
due  July  1,  1936,  at _ _ 

13,000  Fulton  Market  Cold  Storage  Co.  1st  Mtge  7%  Guaranteed  Serial 

Gold  Bonds  due  Sep.  1,  1930  Nos.  M802/14,  at _ 

50,000  West  Virginia  Water  &  Electric  Co.  1st  Mtge  20-yr  6%%  Gold 

Bonds,  due  May  1,  1942,  at _ _ 

50,000  North  Missouri  Power  Co.  1st  &  Ref.  6 y2%  Gold  Bonds  due  De¬ 
cember  15,  1942,  at _ 

44,500  Virginia- Western  Power  Company  1st  &  Ref.  Mtge.  6%  Gold 

Bonds,  due  April  1,  1942,  at _ 

50.000  Jacob  Dold  Packing  Company  1st  Mtge.  20-yr  6%  S.  F.  Tlold 

Bonds,  due  November  1,  1942,  at _ 

19,000  Consolidated  Textile  Cobpn.  1st  Mtge.  S.  F.  Cong.  Gold  Bonds, 

due  June  1,  1942,  at _ 

200  shs.  Central  Trust  Company  of  Illinois  Stock,  at _ 


99 


106  Mj 


101 

100 


96 


941/2 

971/2 

99i/o 

185 


With  two  or  three  exceptions,  the  bonds  received  by  the  petitioner, 
were  parts  of  small  issues  underwritten  by  the  securities  depart¬ 
ment  of  the  Central  Trust  Co.  of  Illinois,  and  were  not  active  mar¬ 
ket  bonds  but  were  sold  for  income  and  investment.  They  were  not 
listed  on  any  exchange,  but  quotations  of  bid  and  asked  prices  were 
published.  Such  quotations  .showed  bids  for  most  of  the  bonds  in 
question  and  during  the  year  1923  offers  for  a  total  amount  consider¬ 
ably  in  excess  of  the  amounts  received  by  the  petitioner.  The  gen¬ 
eral  manager  of  an  investment  bond  house  in  Chicago  gave  as  his 
opinion  that  certain  amounts  of  the  bonds  in  question  could  not  be 
readily  converted  into  ca.sh  or  its  equivalent  substantially  equal  to 
the  fair  value  of  the  property  basing  such  opinion  upon  his  belief 
that  the  printed  quotations  did  not  represent  an  actual  market  and 
upon  the  theory  (apparently)  that  the  entire  block  of  bonds  must 
be  sold  in  one  day.  Although  he  admitted  that  his  own  firm  in 
December,  1922,  and  January  and  February,  1923,  had  made  some 
sales  of  all  the  bonds  involved,  he  did  not  consider  .such  sales  ma¬ 
terial  as  indicating  a  market  for  the  bonds  in  question. 

It  is  our  opinion  that  the  petitioner  has  failed  to  show  that  the 
bonds,  or  any  part  of  them,  had  no  readily  realizable  market  value. 
This  is  not  such  a  case  as  we  considered  in  Burley  Tobacco  Co.  of 
\F rank  fort,  13  B.  1 .  A.  892,  where  only  a  local  market  existed.  In 
this  proceeding  there  is  abundant  reason  to  believe  that  a  much 
larger  market  existed  ba,sed  upon  the  character  of  the  securities  and 
the  probable  safety  of  principal  and  income. 

Judgment  will  be  entered  for  the  respondent. 
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Washington  Shirt  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  16314,  25059.  Promulgated  November  2,  1928. 

Respondent’s  determination  of  value  of  leasehold  approved 
because  of  insufficient  evidence  to  show  error. 

II.  W.  Welsch ,  Esq.,  for  the  petitioner. 

J .  E.  Marshall ,  Esq.,  for  the  respondent. 

These  are  proceedings,  duly  consolidated  for  hearing  and  decision, 
for  the  redetermination  of  deficiencies  in  income  and  profits  taxes 
for  the  period  of  11  months  ended  December  31,  1919,  and  the 
calendar  year  1920  in  the  respective  amounts  of  $3,285.48  and 
$57.87  in  Docket  Xo.  16314,  and  for  the  calendar  year  1923  in  the 
amount  of  $221.78  in  Docket  Xo.  25059.  The  only  issue  is  the  March 
1,  1913,  value  of  a  certain  leasehold. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  Illinois  corporation  with  its  principal  office 
at  Chicago.  On  February  5,  1910,  the  petitioner  acquired  a  lease 
on  the  premises  known  as  32-38  West  Washington  Street,  Chicago, 
legally  described  as  “  the  South  Thirty-six  (36)  foot  of  Lot  Five 
(5),  in  Block  Thirty-seven  (37),  of  Original  Town  of  Chicago.*’ 
The  lease  provided  for  possession  for  20  years  and  a  total  rental 
of  $360,000  to  be  paid  in  installments  as  follows : 

First  two  years _ $16,  000  per  year 

Next  six  years _  17,  000  per  year 

Next  seven  years _  18,  000  per  year 

Last  five  years _  20,000  per  year 

The  lease  provided  that  the  lessee  (the  petitioner)  should  pay  all 
taxes  and  assessment  levied  against  the  property  during  the  term 
of  the  lease  and  that  it  should  make  certain  improvements  to  the 
five-story  and  basement  building  which  was  on  the  land.  Improve¬ 
ments  costing  $61,316.76  were  made  by  the  petitioner  in  1910.  ^ 

The  petitioner  entered  the  expenditure  of  the  $61,316.76  on  its 
books  of  account  as  the  cost  of  the  said  improvements  and  altera¬ 
tions,  and,  at  the  same  time,  or  shortly  thereafter,  entered  an  addi¬ 
tional  $33,686.24  as  appreciation  in  the  value  of  the  leasehold  due  to 
the  making  of  the  said  improvements  and  alterations,  thereby  re¬ 
cording  the  value  of  the  leasesold  at  that  time  at  $95,000. 

From  May  1,  1910,  to  January  31,  1919,  the  petitioner  had  written 
off  its  books,  by  annual  charges  to  operations,  an  aggregate  sum  of 
$42,500  as  depreciation  in  the  value  of  the  said  leasehold. 
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For  the  period  from  January  31,  1919,  to  December  31,  1923,  the 
following  amounts  were  written  off  as  depreciation  of  the  said 


leasehold : 

Period  Amount 

Eleven  months  ended  Dee.  31,  1919 _ $4,  583.  33 

Year  ended  Dec.  31,  1920 _  5,  416.  67 

Year  ended  Dec.  31,  1921 _  5,  000.  00 

Year  ended  Dec.  31,  1922 _  5,  000.  00 

Year  ended  Dec.  31,  1923 _  4,  913.  80 


Total _ 24,913.80 

At  December  31,  1919,  1920,  1921,  1922,  and  1923,  the  following 
aggregate  amounts  had  been  so  written  off : 

December  31,  1919 _ $47,  083.  33 

December  31,  1920 _  52,  500.  00 

December  31,  1921 _  57,  500.  00 

December  31,  1922 _  62,  500.  00 

December  31,  1923 _  67,  413.  80 


Upon  examination,  the  Commissioner  of  Internal  Revenue  dis¬ 
allowed  the  depreciation  taken  by  the  taxpayer  and  allowed  the 
following  amounts : 


Period  Amount 

Eleven  months  ended  Dec.  31,  1919 _ .$2,  810.  28 

Year  ended  Dec.  31,  1920 _  3,  065.  83 

Dec.  31,  1921 _  3,  065.  83 

Dec.  31,  1922 _ A _  3,  065.  83 

Dec.  31,  1923 _  3,  065.  83 


Total _  15,073.60 


The  depreciation  so  allowed  by  the  Commissioner  is  based  upon 
the  cost  of  the  improvements  and  alterations  in  1910,  i.  e.,  $61,316.76. 

The  net  rentals  paid  to  the  petitioner  as  subrentals  on  space  occu¬ 
pied  by  tenants  in  the  property  in  question  were  $11,238.39  for  1913, 
$16,050.33  for  1914,  $13,917.40  for  1915,  and  $15,935.62  for  1916. 
The  petitioner  paid  Teal  estate  taxes  of  $5,700.43  in  1913,  $4,976.57 
in  1914,  $5,928.47  in  1915,  and  $5,814.45  in  1916. 

The  petitioner,  on  acquisition  of  the  lease,  occupied  the  ground 
floor  and  sublet  the  upper  four  floors.  By  March  1,  1913,  the 
building  was  fully  occupied. 


OPINION. 

Siefkjn  :  The  only  question  is  the  March  1,  1913,  value  of  a  lease¬ 
hold.  The  respondent  has  allowed  depreciation  upon  $61,316.76,  the 
amount  expended  on  improvements  in  1910,  but  the  petitioner  con¬ 
tends  for  approximately  $39,000  additional  value.  In  support  of  its 
position  it  points  to  an  entry  upon  its  books  in  1910  placing  a  value 
19752 — 28- - 9 
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of  $95,000  upon  the  leasehold,  which  amount  included  the  sum  spent 
for  improvements.  The  petitioner  also  had  as  an  opinion  witness  a 
well  qualified  real  estate  operator  who  had  been  personally  familiar 
with  the  property  and  who  placed  a  value  of  $100,000  upon  the  peti¬ 
tioner’s  interest  as  of  March  1,  1913.  Questioned  as  to  his  basis  he 
showed  that  he  valued  the  land  at  $432,000,  assigned  a  theoretical 
return  of  5  per  cent  or  $21,600,  valued  the  building  at  $70,590  and 
provided  for  a  7 y2  per  cent  return  on  that  sum,  or  $5,294,  and  thus 
arrived  at  a  total  annual  rental  value  of  $26,894.  Contrasting  this 
with  the  average  rental  of  $18,000  payable  annually  under  the  lease 
by  the  petitioner,  he  arrived  at  an  annual  profit  of  $8,894,  and 
assumed  that  the  lease  had  20  years  to  run,  resulting  in  a  total  profit 
of  $177,880.  This  amount  he  discounted  to  present  worth  by  Robin¬ 
son  s  tables,  using  a  6  per  cent  rate,  and  thus  arrived  at  the  figure 
of  $100,000. 

In  addition  to  the  fact  that  the  computation  of  the  witness  dis¬ 
regarded  the  fact  that  on  March  1,  1913,  nearly  three  years  of  the 
term  of  the  lease  had  already  run,  there  is  no  basis  in  the  evidence 
for  the  starting  point  of  his  computation,  either  the  value  of  the 
land  or  the  building.  Nor  do  we  have  any  evidence  from  which  we 
can  adopt  the  witnesses’  percentages  of  return  on  land  and  building 
or  the  percentage  to  be  used  in  bringing  the  total  amount  of  future 
payments  down  to  present  worth.  The  formula  may  be  unimpeach¬ 
able  but  its  application  to  the  facts  must  be  shown.  We  are  unable 
to  conclude  that  the  respondent  was  in  error. 

Judgment  will  be  entered  for  the  respondent. 


William  M.  Cahn,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Oscar  M.  Wolff,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  Nos.  20851,  19658.  Promulgated  November  2,  1928. 

Fees  of  executors  appointed  by  an  Illinois  probate  court  held 
taxable. 

Oscar  M.  Wolff ,  Esq.,  for  the  petitioners. 

J ohn  F .  Greaney ,  Esq.,  for  the  respondent. 

These  are  proceedings,  duly  consolidated  for  hearing  and  decision, 
for  the  redetermination  of  deficiencies  in  income  taxes  as  follows: 


William  M.  Cahn,  1922: _ «i  790  o a 

Oscar  M.  Wolff,  1922 _ r _ n’  150'  76 

1923 -  640.  67 
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The  only  issue  is  whether  the  respondent  properly  included  in 
income  of  the  petitioners  in  the  years  in  question  amounts  received  by 
the  petitioners  as  executors  of  the  will  of  Otto  Baer. 

FINDINGS  OF  FACT. 

The  petitioners  are  residents  of  Chicago,  Ill.  During  1919  Otto 
Baer  of  that  city  made  his  will,  naming  the  petitioners  as  executors. 
Otto  Baer  died  in  1920.  On  May  28,  1920,  his  will  was  admitted  to 
record  by  order  of  the  Probate  Court  of  Cook  County,  Illinois.  On 
the  same  day  the  probate  court  entered  an  order  appointing  the 
petitioners  executors  of  the  will.  They  qualified  as  such  executors 
and  acted  in  such  capacity  during  the  years  1922  and  1923.  In  1922 
each  received  $10,000  as  executor’s  fees,  in  1923  William  M.  Cahn 
received  $5,000  as  an  executor’s  fee.  The  respondent  included  such 
fees,  received  by  the  petitioners  as  executors,  in  income  of  the  peti¬ 
tioners,  and,  as  a  result  of  such  inclusion,  determined  the  deficiencies 
in  tax  above  set  forth. 

OPINION. 

Siefkin:  These  proceedings  squarely  raise  the  question  whether 
an  executor  of  a  will  appointed  by  the  Illinois  probate  court  is  sub¬ 
ject  to  Federal  income  tax  upon  his  fees  as  such  executor. 

A  substantially  identical  question  has  been  decided  in  the  negative 
by  the  United  States  Court  of  Claims  in  New  York  Trust  Co.  v. 
United  States ,  —  Ct.  Cls.  — ,  February  14,  1927;  certiorari  denied 
by  the  Supreme  Court  of  the  United  States  on  June  6,  1927.  There 
the  New  York  Trust  Co.  asked  that  its  compensation  as  executor, 
administrator,  committee  of  the  property  and  person  of  insane  people, 
guardian  for  infants,  trustee  under  testamentary  provisions  and 
trustee  under  voluntary  trusts  created  inter  vivos  be  held  exempt 
from  Federal  income  tax  upon  the  ground  that  such  compensation 
was  received  as  an  officer,  agent  or  instrumentality  of  the  State  of 
New  York.  The  Court  of  Claims  held  that  the  plaintiff  was  not 
an  officer  or  employee  of  the  State  of  New  York,  basing  such  decision 
upon  the  cases  of  Metcalf  &  Eddy  v.  Mitchell ,  269  U.  S.  414,  and 
Louisville ,  Evansville  <&  St.  Louis  Railroad  Co.  v.  Wilson,  138  U.  S. 
501,  505,  and  the  statements  made  in  those  decisions  as  to  “  tenure  ” 
and  “  regular  and  continuous  service,”  and  said  further : 

But  the  plaintiff  urges  that  if  it  is  not  an  officer  or  employee  it  is  an  instru¬ 
mentality  of  the  government  of  the  state  of  New  York  employed  in  carrying 
into  effect  some  of  the  powers  of  government  which  could  not  be  interfered 
with  by  taxation  upon  the  part  of  the  United  States,  and  in  effect  that  it  is 
a  constitutional  means  employed  by  the  government  of  the  state  to  execute 
its  constitutional  powers.  We  are  of  opinion  that  it  is  not  such  an  instru¬ 
mentality. 
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The  plaintiff,  while 


in  the  different  capacities  named  in  the  petition, 


was  discharging  no  function  pertaining  to  the  sovereign  power  of  the  state; 
it  was  not  engaged  in  the  civil  service  of  the  state.  Its  compensation  was  not 
paid  by  the  state,  but  indirectly  by  the  private  person  or  persons  interested  in 
the  estate  in  each  case,  and  it  was  accountable  to  them  for  a  faithful  discharge 
of  its  trust.  It  performed  no  duties  which  affected  the  welfare  of  the  general 
public. 

Plaintiff  is  claiming  the  benefit  of  an  exemption  from  taxation,  and  the 
burden  is  upon  it  to  show  clearly  that  it  is  within  the  exemption  claimed. 
Phoenix  Fire  <6  Marine  Insurance  Co.  v.  Tennessee,  161  U.  S.  174;  Chicago 
Burlington  d  Kansas  City  R.  R.  v.  Guffey,  120  U.  S.  569,  575;  Metcalf  d  Eddy 
v.  Mitchell,  269  U.  S.  414. 

The  plaintiff  has  not  clearly  established  that  it  is  entitled  to  exemption  from 
taxation  under  the  statute. 


The  language  used  is  clearly  applicable  to  these  petitioners. 
Reliance  is  placed  by  the  petitioners  upon  In  Re  Mulford ,  217 
Ill.  242,  where  it  is  said  that  an  executor  is  a  public  officer.  The 
question  before  the  court,  however,  was  the  constitutionality  of  an 
Illinois  statute  prohibiting  a  nonresident  from  acting  as  executor. 
In  our  opinion  the  opinion  can  not  be  said  to  hold  that  an  Illinois 
executor  is  an  officer  of  the  State  of  Illinois  in  the  sense  that  the 
Supreme  Court  was  considering  in  Metcalf  &  Eddy  v.  Mitchell , 
supra.  Even  if  the  broader  meaning  should  be  taken  by  the  courts 
of  Illinois,  that  meaning  would  not  be  binding  upon  the  United 
States  when  taxing  under  a  Federal  statute.  Burk-W aggoner  Oil 
Assn,  v.  Hopkins ,  269  U.  S.  110. 

We  conclude  that  the  petitioners  were  taxable  upon  the  fees 

received  by  them. 

«/ 

J udgment  will  ~be  entered  for  the  respondent. 


Chicago  Starch  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  No.  19427.  Promulgated  November  2,  1928. 

Amounts  expended  held  to  have  been  for  a  secret  formula  in  use 
in  the  petitioner’s  business  during  the  years  in  controversy  and 
improperly  excluded  from  the  petitioner’s  invested  capital  during 
those  years. 

John  A.  Stolp ,  C .  P.  A .,  for  the  petitioner. 

Bnce  Toole ,  Esg '.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  and  profits  taxes  for  the  calendar  years  1918,  1919,  and  1920. 
in  the  respective  amounts  of  $3,609.01,  $1,108.08,  and  $1,523.63.  The 
i mounts  in  controversy  are  $1,377.74.  $618.14.  and  $808.94.  respec- 
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tively.  Two  errors  are  alleged  with  respect  to  the  respondent's  com¬ 
putation  of  the  petitioner’s  invested  capital  for  the  years  in  question : 
(1)  That  the  respondent  excluded  $88,234.05,  the  cost  of  a  patent 
which,  it  is  alleged,  was  part  of  the  cost  of  certain  secret  processes 
used  in  the  petitioner’s  business,  and  (2)  that  the  respondent  excluded 
$13,234  as  part  of  the  cost  of  secret  formulae  represented  by  the  cost . 
of  experimental  machinery  necessary  to  discover  and  develop  said 
formulae. 

FINDINGS  OF  FACT. 

\ 

The  petitioner  is  an  Illinois  corporation  with  its  principal  office 
and  place  of  business  in  Chicago.  Under  date  of  January  23,  1900, 
Letters  Patent  No.  641801  were  granted  by  the  United  States  to 
William  G.  King,  who  sold  and  assigned  the  same  to  one  Carl 
Schroeder.  On  or  about  June  25,  1906,  Carl  Schroeder  sold  and 
assigned  said  letters  patent  to  petitioner  for  the  sum  of  $88,234.05, 
which  was  paid  in  cash.  The  patent  covered  a  process  of  fire  proof¬ 
ing  cloth  and  textile  fabrics,  etc.,  and  specified  an  open  formula  for 
chemicals  to  be  used  that  was  not  satisfactory  for  practical  purposes. 
At  the  same  time  that  the  patent  was  purchased  by  the  petitioner, 
Schroeder  assigned  to  the  petitioner  a  secret  formula  for  a  process  of 
refining  ammonia  sulphate  from  crude  ammonia  sulphate  that  was 
very  valuable.  In  1906  the  cost  of  crude  ammonia  sulphate  was  4 
cents  a  pound.  Kefined  ammonia  sulphate  sold  on  the  market  for 
from  20  to  25  cents  a  pound.  By  the  secret  process  the  refined 
ammonia  sulphate  could  be  obtained  at  a  cost  of  about  1  cent  a  pound. 
On  the  acquisition  of  the  formula  and  the  patent,  the  petitioner  devel¬ 
oped  additional  formulae  derived  from  the  original  formula  between 
the  years  1906  and  1913,  so  that  at  the  present  time  it  has  40  or  50 
formulae.  Between  1906  and  1913  it  made  machinery  for  experi¬ 
mental  purposes.  Such  machinery  was  built  in  a  small  way  and 
resulted  in  the  development  of  certain  formulae. 

Prior  to  1913,  after  such  formulae  were  developed,  and  in  1913, 
the  experimental  machinery  was  scrapped,  larger  commercial  units 
having  been  built  for  the  purpose  of  manufacturing.  Machinery  so 
built  and  scrapped  in  1913  cost  $13,234. 

The  minutes  of  the  meeting  of  the  directors  of  the  petitioner 
of  June  25,  1906,  containing  a  resolution  for  the  purchase  of  Letters 
Patent  641801  made  no  mention  of  the  secret  formula.  The  under¬ 
standing  with  Schroeder  was  verbal  that  he  would  turn  over  the 
secret  formula  and  show  the  petitioner’s  chemist  how  to  use  it. 

OPINION. 

Siefkin  :  Two  questions  are  raised  relating  to  amounts  excluded 
by  the  respondent  from  invested  capital  of  the  petitioner  during  the 
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years  in  question.  The  evidence  is  clear  that  in  1906,  when  the 
petitioner  paid  $85,000  ostensibly  for  a  patent,  it  was,  in  reality, 
purchasing  a  secret  formula  for  refining  ammonia  sulphate  which 
made  the  patent  (otherwise  of  no  value)  a  valuable  asset.  The 
patent  expired  in  191  <  and  the  question  is  whether  the  petitioner 
.  still  had  in  the  years  1918,  1919,  and  1920  an  asset  which  should  be 
included  in  its  invested  capital.  We  are  satisfied  that  what  was 
really  purchased  and  was  the  consideration  for  the  amount  paid, 
was  the  secret  formulae  which  existed  and  were  used  in  the  peti¬ 
tioner’s  business  after  the  expiration  of  the  patent  and  during  the 
taxable  years  in  controversy.  The  difference  between  the  amount  of 
$85,000  and  the  $88,234.05  alleged  as  the  cost  by  the  petitioner,  is 
the  amount  of  salary  paid  to  the  owner  of  the  patent  during  the  time 
when  he  was  showing  the  petitioner’s  chemist  how  to  build  the 
.  t  e  ne  tlie  ammonia  sulphate.  Such  amount,  in  our 
opinion,  should  also  be  added  to  the  cost  of  the  secret  process. 

Our  conclusions  as  to  the  first  item  cause  us  to  hold  that  the 
respondent  was  also  in  error  in  excluding  the  sum  of  $13,234  spent 
lor  experimental  machinery  in  developing  formulae.  Both  amounts 
should  be  included  in  invested  capital  for  the  years  in  question. 

•/ udgment  will  be  entered  under  Rule  50. 


Max  Peiges,  Petitioner,  v.  Commissioner  of  Internal  Revenue, 

Respondent. 

Sample  Hat  Stores  Co.,  Inc.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  Nos.  6036,  6042.  Promulgated  November  2,  1028. 

Irwin  Newman,  Esq.,  and  William  Finedman,  Esq.,  for  the 
petitioner. 

James  A.  O' Callaghan,  Esq.,  for  the  respondent. 


Siefkin  :  I  hese  are  proceedings,  duly  consolidated  for  hearing  and 
decision,  for  the  redetermination  of  deficiencies  asserted  as  follows: 


Year 

Tax 

Penalty 

Total 

Max  Feiges . 

1920 

1921 
1920 

$262.  52 

1.  961.  24 

2,  390.  42 

$131.  26 
980.  62 
1, 195.  21 

$393.  78 
2,941.86 
3,  585.63 

Sample  Hat  Stores  Co.,  Inc _ 

— 

At  the  hearing  counsel  for  the  respondent  conceded  that  there  was 
no  deficiency  or  penalty  due’  from  Max  Feiges  for  1921.  The  only 
issue  remaining  relates  to  the  withdrawal  of  $7,362.60  from  the  cor¬ 
poration  in  1920  by  Max  Feiges  or  his  wife  Sarah  L.  Feiges. 
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Max  Feiges  is  a  resident  of  Chicago,  Ill.  For  the  year  1920  he 
made  a  joint  income-tax  return  for  himself  and  his  wife,  Sarah  L. 
Feiges.  The  Sample  Hat  Stores  Co.,  Inc.,  was  an  Illinois  corpora¬ 
tion,  with  its  principal  office  at  Chicago,  which  ceased  doing  business 
September  1,  1921,  and  turned  over  its  assets  and  liabilities  to  Max 
Feiges. 

During  1920  Sarah  L.  Feiges  deposited  the  amount  of  $50,217.65 
in  two  banks  in  her  own  name.  During  the  year  1920  Max  Feiges 
and  Sarah  L.  Feiges  withdrew  a  net  amount  of  $7,362.60  from  funds 
of  the  Sample  Hat  Stores  Co.,  Inc.  The  books  of  the  corporation 
contained  no  accounts  receivable  account  for  Max  Feiges  or  Sarah 
L.  Feiges.  The  respondent,  in  determining  the  deficiency  for  the 
corporation  and  the  individual,  assumed  that  the  amount  so  with¬ 
drawn  was  charged  to  expense  in  computing  the  income  of  the  cor¬ 
poration  and  added  the  amount  of  $7,362.60  to  the  income  of  the  cor¬ 
poration  for  1920,  and  to  the  income  of  Max  Feiges  as  dividends. 
The  revenue  agent  whose  report  formed  the  basis  of  the  respondent’s 
determination,  testifying  in  this  proceeding,  admitted  the  addition  to 
income  of  the  corporation  to  be  erroneous.  The  amount  of  $7,362.60 
was  not  charged  to  expense  on  the  books  of  the  corporation,  but  was 
included  in  the  total  amount  reported  as  income  by  the  corporation. 
The  amount  of  $7,362.60  withdrawn  by  Max  Feiges  and  Sarah  L. 
Feiges  was  less  than  the  amounts  standing  to  their  credit  on  the 
books  of  the  corporation. 

It  is  manifest  that  the  respondent  was  in  error  in  adding  the 
amount  of  $7,362.60  to  income  of  the  corporation  and  in  treating  the 
withdrawals  as  dividends  to  the  individual. 

Judgment  will  be  entered  for  the  'petitioner. 


Franciscus  &  Kunz  Realty  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  13195.  Promulgated  November  2,  1928. 

Held  that  capital  was  a  material  income-producing  factor  in  the 
business  of  the  petitioner  and  petitioner  was  not  a  personal  service 
corporation  in  1920  and  1921,  within  the  meaning  of  section  200 
of  the  Revenue  Acts  of  1918  and  1921. 

Marion  C.  Early ,  Esq.,  for  the  petitioner. 

A.  E.  Lisenby ,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in  in¬ 
come  and  excess-profits  taxes  for  the  calendar  years  1920  and  1921, 
in  the  amounts  of  $6,153.57  and  $4,117.55,  respectively. 
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The  error  alleged  is  the  holding  of  the  respondent  that  the  peti¬ 
tioner,  during  the  years  in  question,  was  not  entitled  to  personal 
service  classification. 

FINDINGS  OF  FACT. 

James  M.  Franciscus  and  Charles  C.  Kunz  had  been  engaged  in 
the  real  estate  business,  as  a  partnership,  in  St.  Louis,  Mo.,  since 
about  1901.  In  February,  1920,  the  business  was  incorporated  under 
the  laws  of  Missouri  and  the  petitioner  was  formed.  Capital  stock 
of  the  par  value  of  $50,000  was  issued  for  the  good  will  of  the 
partnership  business.  No  cash  or  tangible  assets  were  paid  in.  The 
original  stockholders  and  directors  were  Franciscus,  Kunz,  and  Al¬ 
bert  J.  Hummel.  The  stockholdings  during  the  years  1920  and  1921 
were  as  follows : 


1921 

First  6 
months 

Last  6 
months 

James  M.  Franciscus _ 

Charles  C.  Kunz. _ _  . 

Shares 

273 

223 

2 

2 

Shares 

273 

223 

2 

o 

Shares 

388 

50 

20 

20 

20 

2 

Loretta  C.  Dooling . 

Albert  J.  Hummel _ 

August  C.  Beckemeier . . 

K.  Q.  Franciscus . . 

. 

J 

All  of  these  stockholders  were  actively  engaged  in  the  business  of 
the  petitioner,  devoting  all  their  time  to  it.  except  K.  G.  Franciscus, 
to  whom  two  qualifying  shares  were  issued.  In  1921.  Kunz’  health 
was  impaired  and  he  was  only  able  to  devote  about  3  or  I  days  per 
week  to  the  business.  His  work  was  performed  by  Miss  Dooling. 
Hummel,  and  Beckemeier. 

The  business  of  the  petitioner  consisted  generally  in  renting,  leas¬ 
ing  and  selling  real  estate  for  other  persons  in  St.  Louis  and  vicinity, 
and  in  making  and  selling  loans.  The  business  was  conducted  in  the 
same  manner  after  incorporation  as  before.  The  petitioner  did  not 
v  ^ e  ant  real  estate  for  it.  elf,  nor  did  it  deal  in  merchandise, 
stocks,  or  bonds.  1  he  business  was  obtained,  to  a  large  extent,  by 
1  ranciscus  and  Kunz.  Franciscus  usually  negotiated  and  closed  the 
deals,  and  Hummel  and  Miss  Dooling  did  the  important  office  work. 
In  the  latter  part  of  1921  Beckemeier  also  assisted  in  the  office. 

In  1920  petitioner  also  employed  11  persons  who  did  not  hold  stock 
of  petitioner.  They  consisted  of  a  janitor,  an  errand  boy,  two 
stenographers,  three  collectors,  a  statement  maker,  an  assistant  book¬ 
keeper  and  a  repair  man.  In  1921  it  employed  12  nonstockholders. 
Ihese  employees  obtained  no  new  business  for  petitioner  but 
were  engaged  only  in  routine  work.  The  salaries  paid  to  the  stock¬ 
holders  and  nonstockholders  were  as  follows: 
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1920 


To  nonstockholders _ $7,  255.  35 

To  stockholders _  15,  320.  00 


1921 


To  nonstockholders _  6,  851.  60 

To  stockholders _  15,  435.  00 


There  was  also  distributed  to  stockholders  from  earnings,  $24,- 
961.56  in  1920  and  $17,137.39  in  1921.  The  petitioner  also,  from  time 
to  time,  employed  salesmen. 

The  gross  income  of  the  petitioner  for  the  year  1920  was  made  up 
as  follows: 


Commissions  on  rents _ 

Commissions  on  loans  and  sales 

Commissions  on  insurance _ 

Commissions  on  miscellaneous- 

Interest  received _ 

Less  interest  paid _ 


_ $12,892.86 

_  35, 192.  03 

_  1,530.93 

_  7,  743.  93 

$4,  722.  12 
2.  173.  22 

- -  2,  548.  90 


59,  908.  65 


The  net  income  for  the  year  1920  was  $24,961.56. 

The  gross  income  for  the  year  1921  was  made  up  as  follows: 


Commission  on  rents _ 

Commission  on  loans  and  sales 

Commission  on  insurance _ 

Commission  on  miscellaneous _ 


Interest  received _ $3,  689.  89 

Less  interest  paid _ 2,  491.  40 


$14.  846.  29 
28.  532.  78 
1,  413.  60 
6,  131.  70 


1. 198.  49 


52. 122.  86 

The  net  income  for  the  year  1921  was  $17,137.39. 

The  item  “  commissions  on  rents  ”  covered  2 y2  per  cent  or  3  per 
cent  of  the  total  rents  the  petitioner  collected  for  others. 

“  Commissions  on  loans  and  sales.'5  The  petitioner  charged  a  com¬ 
mission  upon  the  sale  of  property  for  others.  Petitioner  also  charged 
a  commission  on  loans  which  it  made. 

“  Commission  on  insurance  ”  was  received  by  petitioner  also. 
Petitioner  would  place  insurance  with  some  company  for  its  clients 
and  would  receive  a  commission  for  so  doing  from  the  client  and 
often  the  insurance  company  would  pay  petitioner  a  certain  amount 
of  the  premium  for  placing  it  with  such  insurance  company. 

The  item  “  Miscellaneous  includes  amounts  received  by  petitioner 
for  services  which  could  not  be  classified  under  the  preceding  heads. 
Sometimes  petitioner  would  have  to  carry  a  loan  for  a  while  and  the 
interest  accumulated  thereon  was  included  in  this  item.  This  also 
includes  fees  for  superintending  repairs  to  property  of  its  clients  and 
fees  received  for  drawing  up  a  number  of  wills  and  99-year  leases. 
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The  rental  business  of  the  petitioner  was  large  in  comparison  to 
its  other  business. 

The  petitioner  would  loan  money  for  clients  and  sometimes  when 
a  party  wanted  to  borrow,  petitioner  would  loan  the  money  and 
carry  it  for  a  number  of  days  or  a  number  of  weeks  and  would  then 
sell  the  loan.  Petitioner,  in  such  a  case,  would  sometimes  borrow 
money  from  banks.  Personal  notes  for  the  borrowed  money  were 
given  the  banks  by  Franciscus  and  Kunz.  The  item  of  income 
“  interest  received,  less  interest  paid”  refers  to  the  difference  in 
interest  the  petitioner  received  from  borrowers  and  the  interest 
which  the  petitioner  paid  the  bank.  Sometimes  a  client  for  whom 
petitioner  had  placed  a  loan  would  return  and  want  to  obtain  cash. 
Petitioner  would  then,  in  order  to  satisfy  the  client,  buy  the  loan  and 
carry  it  until  it  could  be  disposed  of.  In  making  loans  the  petitioner 
also  used  accumulated  profits,  money  left  by  clients  after  a  sale, 
funds  of  trust  estates  which  were  left  with  the  petitioner  to  be 
invested,  and  maturities  from  mortgages  left  for  the  petitioner  to 
collect  and  reinvest. 

The  following  is  a  tabulation  of  money  borrowed  bv  petitions 
in  1920 : 


Amount 

borrowed 

Paid  off 

Balance  from  December  31,  1919 . 

| 

January . . . . 

$12,  000.  00 

February _ _ _ 

$12,  000.  00 

March . . . . 

8, 000.00 

April _ _ _ _ 

28.  000.00 

May . . . . . 

17, 000. 00 

June . . . . . . .  . 

July . . . . . 

August _ _ _ _ _ _ 

September _ _ _  _ 

17, 000.  00 
10,  000. 00 

17,  000.  00 

October . . . 

November. _ _ _ _ _ 

December . 

64,  000.00 

57,  000.  00 

The  following  shows  loans  paid  off  and  sold  in  1920: 

Loans 

made 

Paid  off  or 
sold 

January . 

$8, 700.  00 
23, 800. 00 
35, 000.  00 
45,  650. 00 
34,  500.  00 

26,  050. 00 
18,  250.  00 
10,  900.  00 
20, 950.  00 

27,  100.  00 
16,800.00 
14,315.00 

$25, 365. 12 
9,699. 15 
21,866. 19 
47,  724. 02 
27,  96,4.  28 
21,387.  11 
40,  032.  99 
23, 105.  08 
9,419.  22 

20,  700.  00 
37,  335.  50 

21,  141.50 

February . . 

March . . . 

April . 

May . . . . . 

June . . . 

August . . . . 

September . . .  . 

October . 

November . 

December . 

282, 015. 00 

305,  740.  16 

Balance 


$20, 000.  00 
32,  000. 00 
20, 000.00 
28,  000.00 


17, 000. 00 
17,  000. 00 
17,  000.  00 
17, 000. 00 
17, 000.  00 
27,  000.  00 
27,  000.  00 
27,  000. 00 


27,  000.  00 


Balance 


$26,  013. 61 
40, 114. 46 
53,  248.  27 

51. 174.25 
57,  710. 06 
62,  372.  95 
40,  589.  66 
28,  385.  48 

39.916.26 
46,  316.  26 
25,  780.  76 
18,  953.  57 


18,  953.  57 
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The  following  shows  the  money  borrowed  by  petitioner  in  1921 : 


Amount 

borrowed 

Paid  off 

Balance 

Balance  from  Dec.  31,  1920- 

$17, 000.  00 
17, 000. 00 
17, 000.  00 
10,  000.  00 
10,  000.  00 

January. _ _ 

$10, 000.  00 

$10,  000.  00 

February. . . . 

March.. . . . . 

10, 000.  00 

17, 000.  00 

April . . 

May.  . . . . 

10,  000.  00 

June _ _ _ _ 

15, 000.  00 

15,  000.  00 
15,  000.  00 
25,  000.  00 
15,  000.  00 

July . . . . . 

August _ _ _ 

10, 000.  00 

September . . . . 

10,  000.  00 
15, 000.  00 

October . . 

November .  . . 

December . . . 

20,  000.  00 

20,  000.  00 

65,  000.  00 

62,  000.  00 

20,  000.  00 

The  following  shows  the  loans  paid  off  and  sold  in  1921 : 


j  Loans  made 

Paid  off  or 
sold 

Balance 

1 

January . . . . 

1 

$18,  953.  57 
20,  262.  00 
15,  500.  00 
11,000.  00 
26,  025.  00 

12,  500.  00 
23,  750.  00 

3, 100.  00 
12, 100.  00 
42,  650.  00 

13,  300.  00 
9,  200.  00 

$14,  520.  83 
11,175.  00 
8,  530.  67 
13,  547.  00 
11,271.  32 
21,  333.  22 
2,  880.  00 
8, 468.  92 

17,  338.  66 
38,  935.  79 

18,  394.  16 
17,  375.  00 

$6,  744.  74 
13,  519.  74 
20, 489.  07 
17,  942.  07 
32,  695.  74 

23,  862.  53 
44,  732.  53 
39,  363.  61 
34,  124.  95 
37,  839. 16 
27,  545.  00 

24,  570.  00 

February . . . . .  . 

March . . . 

April . .  .. 

May.  . . . 

June. . .  . 

July. _ _ _ 

August . . 

September . . . 

October  . .  . 

November . . 

December . . . 

208,  340.  57 

183,  770.  57 

24,  570.  00 

1  he  assets  and  liabilities  of  petitioner  were  as  follows : 

Feb.  4, 1920 

Dec.  31, 1920 

Dec.  31, 1921 

ASSETS 

Cash _ 

$19, 467. 95 
2,  628.  26 
1,645.  00 

$3,  754.  61 

Expense. _ _  _  . 

Fixtures _  _ 

$2,  200.  00 
18,  953.  57 

1,  900  00 

Bills  receivable _ _  . 

Notes  on  deeds  of  trust _ 

26,  013.  61 

24,  570.  00 
4, 195.  39 
999.  27 
49, 107.  90 
50, 000.  00 

Joint  venture  52  acres.  .  _ _ 

11,792.  13 

J.  M.  Franciscus,  personal  . . . 

Clients  accounts  receivable _ ... 

19,  300.  49 
50,  000.  00 

22,  271.69 
50,  000.  00 

Goodwill _ _ _ _ _ _ 

LIABILITIES 

Commissions. . . 

119, 055.31 

105,  217.  39 

134,  527. 17 

2,  767.  56 
561.  70 
341.  62 
32,  000.  00 

Miscellaneous . . 

Interest _  _ 

Bills  payable  (bank).  _  _ 

27,  000.  00 
465.  84 

3,  540.  11 

2,  360.  01 
21,  851.  43 
50,  000.  00 

20,  000.  00 

Cash  overdrawn _  .  . 

J.  N.  Franciscus,  personal _ 

4,  029.  42 

3,  405.  33 
25,  949.  68 
50,  000.  00 

C.  C.  Kunz,  personal  .  _ 

810.  87 
63,  716.  30 
50,  000.  00 

Clients  accounts  payable _ 

Capital  stock . . . 

119,  055.31 

105,  217.  39 

134,  527.  17 

The  item  “  bills  receivable  ”  refers  to  notes  on  deeds  of  trust 
covering  loans  which  petitioner  held  for  disposition. 
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"Joint  venture,  52  acres,"  has  reference  to  a  personal  transaction 
by  the  individuals,  Franciscus  and  Kunz  for  which  the  petitioner 
advanced  part  of  the  capital. 

Sometimes  petitioner  made  repairs  on  clients*  property  and  the  cost 
thereof  was  carried  by  petitioner  until  enough  rent  was  collected  to 
repay  it. 


The  collection  of  rents  was  accomplished  mainly  through  the 
mail,  although  it  was  necessary  in  a  great  many  cases  to  solicit 
payment  by  means  of  collectors. 

The  petitioner  advertised  in  newspapers  and  by  signboards.  The 
expense  of  this  item  in  1920  was  $6,790.27,  and  in  1921  it  was 
$6,089.47. 


OPINION. 


Siefkin  :  The  petitioner  alleges  error  on  the  part  of  the  respond- 
ent  in  holding  that  the  petitioner,  during  the  years  1920  and  1921. 
was  not  entitled  to  personal  service  classification. 

Section  200  of  the  Revenue  Acts  of  1918  and  1921  provides  in 
part : 

The  term  “  personal  service  corporation  ”  means  a  corporation  whose  inconit 
is  to  be  ascribed  primarily  to  the  activities  of  the  principal  owners  or  stock¬ 
holders  who  are  themselves  regularly  engaged  in  the  active  conduct  of  the 
affairs  of  the  corporation  and  in  which  capital  (whether  invested  or  borrowed) 
is  not  a  material  income-producing  factor ;  but  does  not  include  any  foreign 
corporation,  nor  any  corporation  50  per  centum  or  more  of  whose  gross  income 
consists  either  (1)  of  gains,  profits,  or  income  derived  from  trading  as  a  princi 
pal,  or  (2)  of  gains,  profits,  commissions,  or  other  income,  derived  from  a 
Government  contract  or  contracts  made  between  April  6,  1917.  and  November  11, 
1918,  both  dates  inclusive. 

The  petitioner  obtained  its  income  from  various  sources,  among 
which  were  commissions  on  rents  collected,  sales  of  property,  plac¬ 
ing  of  insurance,  making  repairs  on  clients’  property,  making  loans, 
and  from  interest  on  loans. 

The  petitioner  owned  no  real  estate  and  had  no  paid-in  cash  or 
tangible  property.  When  money  was  needed  in  the  business,  the 
petitioner  borrowed  it  from  the  banks  on  the  personal  notes  of 
Franciscus  and  Kunz,  or  used  the  accumulated  profits  of  the  busi¬ 
ness  which  were  distributed  semiannually. 

The  testimony  shows  that  money  left  bv  clients  after  a  sale  of 
property,  funds  of  trust  estates  which  were  left  with  the  petitioner 
to  be  invested,  and  maturities  from  mortgages  which  were  left 
for  the  petitioner  to  collect  and  invest,  were  used  in  the  business, 
but  it  does  not  appear  clearly  whether  these  funds  were  used  by  the 
petitioner  as  principal  or  as  agent  for  the  clients. 

The  petitioner  loaned  money  for  its  clients  and  charged  the 
borrower  thereof  a  commission.  Sometimes  a  client  for  whom  peti- 
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tioner  had  placed  a  loan  wished  to  obtain  cash  for  it  and  petitioner 
would  buy  the  loan  and  hold  it  until  it  could  be  disposed  of.  Some¬ 
times  a  borrower  would  apply  to  petitioner  for  a  loan  and  petitioner 
would  advance  the  money  and  carry  the  loan  until  it  could  be  sold. 

The  amount  of  interest  which  the  petitioner  received  from  such 
loans  over  the  amount  of  interest  which  petitioner  had  to  pay  upon 
money  borrowed  for  that  purpose  in  1920  was  $2,548.90,  or  about 
4.25  per  cent  of  $59,908.65.  the  gross  income  for  that  year.  During 
1921  this  item  amounted  to  $1,098.49,  or  about  2.29  per  cent  of 
$52,122.86,  the  gross  income  for  that  year.  The  amount  of  com¬ 
missions  received  by  the  petitioner  on  loans  and  sales  in  1920  was 
$35,192.08  and  in  1921  the  amount  Avas  $28,532.78.  The  amount 
received  as  commissions  on  loans  is  not  segregated.  The  total  of 
loans  made  by  the  petitioner  in  1920  was  $282,015  and  in  1921, 
was  $208,340.57.  It  is  not  shown  how  much  of  these  amounts  were 
loans  made  by  petitioner  on  behalf  of  clients  and  how  much  consti¬ 
tuted  loans  which  the  petitioner  itself  made  and  carried. 

In  1920  the  petitioner  borrowed  $64,000  and  the  average  monthly 
balance  of  such  borrowed  money  throughout  the  year  Avas  about 
$22,000.  In  1921  petitioner  borrowed  a  total  of  $65,000  and  the 
average  throughout  the  year  was  about  $16,000. 

The  petitioner  made  advances  for  clients  for  repairs  on  the  clients* 
property  and  carried  such  amounts  until  they  were  paid  by  the  rent 
from  such  property. 

The  testimony  and  the  statement  of  assets  and  liabilities  indicate 


that  the  petitioner  borrowed  this  money  and  that  the  amount  the 
petitioner  owed  in  this  connection  Avas  $25,949.68  on  February  4,  1920. 
$21,951.43  on  December  31,  1920,  and  $63,716.30  on  December  31, 
1921.  This  is  an  addition  to  the  other  money  which  the  petitioner 
OAved  the  bank,  which  amounted  to  $32,000  on  February  4,  1920, 
7.000  on  December  31,  1920,  and  $20,000  on  December  31,  1921. 


Thus  the  average  borrowed  capital  which  petitioner  employed  to 
earn  $59,908.85  gross  income  in  1920  was  about  $53,000. 

In  1921  it  employed  an  average  of  about  $66,000  of  borrowed  money 
to  earn  a  gross  income  of  $52,122.86. 

In  Hubbard- Ragsdale  Co.  v.  Dean, ,  15  Fed.  (2d)  410,  the  court 


said : 


We  come  then  to  the  second  element  of  the  definition :  that  is,  whether  capital 
(invested  or  borrowed)  is  a  material  income  producing  factor.  Here  the  test 


is  not  exclusively  whether  the  corporation  bought  and  sold  on  its  own  account, 
or  did  a  strictly  commission  business;  it  is  whether  it  necessarily  requires 
capital  for,  and  the  fact  uses  it  in  the  conduct  of  its  business.  If  the  nature 
of  the  business  is  such  that  it  cannot  be  carried  on  at  all  without  the  constant 
use  of  capital,  and  such  use  of  capital  plays  a  vital  part  in  the  successful 
conduct  of  the  business,  it  cannot  be  said  that  its  use  in  the  business  is  merely 


incidental. 
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Irrespective  of  the  amount  of  income  directly  received  by  peti¬ 
tioner  from  the  use  of  capital,  it  is  our  opinion  that  capital  was  a 
necessary  factor  in  the  conduct  of  the  business. 

The  petitioner  is  not  entitled  to  personal  service  classification 
during  the  years  in  controversy,  since  it  has  not  met  one  of  the 
requirements  of  section  200  of  the  Revenue  Acts  of  1918  and  1921. 

J udgment  will  be  entered  for  the  respondent . 


South  Chicago  Drug  Co.,  Petitioner,  v.  Commissioner  of  Inter¬ 
nal  Revenue,  Respondent. 


Docket  No.  15157.  Promulgated  November  2,  1928. 

Compensation  of  corporate  officers  held  reasonable  and  an  ordi¬ 
nary  and  necessary  expense. 


Julius  F.  Srrmtanka ,  Esq.,  for  the  petitioner. 
Paul  L.  Peyton ,  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redetermination  of  deficiencies  in  in¬ 
come  and  profits  taxes  for  the  years  1920  and  1921  in  the  amounts  of 
$5,265.90  and  $1,073.09,  respectively.  Only  that  portion  of  the  de¬ 
ficiencies  involved  in  the  disallowance  by  the  respondent  of  a  deduc¬ 
tion  of  $12,000  in  each  year  for  officers’  salaries  is  in  controversy. 


FINDINGS  OF  FACT. 

I  he  petitioner  is  an  Illinois  corporation  with  its  principal  office 
at  South  Chicago.  During  the  years  1920  and  1921  the  petitioner 
paid  each  of  its  five  salaried  officers  a  monthly  salary  of  $200  and 
deducted  the  total  amount  so  paid  of  $12,000  as  an  ordinary  and 
necessary  expense  of  its  business  in  each  of  the  years  1920  and  1921. 
This  deduction  was  disallowed  for  each  of  the  years  by  the  respond¬ 
ent  in  determining  the  deficiencies  here  involved. 

Petitioner  was  organized  in  1913  by  a  group  of  practicing  physi¬ 
cians  in  South  Chicago  for  the  purpose  of  engaging  in  the  retail 
drug  business.  Prior  to  that  time  the  physicians  had  difficulty  in 
getting  their  prescriptions  for  their  patients  properly  filled  without 
substitution  of  drugs  and  without  overcharging  of  patients.  The 
total  number  of  shares  of  stock  outstanding  was  486  which,  during 
the  years  1920  and  1921.  were  held  as  follows: 


A.  W.  McLaughlin,  M.  I) _  03 

James  W.  Skibelsky,  M.  D _  G3 

G.  G.  O’Brien,  M.  D _  G3 

Don  S.  Harvey,  M.  D _  43 

Fred  T.  Barrett,  M.  D _  G3 

Edward  C.  Wrightman,  M.  I) _  G3 


Thomas  Faith,  M.  D _  27 

Helen  Galligan _  62 

Joseph  P.  Galligan _  1 

John  W.  Stanton,  M.  D _  9 

Robert  A.  Poynton,  M.  D _  9 

Mary  L.  Harvey _  20 
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Mary  L.  Harvey  was  a  sister  of  Doctor  Harvey,  and  the  20  shares 
held  in  her  name  were  not  owned  by  her  but  were  held  on  her 
brother’s  behalf.  Galligan  was  the  store  manager,  employed  on  a 
salary.  The  officers  to  whom  salaries  of  $200  a  month  were  paid 
were  Dr.  W.  A.  McLaughlin,  president,  Dr.  Don  S.  Harvey,  vice 
president,  Dr.  Fred  T.  Barrett,  second  vice  president,  Dr.  G.  G. 
O’Brien,  treasurer,  and  Dr.  James  W.  Skibelsky,  secretary.  Pay¬ 
ment  was  made  to  them  by  virtue  of  a  resolution  of  the  board  of 
directors  dated  March  19,  1918.  At  the  meeting  at  which  the  salaries 
were  authorized  there  were  present  only  the  five  officers  to  whom 
salaries  were  voted.  The  other  three  members  of  the  board  of  di¬ 
rectors  were  not  present.  The  five  officers  to  whom  salaries  were  paid 
had  been  active  in  the  organization  of  the  petitioner  and  were  instru¬ 
mental  in  sending  to  it  from  four-fifths  to  five-sixths  of  all  pre¬ 
scriptions  filled  at  its  place  of  business.  Its  prescription  business 
was  very  large  and  amounted  to  an  average  of  about  100  prescriptions 
a  day  and  sometimes  would  reach  250  a  day.  In  addition  to  sending 
prescriptions  to  the  petitioner  to  be  filled,  the  five  officers  above 
named  each  spent  time  in  the  store  varying  from  a  few  minutes  to 
several  hours  each  day.  Doctors  Harvey  and  Skibelsky  were  reg¬ 
istered  pharmacists  as  wTell  as  physicians  and  devoted  more  time  to 
the  business  of  the  petitioner  than  any  of  the  other  officers.  All  of 
the  officers  maintained  offices  separate  and  apart  from  the  drug  store 
and  were  active  in  the  practice  of  their  profession. 

It  is  a  recognized  practice  in  many  communities,  including  South 
Chicago,  for  physicians  to  receive  commissions  from  drug  stores 
for  sending  prescriptions  to  them  to  be  filled.  The  amount  of  such 
commissions  ranges  from  10  per  cent  to  25  per  cent  for  prescriptions 
and  from  25  per  cent  to  50  per  cent  on  appliances.  No  commissions 
were  paid  by  the  petitioner  for  prescriptions  sent  in  by  physicians 
and  it  was  understood  that  the  payment  of  salaries  to  the  five  officers 
above  named  was  to  be  in  lieu  of  any  commission.  Before  the  salary 
was  voted  to  them  they  were  dissatisfied  and  felt  that  they  were 
not  receiving  a  share  of  the  profits  commensurate  with  the  time 
and  energy  devoted  by  them  to  the  business,  it  appearing  that  other 
physicians  who  were  stockholders  were  not  sending  an  equal  number 
of  prescriptions  to  be  filled  by  the  petitioner  but  were  benefiting 
through  the  earnings  of  the  business.  The  payment  of  salaries  to 
the  five  officers  above  named  was  intended,  at  least  in  part,  to 
remedy  this  inequality. 

During  the  years  1920  and  1921  the  officers  of  the  petitioner  indi¬ 
vidually,  at  irregular  intervals,  called  at  the  company’s  place  of 
business  for  the  purpose  of  advising,  if  occasion  should  arise,  and 
also  observing  the  conduct  and  management  of  the  business  and 
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the  compounding  by  the  pharmacists  of  medicines  and  other  pre¬ 
scribed  remedies. 

The  principal  business  and  source  of  revenue  of  the  petitioner 

during  the  years  1920  and  1921  was  its  prescription  business.  It 

maintained  a  soda  fountain  during  the  year  1920  but  it  was  taken  out 

after  a  short  time.  It  also  installed  a  cigar  counter  during  the  year 

1921  but  this  also  was  discontinued.  Except  for  a  bonus  of  $200 

paid  to  Dr.  J.  E.  Skibelskv  in  1920  as  additional  compensation  for 

extra  services  rendered  to  the  petitioner,  the  officers  received  no  other 

compensation  from  the  petitioner  except  the  $200  per  month  paid  to 

each.  The  salaries  paid  to  the  officers  of  the  taxpayer  during  the  years 

1920  and  1921  were  reasonable  and  Avere  for  services  actualh  rendered 

•/ 

on  behalf  of  the  petitioner. 

OPINION. 

Siefkin:  The  only  question  invohed  in  this  proceeding  is  Avhether 
the  respondent  properly  disallowed  the  deduction  of  amounts  paid 
as  salaries  in  1920  and  1921.  We  are  satisfied  from  the  entire  record 
that  the  amounts  paid  Avere  reasonable  compensation  for  the  services 
rendered  to  the  corporation,  and  that  the  Commissioner  Avas  in  error 
m  disalloAving  the  deduction.  The  services  were  none  the  less  real  in 
that  they  Avere  performed,  in  the  main,  away  from  the  petitioner's 
place  of  business. 

Judgment  will  be  entered  under  Rule  50. 


Fred  F.  De  Yore,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 


Docket  No.  19402.  Promulgated  November  2,  192S. 


Loss  held  to  have  been  sustained  by  petitioner  where  corporation 
Avas  formed  but  no  corporate  action  was  e\rer  taken  and  the  busi¬ 
ness  in  Avhich  the  loss  was  sustained  was  never  transferred  to  the 
corporation. 

Emil  C.  Wetten ,  Esq.,  and  James  P.  Ilaffner ,  Esq.,  for  the  peti¬ 
tioner. 

Paul  E.  Peyton .  Esq.,  for  the  respondent. 


This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  taxes  for  the  calendar  year  1920  in  the  amount  of  $3,563.40. 
The  deficiency  arises  because  of  the  disallowance  by  the  respondent 
of  a  deduction  of  $22,261.14  alleged  by  the  petitioner  to  be  a  loss 
sustained  bA7  him  in  1920. 


findings  of  fact. 


The  petitioner  is  an  individual  with  his  residence  and  office  at 
Omaha,  Nebr.  In  his  income-tax  return  for  the  year  1920  he  de- 
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ducted  an  amount  of  $22,261.14  as  a  loss  in  a  publishing  business. 
This  net  deficit  was  arrived  at  by  deducting  from  $37,748  total 
sales,  items  totaling  $60,009.14  consisting  of  the  following: 

Labor -  $711.  30 

Printing -  25,  323.  50 


Net  cost  of  goods  sold _ 

Salaries  and  wages _ 

Rent _ 

Repairs,  wear  and  tear,  etc 
Other  expenses _ 


_ $26,034.85 

$25,  622.  26 
412.  50 
.  1,  428.  75 

6,  510.  78 


Total  other  business  deductions _  33,  974.  29 

60,  009. 14 

The  deficiency  notice  sent  to  the  petitioner,  from  which  this  appeal 
is  taken,  states : 

With  reference  to  the  disallowance  of  the  loss  of  $22,261.14  on  your  individual 
return  which  loss  was  sustained  by  the  F.  F.  De  Yore  Publishing  Company, 
you  are  advised  that  it  is  held  that  “  where  a  body  of  men  are  acting  as  a 
corporation  and  are  in  ostensible  possession  of  corporate  powers,  it  will  be 
conclusively  presumed  in  all  cases  except  in  direct  action  against  them  by  a 
State  to  vacate  the  franchise  that  it  is  a  corporation.” 

It  appears  that  the  business  was  a  de  facto  corporation  in  the  year  1920 
and  the  loss  sustained  through  the  corporation  is  not  deductible  on  your 
individual  return. 

Petitioner  was  a  promoter  of  Duroc  hogs.  For  about  15  years  prior 
to  1920  he  was  an  advertising  solicitor  for  the  “  Duroc  Bulletin,”  a 
farm  journal,  and  also  represented  the  breeders  of  Duroc  hogs  at 
various  sales  all  over  the  hog  belt.  During  the  many  years  of  his 
wide  experience  in  this  business  he  collected  data,  information  and 
statistics.  In  order  to  capitalize  such  information  he  made  prepara¬ 
tions  to  publish  a  “  Duroc  Directory”  which  woujd  contain  a  history 
of  the  breed,  general  facts  regarding  the  hog  business  and  give  a  list 
of  all  the  active  breeders  in  the  country.  He  began  to  write  the 
directory  in  November,  1919,  and  assemble  the  data  and  then  began 
to  figure  with  printing  companies  as  to  the  cost  of  publication.  At 
first  he  did  this  alone  but  later  he  employed  one  Brown,  a  printer, 
to  help  him  and  to  figure  the  cost  of  publishing.  Then  he  took  in 
Samuel  E.  Hussey,  a  printer,  to  handle  the  printing  end  of  the  direc¬ 
tory.  Hussey  was  used  because  of  the  objection  to  the  petitioner’s 
employers,  the  Duroc  Bulletin,  to  the  publication  of  the  directory 
by  the  petitioner.  The  purpose  was  to  make  Hussey  the  ostensible 
publisher  of  the  directory.  In  March,  1920,  the  petitioner,  through 
his  attorney,  filed  articles  of  incorporation  of  the  “  F.  F.  De  Vore 
Publishing  Co.”  with  the  Secretary  of  State  of  Nebraska.  He  then 
completed  some  sales  for  his  employer,  the  Duroc  Bulletin,  and 
resigned  about  the  middle  of  March,  1920.  Thereafter,  he  devoted 
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his  time  to  the  directory  and  to  a  business  arrangement  with  one 
Kraschel  relating  to  advertising  and  hog  sales.  After  the  articles  of 
incorporation  were  filed  no  directors  meetings  were  held,  there  were 
no  stock  books,  stock  certificates,  corporate  seal,  minute  book,  account 
book  or  by-laws.  The  corporation  never  owned  any  real  estate,  was 
not  sued  nor  did  it  sue  as  a  corporation.  No  capital  was  paid  in 
and  nothing  was  turned  over  to  the  corporation,  by  bill  of  sale  or 
otherwise.  The  petitioner  did  not  know  there  was  a  corporation 
in  existence,  ha\  ing  been  informed  by  his  attorney  that  the  incorpora¬ 
tion  had  not  gone  through.  The  petitioner,  in  the  summer  of  1920, 
became  suspicious  of  Hussey  and  broke  with  him  and  abandoned  all 
expectation  of  carrying  the  publishing  of  the  directory  in  corporate 
form.  Thereafter,  he  published  the  directory  and  paid  all  bills  with 
reference  to  the  publishing  business  himself.  In  June,  1921,  the  peti¬ 
tioner  discovered  that  there  was  an  existing  corporation  of  F.  F. 
De  Yore  &  Co.  and  he  caused  the  corporation  to  be  dissolved  by  filing 
a  certificate  of  dissolution  with  the  Secretary  of  State.  He  also 
caused  to  be  filed  an  income-tax  return  for  the  corporation  for  the 
period  April  1,  1920,  to  March  31,  1921,  marked  “No  Business 
Transacted  See  Affidavit  Attached.”  The  affidavit  was  as  follows: 


State  of  Nebraska, 

County  of  Douglas,  ss: 

On  this  8tli  day  of  June,  1921,  personally  appeared  before  me,  a  Notary  Public 
in  and  for  the  County  of  Douglas,  Fred  F.  DeVore  and  Samuel  E.  Hussey  who, 
being  duly  sworn,  did  depose  and  say. 

That  they  did  plan  on  a  Corporation  under  the  name  of  “  F.  F.  DeVore 
Publishing  Company  and  that  Articles  of  Incorporation  were  drawn  up.  Filed 
in  the  County  Clerk's  Office  at  Douglas  County  and  also  tiled  in  the  Secretary 
of  State  Office  at  Lincoln,  Nebraska. 

That  no  fuithei  action  was  taken  and  the  Organization  was  never  perfected, 
no  meetings  were  ever  held,  no  officers  ever  elected,  no  stock  was  ever  issued 
and  no  corporate  Actions  of  any  kind  was  ever  taken. 

(Signed)  F.  F.  DeVore 

Samuel  E.  Hussey 

Sworn  to  before  me  this  Sth  day  of  June,  1921. 


(Signed)  Fred  J.  Cole 
Notary  Public  for  Douglas  County . 

The  return  was  signed  by  the  petitioner  and  Hussey  as  individuals 
the  words  “  president  and  treasurer  ”  being  lined  out  on  the  oath. 

A  similar  return  was  filed  for  the  period  April  1.  1921,  to  June 
10,  1921. 

The  petitioner  carried  a  bank  account  in  the  name  of  Fred  F. 
DeVore  Publishing  Co.  until  about  August,  1920,  when  the  directory 
was  published.  Checks  on  the  account  were  signed  by  the  Fred  F. 
Dc^  ore  Publishing  (  o.  bv  Hussey  or  the  petitioner.  Advertising 
matter  for  the  directory  stated  that  it  was  published  by  Fred  DeVore 
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and  also  contained  order  blanks  addressed  to  “  F.  F.  DeVore  Publish¬ 
ing  Co.”  The  prospectus  for  the  directory  contained  numerous  ref¬ 
erences  to  the  petitioner  as  an  individual.  It  stated : 

I’m  game  enough  to  start  this  encyclopedia  of  Duroc  knowledge  on  my  own 
responsibility  and  on  my  own  money. 

The  petitioner,  during  the  year  1920,  used  some  stationery  printed 
with  the  name  “  Fred  F.  DeVore  Publishing  Co.”  and  made  sales  of 
directories  in  that  name. 

OPINION. 

Siefkin:  The  record  convinces  us  that  the  so-called  corporation, 
even  if  it  existed  as  a  de  facto  corporation,  had  nothing  with  which 
to  conduct  a  publishing  business  and  did  not,  in  fact,  conduct  such 
business  so  as  to  make  the  undoubted  loss  its  loss  rather  than  that  of 
the  petitioner.  The  publishing  business  was  never  turned  over  to  it, 
formally  or  informally,  and  throughout  the  year  1920,  except  as  the 
petitioner  at  times  used  its  name  in  conducting  an  individual  busi¬ 
ness,  it  was  useless  and  its  very  existence  was  in  doubt. 

The  respondent  now  argues  that  the  loss  was  not  proved,  either  to 
the  petitioner  or  the  corporation.  All  of  the  prior  proceedings  in 
the  Bureau  of  Internal  Revenue,  so  far  as  we  can  tell,  and  the  defi¬ 
ciency  letter  giving  rise  to  this  proceeding,  were  based  upon  the 
position  of  the  respondent  that  there  was  an  admitted  loss  but  that 
it  was  that  of  a  corporation,  not  that  of  the  petitioner.  This  position 
continued  through  the  hearing  at  which  counsel  for  the  respondent 
stated : 

The  Commissioner’s  position  is  that  there  was  a  corporation  which  sustained 
a  loss. 

The  pleadings  and  the  proof  are.  in  our  opinion,  sufficient  to  prove 
the  loss  and  that  it  was  sustained  by  the  petitioner. 

J udgment  will  be  entered  for  the  petitioner. 


Moon  Journal  Publishing  Co.,  Petitioner,  v.  Commissioner  of 

Internal  Revenue,  Respondent. 

Docket  No.  14405.  Promulgated  November  2,  1928. 

Disallowance  of  deduction  for  loss  on  subscription  list  approved. 

Jay  C.  Halls ,  Esq .,  Albert  L.  Hopkins ,  Esq .,  Richard  S.  Doyle , 
Esq.,  and  Harry  B.  Sutter,  Esq.,  for  the  petitioner. 

Harry  Le  Roy  Jones,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  and  profits  taxes  for  the  calendar  years  1920  and  1921  in 
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the  amounts  of  $2,725.08  and  $2,733.85.  The  errors  alleged  in  the 
petition  were  that  the  respondent  disallowed  a  deduction  from  the 
income  of  each  of  the  years  1920  and  1921  of  $7,875  on  account  of 
losses  sustained  of  a  portion  of  subscription  lists  acquired  in  1915, 
and  in  deducting  from  invested  capital  for  1920  and  1921  the  respec¬ 
tive  amounts  of  $2,003.75  and  $1,779.02  as  a  “prior  year  adjust¬ 
ment.  By  stipulation  the  parties  agreed  that  judgment  might  be 
entered  for  the  respondent  as  to  the  year  1920  and  that,  as  to  the 
year  1921.  the  sole  issue  contested  is  whether  the  petitioner  was 
entitled  to  deduct  $0,862.7-1  from  its  1921  income  representing  the 
cost  of  a  rural  subscription  list.  The  facts  were  stipulated. 


FINDINGS  OF  FACT. 

The  petitioner  is  a  Michigan  corporation  with  its  principal  place 
of  business  in  Battle  Creek,  and  is  engaged  in  publishing  a  daily 
afternoon  newspaper. 

Prior  to  June  7,  1915,  the  Battle  Creek  Daily  Journal  was  pub¬ 
lished  as  a  daily  newspaper  in  Battle  Creek,  Mich.  On  that  date, 
petitioner  purchased  for  $10,500  cash  from  the  Battle  Creek  Journal 
its  entire  subscription  list,  consisting  of  3,825  paid-up  subscribers, 
of  which  2,500  were  rural  subscribers.  Of  these  some  were  paid 
up  in  advance  for  five  years.  The  cash  cost  of  the  rural  subscribers 
w  as  $6,862.74. 

The  petitioner  s  newspaper  has  always  been  an  afternoon  paper. 
Its  chief  competitor  since  1915  has  been  the  Enquirer-Xews  of  Battle 
Creek,  a  paper  resulting  from  a  consolidation  (prior  to  1915)  of 
the  Enquirer  and  Evening  Xews,  two  other  Battle  Creek  news¬ 
papers.  These  papers  Avere  owned  by  the  Postum  Cereal  Co.,  as 
was  also  the  consolidated  Enquirer-XeAvs.  At  all  times  since  1915, 
the  Enquirer-Xews  has  published  a  morning  neAvspaper  which  sup¬ 
plies  a  10-hour  quicker  neAvs  service  to  mail  subscribers  (including 
all  rural  subscribers)  than  is  supplied  by  the  petitioner’s  afternoon 
paper.  Moreover,  the  Enquirer-Xews  at  all  times  since  1915  has 
published  a  Sunday  edition,  Avhereas  petitioner  issues  no  Sunday 
edition.  In  1920  and  1921.  the  petitioner  made  Augorous  efforts  to 
meet  the  competition  of  the  Enquirer-Xews  in  the  rural  districts, 
but  it  became  apparent  that  an  afternoon  newspaper  could  not  meet 
the  competition  of  a  morning  newspaper  with  a  Sunday  edition, 
so  far  as  rural  subscribers  were  concerned.  It  was  found  that  the 
expenditure  of  funds  in  personal  solicitation  of  rural  subscriptions 
and  in  adATertising.  for  rural  subscriptions  produced  practically  no 
results.  It  became  clear  in  1920  and  1921  that  the  rural  field  would 
haA’e  to  be  relinquished  to  the  Enquirer-XeAvs  and  that  the  petitioner 
would  haAT?  to  confine  itself  to  citA’  subscribers. 
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The  subscription  list  acquired  by  the  petitioner  in  1915  was  largely 
acquired  by  the  seller  in  1914  as  the  result  of  a  prize  contest.  The 
2,500  rural  subscriptions  contained  in  the  total  subscription  list  of 
3,825  contained  about  1,500  five-year  subscriptions  paid  in  advance 
acquired  as  the  result  of  the  prize  contest.  No  other  assets  than 
the  subscription  list  were  acquired. 

The  following  table  shows  the  gross  receipts  from  mail  circula¬ 
tion  of  the  Moon- Journal  after  September  18,  1916,  down  to  January 
1,  1926.  Figures  before  September  IS,  1916,  are  not  available  as  the 
books  have  been  destroyed  or  lost.  Set  opposite  the  amount  of  gross 
receipts  is  the  approximate  number  of  subscriptions  represented  by 
the  receipts  reckoned  at  the  rate  of  $4  per  subscription  per  annum. 


Period 


Sept.  18,  1916,  to  Jan. 
1917 _ 

1917  to  1918 _ 

1918  to  1919 _ 

1919  to  1920 _ 

1920  to  1921 _ 


Gross  re¬ 
ceipts  from 
rural  sub¬ 
scriptions  at 
$4  each  Sept. 
18,  1916,  to 
Jan.  1,  1926 

Approxi¬ 
mate  num¬ 
ber  of  sub¬ 
scribers 

Period 

Gross  re¬ 
ceipts  from 
rural  sub¬ 
scriptions  at 
$4  each  Sept. 
18,  1916,  to 
Jan.  1,  1926. 

Approxi¬ 
mate  num¬ 
ber  of  sub¬ 
scribers 

1921  to  1922 _ 

$1, 404.  69 

351 

$822.  45 

205 

1922  to  1923 _ 

1,758.04 

439 

1,  600.  62 

400  1923  to  1924 _ 

754.  97 

188 

1,  377. 14 

344 

1924  to  1925 _ 

1,  500.  43 

375 

812.  75 

203 

1925  to  1926 _ 

1,895.  62 

473 

1,136.15 

284  | 

The  taxpayer  in  1920  and  1921  found  it  inadvisable  and  poor  busi¬ 
ness  to  attempt  to  continue  the  mail  subscribers  at  $4  a  year  when 
the  taxpayer  was  advised  by  the  G.  H.  Mead  Co.,  who  was  under  con¬ 
tract  to  supply  paper  to  the  taxpayer,  that  print  paper  in  1921  would 
be  6 y2  to  7 14  cents  a  pound.  For  that  reason  the  mail  list  was 
cut  down  to  the  minimum  or  approximately  500  in  the  years  1920 
and  1921,  and  consequently  taxpayer  took  the  deduction  for  loss  on 
subscriptions  in  that  year.  Some  attempts  from  1915  to  1926  to  ex¬ 
pand  the  mail  circulation  were  made.  They  largely  resulted  in  a 
proof  that  it  would  be  a  poorly  paying  proposition  and  therefore  the 
attempts  were  discontinued.  One  solicitor,  and  occasionally  two  dur¬ 
ing  subscription  campaigns,  was  employed  to  cover  tire  rural  districts. 
Their  compensation  was  usually  fixed  by  commission  of  one-half  the 
subscription  price.  It  is  impossible  to  analyze  the  circulation  ex¬ 
pense  account  appearing  on  the  profit  and  loss  statements  for  1919, 
1920,  and  1921,  since  the  items  comprised  therein  are  not  listed  in 
the  ledger,  while  the  books  of  original  entry,  being  the  cash  book 
and  journals  for  those  years  have  been  destroyed  and  lost. 

The  mail  circulation  of  the  petitioner  between  1922  and  1926  was 
as  follows:  1922—144;  1923—168;  1924—228;  1925—667;  1926— 
1,281. 
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The  petitioner,  in  its  income-tax  return  for  1921,  deducted  $7,875 
on  account  of  depreciation  of  its  subscription  list.  The  respondent, 
in  determining  the  deficiency  for  1921,  disallowed  such  deduction. 

OPINION. 

Siefkin  :  The  parties  have  stipulated  that  the  sole  issue  in  this 
proceeding — 

is  whether,  under  Section  234  (a)  (4)  of  the  Revenue  Act  of  1921.  and  the 
regulations  promulgated  thereunder,  the  petitioner  is  entitled  to  deduct  from 
gross  income  on  its  1921  income  tax  return  the  sum  of  $6,862.74,  representing 
the  cost  of  the  rural  subscription  list. 

Section  234  (a)  (4)  of  the  Kevenue  Act  of  1921  is  as  follows: 

(4)  Losses  sustained  during  the  taxable  year  and  not  compensated  for  by 
insurance  or  otherwise;  unless,  in  order  to  clearly  reflect  the  income,  the  loss 
should  in  the  opinion  of  the  Commissioner  be  accounted  for  as  of  a  different 
period.  No  deduction  shall  be  allowed  for  any  loss  claimed  to  have  been  sus¬ 
tained  in  any  sale  or  other  disposition  of  shares  of  stock  or  securities  made 
after  the  passage  of  this  Act  where  it  appears  that  within  thirty  days  before 
or  after  the  date  of  such  sale  or  other  disposition  the  taxpayer  has  acquired 
(otherwise  than  by  bequest  or  inheritance)  substantially  identical  property,  and 
the  property  so  acquired  is  held  by  the  taxpayer  for  any  period  after  such 
sale  or  other  disposition,  unless  such  claim  is  made  by  a  dealer  in  stock  or 
securities  and  wdth  respect  to  a  transaction  made  in  the  ordinary  course  ol 
its  business.  If  such  acquisition  is  to  the  extent  of  part  only  of  substantially 
identical  property,  then  only  a  proportionate  part  of  the  loss  shall  be  disallowed. 
In  case  of  losses  arising  from  destruction  of  or  damage  to  property,  where  the 
property  so  destroyed  or  damaged  was  acquired  before  March  1,  1913.  the  de¬ 
duction  shall  be  computed  upon  the  basis  of  its  fair  market  price  or  value  as 
of  March  1,  1913. 

TTe  consider  that  the  evidence  is  incomplete  to  show  either  a  closed 
transaction  or  a  definite  abandonment  in  1921.  The  petitioner,  as 
late  as  1926,  had  a  considerable  number  of  rural  (mail)  subscribers. 
T\  e  are  not  satisfied  either  that  the  asset  acquired  by  the  petitioner 
lost  its  value  in  1921  because  of  competition  and  because  of  expira¬ 
tion  of  five-year  subscriptions,  or  that  the  petitioner  abandoned  the 
asset  in  1921.  See  The  Danville  Press ,  1  B.  T.  A.  1171.  It  can  be 
fairly  said  that  the  evidence  points  to  the  fact  that  the  five-year  sub¬ 
scriptions  obtained  as  the  result  of  the  prize  contest  expired  in  1919 
or  1920  and  that,  though  the  petitioner  considered  the  rural  subscrip¬ 
tions  of  little  value,  it  obviously  did  not  refuse  these  that  voluntarily 
renewed.  It  may  be  true  that  efforts  to  increase  the  rural  list  slack¬ 
ened  or  ceased,  but  such  fact  does  not  evidence  a  loss  of  value,  or  an 
abandonment. 

J  udgment  will  be  entered  for  the  respondent. 
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Robert  Allerton,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  16431.  Promulgated  November  2,  1928. 

Income  from  securities  held  in  trust  such  income  being  period¬ 
ically  distributed,  held  not  taxable  to  grantor. 

J ay  C .  Halls ,  Esq.,  for  the  petitioner. 

Paul  E.  Peyton,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  tax  for  the  calendar  year  1922  of  $1,260.05.  The  deficiency 
asserted  results  from  the  determination  of  the  respondent  that  income 
from  certain  securities,  alleged  by  the  petitioner  to  have  been  held  by 
him  as  trustee,  was  taxable  to  the  petitioner. 

FINDINGS  OF  FACT. 

The  petitioner  is  an  individual  residing  in  Monticello,  Ill.  On 
November  24,  1915,  in  writing,  he  declared  himself  trustee  of  certain 
securities,  amounting  to  $80,600,  with  the  provision  that  the  income 
from  such  securities  was  to  be  turned  over  semiannually  to  one 
Chislett,  to  be  used  by  him  for  charitable  purposes.  The  instrument 
was  as  follows : 

Know  All  Men  by  These  Presents,  that  whereas,  I  Robert  Allerton,  of 
Monticello,  Piatt  County,  Illinois,  received  under  the  will  of  my  father,  the 
late  Samuel  W.  Allerton,  of  Chicago,  Illinois,  property  formerly  constituting  his 
homestead,  situated  at  the  northwest  corner  of  Prairie  Avenue  and  20th  Street, 
in  the  said  City  of  Chicago,  and ; 

Whereas,  I  have  sold  same  and  invested  substantially  the  net  proceeds, 
amounting  to  about  Eighty  Thousand  Six  Hundred  ($80,600.00)  Dollars  in 
sundry  securities,  as  more  fully  appears  from  my  books  of  account,  and ; 

Whereas,  I  have  desired  and  do  now  desire  to  establish  a  trust  fund  with 
the  proceeds  of  said  sale  for  some  philanthropic  work,  in  memory  of  my  said 
father ; 

Now,  Therefore,  I  do  hereby  declare,  in  respect  to  said  securities,  as  follows : 

First:  I  retain  control  over  the  same,  with  power  to  invest  and  reinvest  the 
principal  proceeds  and  income  in  such  manner  as  to  me  shall  seem  wise;  also 
reserving  to  myself  the  right  to  establish  a  permanent  trust  fund  with  such 
trustee  as  I  may  see  fit  to  appoint,  or  authorize  my  executors  to  appoint,  upon 
such  terms  and  conditions,  and  for  such  purposes  as  I  or  they  may  designate  in 
connection  with  the  appointment  of  such  trustee. 

Second:  The  net  income,  arising  from  such  trust  fund,  I  will  turn  over 
half-yearly,  as  near  as  may  be  to  Doctor  Howard  R.  Chislett,  so  long  as  he 
shall  be  in  the  active  practice  of  medicine  and  be  willing  to  accept  the  same, 
the  sum  so  turned  over  to  him  to  be  applied  by  him,  in  his  practice  as  a  physi¬ 
cian,  for  the  benefit  of  such  cases  as  in  his  judgment  may  seem  worthy  and 
deserving  of  philanthropic  assistance  in  the  way  of  services  and  attention ; 
that  is,  I  desire  the  net  income  from  such  fund  to  be  at  the  service  and  disposal 
of  the  said  Doctor  Howard  R.  Chislett,  to  do  with,  and  relieve  humanity  in  such 
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manner  as  in  his  good  judgment,  in  which  I  have  great  confidence,  may  seem 
wise. 

Third:  In  order  that  I  may  keep  in  touch  with,  and  know  of  the  good  that 
is  being  done  with  the  income  from  said  fund,  I  request  from  Doctor  Howard 
R.  Chislett,  as  a  condition  hereof,  that  he  make  to  me  semi-annually,  as  near 
as  may  be.  a  report  of  the  use  made  by  him  during  the  period  of  each  previous 
six  months  of  the  fund  so  received  by  him. 

The  said  Doctor  Howard  R.  Chislett  joins  herein,  in  evidence  of  his  agree¬ 
ment  and  understanding  that  this  declaration  is  the  consummation  of  previous 
oral  arrangements,  and  of  the  correspondence  in  regard  thereto,  as  evidencing 
the  terms  and  conditions  of  this  trust. 

Ix  Witness  Whereof  the  parties  hereto  have  hereunto  set  their  hands  and 
seals  in  duplicate  this  24th  day  of  November,  1915. 

(Signed)  Robert  Allerton  (Seal) 
(Signed)  Howard  R.  Chislett  (Seal) 

The  income  from  the  securities  covered  by  the  instrument,  amount¬ 
ing  to  $2,695.31  for  the  year  1922,  was  not  included  by  the  petitioner 
in  his  income-tax  return  for  1922.  In  determining  the  deficiency 
herein,  the  respondent  added  the  said  amount  of  $2,695.31  to  the 
petitioner's  income  as  reported. 

At  the  time  of  the  execution  of  the  above  instrument  the  petitioner 
set  aside  some  bonds  in  connection  with  the  trust  by  enclosimr  them 
in  separately  labeled  envelopes  and  placing  them  in  his  safe  deposit 
box  in  the  National  Safe  Deposit,  Chicago.  As  coupons  were  clipped 
they  were  deposited  in  the  petitioner’s  account  and  the  petitioner’s 
secretary  issued  checks  twice  a  year,  May  1  and  November  1,  to 
Chislett  to  offset  the  deposit,  covering  the  amount  of  the  interest. 

Chislett  is  a  surgeon  who  has  been  practicing  actively  in  Chicago 
since  1888.  He  has  known  the  petitioner  for  30  years  and  had 
been  family  physician  to  the  petitioner’s  father  for  many  years. 
At  the  time  of  his  father’s  death  the  petitioner  wished  to  make  a 
trust  to  his  memory  and  knowing  his  father’s  fondness  for  Dr. 
Chislett,  he  conceived  the  idea  of  linking  their  association.  At  first 
a  hospital  was  considered  but  that  idea  was  rejected  since  it  was 
considered  by  Dr.  Chislett  and  the  petitioner  that  the  income  would 
do  more  good  if  used  for  the  care  and  protection  of  the  indigent. 
The  plan  agreed  on  was  that  the  income  was  to  be  used  for  any 
charitable  purpose  which  seemed  wise  to  Dr.  Chislett,  but  especially 
to  take  care  of  people  who  were  ill  and  unable  to  pay  for  their  hos¬ 
pital  expenses.  Most  of  the  income  has,  in  fact,  been  devoted  to 
defraying  expenses  for  patients  who  needed  hospital  care.  All  the 
income  turned  over  to  Dr.  Chislett  was  retained  by  him  and  he 
expended  all  that  was  expended.  He  did  not  use  all  of  the  money 
received  in  1922  before  the  end  of  the  year.  He  made  a  record  of 
the  expenditures  made  and  reported  to  the  petitioner  every  six 
months.  No  part  of  the  income  was  ever  repaid  to  the  petitioner. 
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OPINION. 

Siefkin  :  The  question  is  whether  income  of  $2,695.31  is  income  of 
the  petitioner  or  not.  It  is  admitted  by  the  pleadings  that  “  the  in¬ 
come  from  this  trust  fund,  amounting  to  $2,695.31  for  the  year  1922  ” 
was  not  included  in  the  petitioner’s  return  for  1922,  and  that  the 
respondent  added  it.  The  parties  are  at  cross  purposes  in  their 
briefs.  The  petitioner  argues  that,  since  the  only  averment  of  fact 
which  the  respondent  denies  is  the  one  that  the  income  was  actually 
distributed  semiannually  in  accordance  with  the  terms  of  the  instru¬ 
ment,  and  that  fact  having  been  proved,  nothing  remains  under 
section  219  (a)  (4)  and  (d)  of  the  Revenue  Act  of  1921  except  to 
hold  that  the  income  is  not  taxable  to  the  petitioner.  This  conclu¬ 
sion  is  based  upon  the  language  of  the  statute  above  as  construed 
by  us  in  Scripps ,  et  al ,  1  B.  T.  A.  491,  and  Mary  L.  Barton ,  Trustee , 
5  B.  T.  A.  1008,  and  as  now  construed  by  the  Bureau  of  Internal 
Revenue  in  article  342  of  its  Regulations  65  and  69.  This  construc¬ 
tion  makes  the  test  as  to  whether  a  trust  is  taxable  to  the  trustee  or 
the  beneficiary,  dependent  on  whether  distribution  is  actually  made 
rather  than  whether  the  trustee  has  discretion  to  distribute  or  not. 
If  this  were  the  only  question  we  might  hold  for  the  petitioner  with¬ 
out  further  words,  but  the  respondent’s  position,  as  set  out  in  his 
brief,  is  based  upon  another  ground.  It  is  that  no  valid  trust  resulted 
from  the  instrument  set  out  in  our  findings.  This  proposition  is 
based  on  the  argument  that  the  property  subject  to  the  trust  is  not 
described  or  identified  with  sufficient  certainty  to  create  a  valid  en¬ 
forceable  trust.  This  position  has  doubtful  force  in  view  of  the 
respondent’s  admission  of  the  allegations  of  the  petition  which  state 
that  k<  petitioner  in  writing  declared  himself  trustee  of  certain  securi¬ 
ties,  amounting  to  $80,600,”  and  in  view  of  the  evidence  which  seems 
to  us  to  indicate  with  some  certainty  that  the  securities  were  identi¬ 
fied  and  segregated.  We  conclude  that  the  respondent  was  in  error 
in  adding  the  income  therefrom  to  the  petitioner’s  income. 

Judgment  will  be  entered  under  Rule  50. 


State  Safety  Co.,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Respondent. 

Docket  No.  12641.  Promulgated  November  2,  1928. 

March  1,  1913,  value  of  leasehold  interest  determined. 

Raymond,  TI.  ScMtz ,  Esq.,  and  David  Bluford ,  Esq.,  for  the 

petitioner. 

Brice  Toole,  Esq.,  for  the  respondent. 
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This  is  a  proceeding  for  the  redetermination  of  deficiencies  in 
income  and  profits  taxes  for  the  calendar  years  1920  and  1921  in  the 
respective  amounts  of  $3,519.64  and  $3,699.06.  The  error  alleged  is 
that  the  respondent  erred  in  refusing  to  allow  depreciation  sustained 
on  a  leasehold  owned  by  the  petitioner  on  the  basis  of  its  March  1, 
1913,  value,  ’  I 

FINDINGS  OF  FACT. 

Petitioner  is  an  Illinois  corporation  with  its  principal  place  of 
business  at  Chicago.  On  January  26,  1926,  the  deficiency  letter  on 
which  this  appeal  was  taken  was  mailed  to  the  taxpayer  stating  a 
deficiency  of  $3,519.64  for  the  calendar  year  1920,  and  $3,699.06  for 
the  calendar  year  1921.  In  its  returns  for  said  years,  the  petitioner 
deducted  the  amount  of  $8,416.57  for  amortization  of  ground  lease 
and  building.  In  his  determination  of  the  deficiency  the  respondent 
disallowed  $6,528.35  of  such  amount  in  each  year  and  allowed 
$1,888.22  in  each  year. 

In  1894  the  petitioner  acquired  a  lease  for  97  years  and  three  • 
months  (expiring  July  31,  1991)  on  the  premises  known  as: 

Sub-lots  1  and  2  of  lot  10  in  block  7  in  fractional  section  15  addition  to 
Chicago  in  Cook  County,  Illinois,  except  the  west  27  feet  of  said  lots  taken  for 
the  widening  of  State  Street, 

at  an  annual  rental  of  $30,000.  On  October  10,  1905,  the  premises 
were  sublet  by  the  petitioner  to  Rothschild  &  Co.  from  October  10, 
1905,  to  February  28,  1906,  a  term  of  80  years  and  5  months,  at  an 
annual  rental  of  $63,000.  The  sublease  provided  for  the  payment 
hy  the  sublessees  of  all  taxes,  special  assessments,  repairs,  in¬ 
surance,  etc. 

The  leased  premises  comprise  a  ground  area  of  11,041  square  feet, 
being  144.8  feet  on  Van  Buren  Street,  by  76.42  on  State  Street,  and 
were  on  March  1,  1913,  improved  with  a  steel  skeleton  fireproof 
department  store  building  equipped  with  sprinkler  system  on  con¬ 
crete  caissons  going  down  to  bedrock.  The  building  contained  10 
stories,  an  attic,  and  two  basements  and  was  designed  to  carry  7 
additional  stories.  The  cubic  content  of  the  building  was  2.500,000 
feet.  The  value  of  the  land  under  the  building  on  March  1,  1913, 
was  approximately  $3,000,000.  The  value  of  petitioner’s  leasehold 
as  of  March  1,  1913,  was  $528,000. 

OPINION. 

Siefkin  :  The  position  of  the  respondent  on  which  the  deficiencies 
asserted  in  this  proceeding  were  based  was  that  exhaustion  of  the 
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petitioner’s  leasehold  interest  must  be  based  upon  cost.  That  posi¬ 
tion  was  abandoned  and  at  the  hearing  respondent’s  counsel  admitted 
that  the  petitioner  was  entitled  to  an  exhaustion  allowance  based 
upon  the  March  1,  1913,  value.  The  respondent  further  admitted  at 
the  hearing  that  the  petitioner’s  leasehold  interest  had  a  value  on 
March  1,  1913,  of  $528,000,  and  in  his  brief,  therefore,  reduces  the 
deficiencies  to  $1,290.89  for  1920  and  $1,395.89  for  1921.  The  peti¬ 
tioner,  however,  contends  for  a  value  of  $721,965,  basing  such  amount 
on  the  testimony  of  the  two  real  estate  experts  who  testified  at  the 
hearing  and  who  placed  that  value  upon  the  petitioner’s  interest  as 
of  March  1,  1913.  The  petitioner,  also,  at  the  close  of  the  hearing, 
filed  a  motion  asking  the  Board  to  enter  judgment  upon  the  basis  of 
such  a  value  based  upon  the  theory  that  such  testimony  was  uncon¬ 
tradicted  and  must  be  adopted  verbatim. 

This  position  is  not  sound.  In  the  hearing  of  fact  cases  we 
concede  that  it  is  our  province  to  act  as  a  jury,  and,  while  we  have 
no  right  arbitrarily  to  ignore  or  discredit  the  testimony  of  unim¬ 
peached  witnesses,  it  is  still  our  province,  when  the  question  is  purely 
one  of  value,  to  exercise  our  own  judgment  on  the  facts  as  to  which 
the  experts  give  their  opinions.  In  this  proceeding  the  experts, 
in  reviewing  the  basis  for  the  value  which  they  placed  on  the  prop¬ 
erty,  listed  a  large  number  of  sales  or  leases  of  property  within 
the  loop  district  in  Chicago.  Two  of  these  leases  and  sales  were 
as  late  as  1923  and  1926.  Nor  were  the  transactions  proved  inde¬ 
pendently  of  the  testimony  of  the  experts  whose  testimony  with 
respect  to  such  transactions  were  pure  hearsay.  It  further  appears 
that  the  value  obtained  by  the  two  experts  for  the  petitioner  Avas  ob¬ 
tained  by  capitalizing  the  annual  return  of  $33,000  over  a  period  of 
78  years  and  5  months  upon  a  straight  discount  formula,  using  4% 
per  cent  compound  interest.  Such  a  method  takes  no  account  of  the 
speculative  possibilities  over  the  long  period  which  the  lease  had  to 
run.  It  may  be  true,  as  testified  by  the  experts,  that  the  buildings 
upon  the  property  standing  back  of  the  payments  as  security  mini¬ 
mized  that  risk.  Considering  all  the  circumstances,  we  are  inclined 
to  the  view  that  a  method  which  makes  provision  for  a  safe  interest 
Tate  and  a  speculative  rate  more  nearly  reflects  the  value  than  a 
method  which  makes  no  provision  for  the  element  of  risk.  The 
respondent’s  calculation  used  such  a  method  and  results  in  a  \Talue 
of  $528,000.  The  petitioner  has  not  satisfied  us  that  the  amount 
should  be  larger. 

Judgment  will  be  entered  for  the  respondent 
for  a  deficiency  of  $ 1,290.89  for  the  year  1920 , 
and  $1  f  19  5. 89  for  the  year  1921. 
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John  W.  Blodgett,  Petitioner,  v.  Commissioner  of  Internal 

Revenue,  Piespondent. 

Docket  No.  35356.  Promulgated  November  2,  1928. 

Amount  received  from  sale  of  dead  and  down  timber  in  1923 
held  to  be  taxable  as  capital  gain  where  petitioner  was  not  engaged 
in  logging  or  lumbering  business,  such  timber  not  being  considered 
petitioner’s  “stock  in  trade”  or  property  includable  in  inventory. 

Mark  Norris ,  Esq.,  and  Oscar  E.  Waer ,  Esq.,  for  the  petitioner. 

J .  E.  Marshall,  Esq.,  for  the  respondent. 

This  is  a  proceeding  for  the  redetermination  of  a  deficiency  in 
income  taxes  for  the  calendar  year  1923  in  the  amount  of  $1,893.14. 
The  assignment  of  error  relates  to  the  refusal  of  the  respondent  to 
classify  the  sum  of  $4,174.60  received  by  the  petitioner  as  capital 
gain  rather  than  ordinary  income.  At  the  hearing  this  contention 
as  to  $141.31  of  said  amount  was  waived  b3T  the  petitioner. 

FINDINGS  OF  FACT. 

The  petitioner  is  a  resident  of  Grand  Rapids,  Mich.  For  a  num¬ 
ber  of  years  he  has  been  connected  as  a  stockholder  and  officer  with 
a  number  of  corporations  in  which  he  has  the  controlling  and  guiding 
interest.  He  has  also  invested  the  proceeds  from  Mississippi  timber 
lands,  given  to  him  by  his  father  many  years  prior  to  1913,  as  such 
proceeds  came  in.  His  books  and  income-tax  returns  have  been  kept 
and  made  on  a  cash  receipts  and  disbursements  basis.  As  an  indi¬ 
vidual  the  petitioner  has  never  been  engaged  in  lumbering  or  logging 
operations  or  in  handling  lumber,  logs,  ties  or  other  forest  products; 
has  never  been  engaged  in  any  business  in  which  a  stock  in  trade 
was  kept  or  in  which  an  inventory  was  necessary.  The  only  timber 
lands  ever  purchased  by  the  petitioner  were  a  few  scattering  40-acre 
tracts  acquired  years  ago  in  order  to  block  up  or  make  more  accessible 
the  holdings  acquired  from  his  father  and  a  piece  of  timber  land  on 
Vancouver  Island  to  which  he  took  title  in  1920  as  an  investment  as  his 
share  in  a  partnership  enterprise  with  an  old  friend  who  induced  him 
to  buy  and  give  him  an  interest  in  it. 

c — > 

In  1923  E.  P.  Stone,  who  acted  as  the  petitioners  agent  in  Mis¬ 
sissippi  in  conserving  the  timber,  looking  after  trespasses,  paying 
taxes  and,  in  general,  overseeing  the  property,  disposed  of  dead  and 
down  timber  for  $4,018.29,  and  sold  cut-over  land  for  $15,  trans¬ 
mitting  such  sums  to  the  petitioner  who,  on  his  income-tax  return, 
treated  the  amounts  as  gains  derived  from  the  sale  of  capital  assets 
and  taxable  as  a  capital  gain.  The  respondent,  in  determining  the 
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deficiency  herein,  excluded  the  amount  as  a  capital  gain  and  included 
it  as  ordinary  net  income  taxable  under  the  normal  and  surtax 
rates. 

The  sale  of  the  dead  and  down  timber  in  1923  was  made  to  sal¬ 
vage  such  timber  which  would  otherwise  have  become  worthless. 

In  1923  the  petitioner  contracted  with  reference  to  the  standing 
timber  on  the  Mississippi  timber  lands  from  which  the  dead  and 
down  timber  was  sold  in  that  year.  The  contract  provided  that  the 
vendees  were  to  cut  the  standing  timber  and  pay  for  it  as  sold  by 
them  on  the  basis  of  a  certain  percentage  of  the  gross  selling  price. 

It  is  not  the  custom  of  timber  operators  to  inventory  annually 
dead  and  down  timber.  It  would  be  impracticable,  due  to  rapid 
deterioration  and  to  the  fact  that  dead  and  down  timber  in  a  large 
tract  is  marketable  only  to  a  limited  degree,  depending  upon  the 
accessibility  to  transportation. 

OPINION. 

Siefkin:  The  refusal  of  the  respondent  to  treat  the  amount  of 
$4,033.29  as  taxable  at  the  12y2  per  cent  rate  under  section  206  of 
the  Revenue  Act  of  1921  arises  from  his  position  that  the  petitioner, 
in  selling  the  dead  and  down  timber  from  his  timber  lands,  was 
disposing  of — 

stock  in  trade  of  the  taxpayer  or  other  property  of  a  kind  which  would  properly 
be  included  in  the  inventory  of  the  taxpayer  if  on  hand  at  the  close  of  the 
taxable  year. 

It  is  hard  to  believe  that  the  dead  and  down  timber  upon 
timber  lands  owned  for  many  years  by  the  petitioner  are  part  of  his 
stock  in  trade  ”  or  would  u  properly  be  included  in  the  inventory.” 
It  is  clear  from  the  evidence  that  the  petitioner’s  business  is  not 
the  lumber  business,  as  an  individual,  and  that  except  for  his 
interests  through  his  interests  in  corporations,  the  two  tracts  of 
timber  land  were  held  by  him  as  investments  and  not  dealt  with  by 
him  as  a  timber  or  logging  business.  The  contract  of  1923  with 
respect  to  the  timber  on  the  Mississippi  tract  was,  considering  all 
its  terms,  a  contract  of  sale  of  the  entire  standing  timber  and  did  not 
constitute  the  other  contracting  parties  agents  of  the  petitioner  so 
that,  through  them,  he  was  engaged  in  lumbering  operations.  We 
conclude  that  the  amount  of  $4,033.29  received  in  1923  was  properly 
taxable  at  the  rate  for  a  capital  gain. 

Judgment  will  be  entered  under  Rule  SO. 
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ABANDONMENT.  See  Accounting,  1, 3;  Depreciation,  V,  2, 5;  Losses, 
II,  1-6. 

ABATEMENT  CLAIMS.  See  Limitations,  III,  2. 

ABNORMALITY.  See  Invested  Capital,  XI. 

ACCELERATED  DEPRECIATION.  See  Depreciation,  IV  (3). 
ACCOUNTING: 

I.  Methods  of  Accounting,  p.  1427. 

II.  Periods  of  Accounting,  p.  1428. 

Accrual  or  installment.  See  Installment  Sales. 

Charging  off  bad  debts.  See  Bad  Debts,  II. 

Reserves.  See  Bad  Debts,  V;  Expenses,  II,  3;  Insurance  Companies 
III,  4-10. 

I.  Methods  of  Accounting.  See  Returns,  1,  2,  9,  10. 

1.  Reflection  of  Income.  An  accounting  method,  which  permits  or 

requires  an  accounting  for  part  of  income  of  an  accounting  period  as 
earned,  whether  reduced  to  possession  or  not,  and  at  same  time  permits 
or  requires  an  accounting  for  remainder  of  income  earned  during  account¬ 
ing  period  only  as  actually  received,  does  not  clearly  reflect  income. 
Morris- Poston  Coal  Co _ 

2.  Id.  Provisions  of  sec.  212  (b),  Act  1921,  that  income  shall"  becom- 

puted  in  accordance  with  taxpayer’s  regular  accounting  method,  unless 
such  method  fails  to  reflect  true  income,  refer  to  a  method  of  accounting 
and  not  to  treatment  accorded  on  books  to  an  isolated  transaction. 
Stern  Brothers _ 

3.  Id.  Taxpayer  abandoned  leased  premises  for  a  better  location  and 
carried  on  its  books  as  deferred  charges  items  for  rentals,  taxes,  etc.,  which 
he  continued  to  pay  in  accordance  with  his  obligations  under  lease,  as  well 
as  value  of  fixtures  left  in  old  building.  Three  years  later  taxpayer  began 
writing  off  deferred  charge  at  rate  of  10%  per  annum.  Held ,  not  a  proper 
accounting  method  for  determination  of  income  under  federal  taxing 
statutes.  Id. 

4.  Transactions  Prior  to  Mar.  1,  1913.  Income  realized  before  adoption 

of  sixteenth  Amendment  may  not  thereafter  be  taxed,  but,  in  case  of 
deductions,  basis  for  reporting  and  accurate  reflection  of  income  may 
control;  and,  in  case  of  a  continuing  transaction,  even  though  it  had  its 
inception  prior  to  Feb.  28,  1913,  there  may  arise  statutory  deductions  from 
income  of  which  the  taxpayer  is  not  deprived  by  reason  of  date  of  enact¬ 
ment  of  the  Amendment.  Chicago ,  R.  I.  &  P.  Ry.  Co _ 

5.  Accrual  or  Cash  Basis.  Fact  that  taxpayer,  which  had  consistently 

kept  its  books  on  cash  basis,  in  tax  year  opened  up  a  general  ledger  for 
first  time,  upon  which  it  set  up  accounts  receivable,  asset  accounts  upon 
which  depreciation  was  claimed,  and  sundry  other  controlling  accounts, 
does  not  constitute  a  change  of  basis  from  cash  to  accrual,  justifying 
inclusion  in  net  income  of  accounts  receivable;  return  filed  on  cash  basis, 
excluding  accounts  receivable  from  income,  held  correctly  to  reflect 
income.  Daily  Record  Co _ 

6.  Id.  Where  lessor  of  coal  lands  was  entitled  to  receive  semi-annual 

minimum  royalty  payments,  irrespective  of  whether  any  coal  was  extracted 
by  lessee,  and  method  of  accounting  used  by  lessor  was  substantially  the 
accrual  method,  held  payment  due  on  Jan.  1  of  year  following  tax  year  in 
payment  for  use  of  land  for  last  six  months  of  tax" year  should  be  accounted 
for  as  income  of  tax  year,  rather  than  for  year  in  which  payment  was 
made.  Morris-Poston  Coal  Co _ 
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ACCOUNTING— Continued. 
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7.  Id.  A  carrier  on  accrual  basis,  in  accordance  with  rules  of  Inter¬ 

state  Commerce  Commission,  consistently  deducted  as  expenses  pay 
checks,  vouchers  in  payment  of  loss  or  damage,  etc.,  upon  their  issuance, 
and  if  not  presented  for  payment  within  2  years,  credited  amounts  thereof  to 
profit  and  loss.  Held ,  while  in  a  strict  legal  sense  taxpayer  has  not  derived 
income,  the  net  result  from  a  practical  viewpoint  is  a  definite  gain  and 
amounts  should  be  included  in  income.  Chicago ,  R.  I.  &  P.  Ry.  Co _  988 

8.  Id.  Evidence  of  Basis.  It  was  taxpayer’s  custom  to  deduct  its  terri¬ 

torial  income  tax  for  year  in  which  it  was  paid,  but,  in  computing  income 
for  federal  tax  purposes  for  tax  year,  it  accrued  and  deducted  tax  due  for 
current  year  and  in  addition  claimed  a  deduction  for  tax  due  for  preceding 
year  paid  in  tax  year.  Commissioner  disallowed  deduction  of  accrued 
amount  and  allowed  deduction  for  amount  paid,  and,  at  the  hearing, 
contended  his  action  was  erroneous.  Held,  in  absence  of  evidence  as  to 
taxpayer’s  method  of  accounting  for  either  year,  Commissioner  did  not 
sustain  burden  of  showing  he  was  in  error  in  allowing  one  deduction  and 
disallowing  the  other,  and  his  determination  must  be  approved.  Paauhua 
Sugar  Plantation  Co _  500 

9.  Long-Term  Contracts.  Taxpayer’s  contention  that,  with  respect  to 
certain  purchases  of  lumber,  it  was  on  a  long-term  contract  basis,  and, 
under  art.  36,  Reg.  45,  was  entitled  to  report  entire  proceeds  from  sales 
of  lumber  after  all  lumber  contracted  for  had  been  acquired  and  disposed 
of,  denied,  where  taxpayer  employed  inventories,  derived  gross  income 
from  sales  which  -were  completed  transactions  in  tax  year,  and  there  was  no 
ground  for  deferment  to  subsequent  year  of  computation  of  profit  or  loss 

on  part  of  the  sales.  C.  H.  Swift  &  Sons,  Inc _  138 

10.  Crop  Basis.  Where  award  was  made  by  a  sugar  planter’s  associa¬ 
tion  to  one  of  its  members  for  crop  losses  resulting  from  a  strike,  and 
member  had  three  crops  under  cultivation,  maturing  in  three  successive 
years,  held  no  part  of  amount  received  in  tax  year  for  losses  on  crops 
maturing  in  succeeding  years  should  be  accounted  for  as  income  of  tax 


year.  Oahu  Sugar  Co.,  Ltd -  404 

Ewa  Plantation  Co _  625 


11.  Id.  Taxpayer  kept  books  on  basis  of  annual  crops,  the  planting 
cultivation  and  harvesting  of  which  extended  over  three  taxable  years. 

Held,  allowable  deductions,  such  as  rent  and  contributions,  should  be  appor¬ 
tioned  to  separate  crops  and  not  deducted  entirely  in  year  of  payment. 
Kekaha  Sugar  Co., _  690 

II.  Periods  of  Accounting.  See  Returns,  11. 

Fiscal  Year  Ending  in  1921.  Method  of  computing  income  and  tax  for 
fiscal  year  ending  in  1921,  under  sec.  205  (a)  Act  1921,  in  case  of  taxpayer 
deriving  income  from  an  exchange  of  property  constituting  an  exchange 
taxable  under  1918  Act  and  exempt  from  tax  under  1921  Act,  determined. 

Arthur  P.  Pearce -  150 

ACCRUAL.  See  Accounting;  Capital  Transactions,  3;  Compensa¬ 
tion,  1;  Contracts;  Expenses,  II;  IV,  4-6;  Losses,  I,  1-3. 

Installment  or  accrual.  See  Installment  Sales. 

ADMINISTRATIVE  DECISIONS: 

1.  Commissioner ;  Reconsideration.  Commissioner’s  decision  on  ques¬ 
tion  of  law  which  results  in  allowance  of  a  claimed  loss  does  not  estop  him 
from  reversing  such  decision  within  limitation  period  and  asserting  a 


deficiency  based  upon  disallowance  of  deduction.  J .  1.  R.  Henry -  279 

Frances  P.  Mcllhenny _  288 

2.  Id.  Review  by  Successor.  A  ruling  by  a  Commissioner  in  a  hypo¬ 
thetical  case  is  not  binding  upon  his  successor  who  had  all  the  facts  before 
him.  Arthur  H.  Lamborn _  177 


3.  Id.  Unauthorized  Valuation.  A  valuation  of  stock  as  of  Mar.  1, 
1913,  made  by  Commissioner’s  predecessor  at  request  of  a  taxpayer  before 
any  sale  had  been  consummated,  does  not  preclude  Commissioner  from 
placing  a  different  valuation  on  stock  as  of  that  date  in  determining  tax 


liability  resulting  from  sale  thereof.  Estate  of  John  F.  Dodge -  201 

Anna  T.  Dodge - -  223 
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ADMISSIBLE  ASSETS.  See  Invested  Capital,  II.  page 

ADVERTISING.  See  Invested  Capital,  XI,  14. 

AFFILIATIONS: 

I.  Generally,  p.  1429. 

II.  Ownership  or  Control  by  Same  Interests,  p.  1429. 

III.  Period  of  Affiliation,  p.  1429. 

IV.  Assessment  and  Payment  of  Tax,  p.  1429. 

See  Capital  Transactions,  8;  Dividends,  II,  1,  2;  Returns,  8. 

I.  Generally. 

1.  Determination  of  Status.  The  problem  of  affiliation  is  not  one  where 
general  rules  can  be  laid  down,  and  facts  and  circumstances  of  organiza¬ 
tion,  conditions  surrounding  acquisition  of  stock,  operations  of  companies 
and  result  to  be  accomplished  must  be  given  their  proper  significance. 

Bank  of  Italy,  San  Francisco ,  Calif _  1226 

2.  Control ;  Business.  A  bank,  through  a  subsidiary,  acquired  and 
owned  during  tax  years  approximately  85  %  of  stock  of  another  bank  for  the 
purpose  of  gradually  liquidating  the  latter  and  establishing  it  as  a  branch 
bank,  and,  before  expiration  of  second  year,  it  increased  its  holdings  to 
98.98%.  Held,  upon  facts  and  circumstances  establishing  active  and  posi¬ 
tive  control  of  business  of  acquired  bank,  the  two  banks  were  affiliated.  Id. 

II.  Ownership  or  Control  by  Same  Interests. 

1.  Control  of  Minority  Stock.  Owner  of  99%  of  stock  of  taxpayer  owned 
50%  of  stock  of  another  corporation,  the  remaining  50%  being  held  by  an 
officer-employee,  whose  rights  and  activities  were  limited  by  contract  “and 
whose  stock  was  voted  pursuant  to  directions  of  owner  of  other  50%  of 
stock.  Held,  the  two  corporations  were  affiliated.  Crescent  Leather  Co_-_ 

2.  Id.  Five  persons  owned  all  the  stock  of  one  corporation  and  80.2%  of 
stock  of  another,  and  president-manager  of  second  corporation  was  the 
owner  or  representative  of  the  remaining  stock  of  latter  and  had  consistently 
voted  it  in  accordance  with  wishes  of  majority  stockholders  for  many  years. 

Held,  the  two  corporations  were  affiliated.  Richfield  Oil  Co _ 

3.  Id.  Where  three  persons,  owning  all  the  stock  of  a  refining  corpora¬ 

tion,  also  owned  72.5%  of  the  stock  of  an  oil  producing  corporation,  the 
remainder  of  the  latter’s  stock  being  owned  by  friends,  business  associates, 
and  employees,  some  of  whom  testified  that  they  became  stockholders  of 
producing  corporation  subject  to  understanding  that  control  of  latter  should 
be  exercised  by  owners  of  stock  of  refining  company,  and  both  corpora¬ 
tions  were  so  managed  and  controlled,  held,  the  two  corporations  were 
affiliated.  Wilshire  Oil  Co _ 

4.  Id.  One  individual  owned  practically  all  the  stock  of  taxpayer  and  of 

corporations  A  and  R,  and  R  owned  approximately  71%  of  stock  of  W, 
which  was  organized  to  furnish  water  to  a  tract  of  land  sold  by  R;  the  out¬ 
standing  minority  stock  of  W  had  been  issued  by  R  as  an  appurtenance  to 
each  lot  sold  and  was  regarded  by  lot  owners  as  mere  evidence  of  their  right 
to  receive  water;  they  never  exercised  their  voting  privileges.  Held,  the 
four  corporations  were  affiliated.  Berlin  Dye  Works _ 

III.  Period  of  Affiliation. 

Affiliation  During  Tax  Year.  A  corporation  was  organized  on  Dec.  15, 

1920,  as  a  holding  corporation  to  take  over  stock  and  securities  of  another 
corporation,  and  stock  of  new  corporation  was  distributed  to  stockholders 
of  old  in  exchange  for  their  stock  in  latter,  share  for  share.  Held,  the  income 
of  the  two  companies  for  1920  should  be  computed  on  basis  of  a  consoli¬ 
dated  return  for  the  full  year,  since  new  corporation  was  affiliated  with  the 
old  during  entire  period  of  its  existence  in  1920  and  there  was  no  period  in 
1920  for  which  it  was  liable  to  file  return  of  separate  income.  Automatic 
Fire  Alarm  Co _ 

IV.  Assessment  and  Payment  of  Tax. 

1.  Apportionment.  In  absence  of  agreement  between  affiliated  corpora¬ 
tions  consenting  to  assessment  and  collection  of  taxes  upon  any  basis  other 
than  that  prescribed  in  sec.  240  (a),  Act  1918,  taxpayer  is  liable  only  for  so 
much  of  the  deficiency  as  is  determinable  on  basis  of  net  income  properly 
assignable  to  it.  New  York  Talking  Machine  Co _ _ 
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Rockwood  Sprinkler  Co _  393 

Kauai  Railway  Lo.  Ltd _  gg0 

2.  Id.  There  is  nothing  in  sec.  240  (a),  Act  1918,  which  requires  agree¬ 
ment  therein  referred  to  to  be  a  voluntary  agreement  or  excludes  an  agree¬ 
ment  which  the  law  necessarily  implies  from  conduct.  Woodside  Cotton 
Mills  Co _  266 


3.  Id.  Where  taxpayer  notified  Commissioner  that  any  tax  assessable 

against  affiliated  group  should  be  allocated  to  the  other  corporation,  and 
Commissioner  determined  a  deficiency  but  proposed  assessment  against 
taxpayer,  held,  taxpayer  was  not  liable  for  any  deficiency  due  from  other  cor¬ 
poration.  Sheffield  Dentifrice  Co _  g77 

4.  Dissolution  of  Subsidiaries.  During  tax  year  taxpayer  owned  all 

stock  of  three  corporations  which,  in  December  of  that  year,  were  dissolved, 
their  property  and  liabilities  passing  to  taxpayer,  which  made  a  consoli¬ 
dated  return.  Held,  provisions  of  sec.  240  (a),  Act  1918,  do  not  apply, 
since  taxpayer’s  officers  had  full  knowledge  of  and  acquiesced  in  assumption 
by  taxpayer  of  liabilities  of  its  former  subsidiaries,  and  taxpayer  voluntarily 
paid  entire  tax.  Held,  further,  that  execution  of  a  formal  agreement  under 
such  circumstances  would  have  added  nothing  to  the  clear  liability  assumed 
Woodside  Cotton  Mills  Co _  266 

AMORTIZATION.  See  Limitations,  II,  14. 

Amortization  of  bond  discount.  See  Capital  Transactions. 

Contractual  Amortization.  An  award  received  in  tax  year,  upon  cancel¬ 
lation  of  war  contracts,  included  an  amount  for  contractual  amortization, 
which  was  included  by  taxpayers  in  income,  but,  in  computing  allowance 
for  amortization  for  same  year,  Commissioner  deducted  total  amount  of 
award  from  cost  of  amortizable  assets.  Held,  amount  of  contractual  amor¬ 
tization  should  then  have  been  eliminated  from  income.  Frost  Mfg.  Co..  802 

ANNUITIES.  See  Estates  and  Trusts,  III,  4,  5. 

APPEAL.  See  Practice  and  Procedure,  1. 

APPORTIONMENT  OF  TAX.  See  Affiliations,  IV. 

APPRAISAL.  See  Depreciation,  III,  1,  2,  14,  15;  Estate  Tax,  I,  7,  9, 

12;  Gain  or  Loss,  II,  22,  25. 

ASSESSMENT.  See  Limitations,  I;  II. 

ASSIGNMENT.  See  Estates  and  Trusts,  II,  2;  Income. 

ASSOCIATIONS: 

Trust  or  Association.  Taxpayer  filed  a  corporation  return  for  1920  and 
subsequently  filed  an  amended  return  as  a  trust,  which  was  accepted  in  sub¬ 
stitution  of  first  return,  and  tax  liability  was  determined  upon  theory  that 
taxpayer  was  a  trust.  Held,  taxpayer  filed  a  return  as  a  trust  within  sec. 

704  (a),  Act  1928,  and  Commissioner’s  contention  that  corporation  return 
was  the  statutory  return  and  taxpayer  was  therefore  taxable  as  an  associa¬ 
tion  was  untenable.  Par-A-Tex  Oil  Co _  540 

ATTORNEYS.  See  Capital  Expenditures,  II,  7;  Expenses,  IV,  1; 

VII,  1. 

AWARDS.  See  Amortization;  Losses,  I,  3. 

Indemnity ;  Losses  Due  to  Strike.  Where  award  was  made  by  a  sugar 
planters’  association  to  one  of  its  members  keepimg  accounts  on  “crop” 
basis,  for  crop  losses  resulting  from  a  strike,  and  member  had  three  crops 
under  cultivation ,  maturing  in  three  successive  3-ears,  held,  no  part  of  amount 
received  in  tax  year  for  losses  on  crop  maturing  in  succeeding  years,  based 


entirety  on  acreage  seeded,  is  income  in  tax  >’ear.  Kahuku  Plantation  Co.  292 

Waimanalo  Sugar  Co _  323 

Oahu  Sugar  Co.,  Ltd _  404 

Ewa  Plantation  Co _  625 
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BAD  DEBTS: 

I.  Generally,  p.  1431. 

II.  Ascertainment  of  Worthlessness  and  Charging  Off,  p.  1431 

III.  Evidence  of  Worthlessness,  p.  1432. 

IV.  Partial  Worthlessness,  p.  1432. 

V.  Reserves,  p.  1432. 

I.  Generally. 


1.  Existence  of  Debt.  Taxpayer  made  advances  for  support  of  his 
mother-in-law  over  a  period  of  years,  under  an  understanding  with  a 
brother-m-law  that  he  should  be  reimbursed;  brother-in-law  died  insolvent 

I  two  years  before  tax  year.  Held,  amount  of  indebtedness  accrued  at 
time  of  brother-in-law’ s  death  became  worthless  in  that  year,  and  as 
evidence  did  not  establish  relationship  of  debtor  and  creditor  between 
taxpayer  and  his  mother-in-law,  disallowance  of  deduction  must  be  sus¬ 
tained.  Thomas  Liggett _ 

i^‘  / balance  remaining  in  an  account  on  taxpayer’s  books 

I  called  merchandise  disallowed  as  a  bad  debt  deduction  for  want  of  evi¬ 
dence  that  account  represented  a  debt  or  evidence  as  to  manner  in  which 
items  in  the  account  were  treated  by  taxpayer  for  income  tax  purposes. 
Iron  City  Engineering  Co _  _ 

3.  Gift  or  Bad  Debt.  Amounts  advanced"  by  taxpayer  to  a'reiative'whom 
he  knew  to  be  unable  to  make  repayment  held  not  to  have  been  loans 
deductible  as  bad  debts.  Ezra  H.  Jones _ 

4.  Loss  or  Bad  Debt.  Investment  in  bonds  of  foreign  government  "does 
not  create  a  debt  within  meaning  of  bad  debt  provision  of  Act  of  1921  and 
prior  and  subsequent  Acts.  Commonwealth  Federal  Savings  Bank 

5.  Notes,  1913  Value.  Loss  sustained  by  reason  of  notes,  acquired 
before  Mar.  1,  1913,  having  become  worthless  in  tax  year,  held  not 
determinable  for  want  of  evidence  of  1913  value.  T.  G.  Northwall  Co ___ 

6.  Id.  Value  at  Inheritance.  Amount  of  deductible  loss  sustained  by 
reason  of  notes,  acquired  by  distributees  of  an  estate,  having  become  worth¬ 
less  in  tax  year,  held  not  determinable  for  want  of  evidence  of  value  at  time 
of  receipt  by  distributees.  0.  N.  Townsend _ 

II.  Ascertainment  op  Worthlessness  and  Charging  Off. 

1.  Charging  Off.  While  statute  clearly  requires  worthless  accounts  to 
be  charged  off,  it  does  not  require  that  any  particular  method  be  used  to 
accomplish  this  purpose.  0.  S.  Stanley  Co _ 

2.  Id.  Taxpayer  transferred  certain  accounts  from  accounts  receivable 
ledger,  in  which  individual  customer’s  accounts  were  kept,  to  a  bad  debts 
ledger,  treating  such  accounts  as  worthless  and  charging  them  to  profit 
and  loss  account,  and,  instead  of  crediting  individual  accounts,  credited 
total  amount  to  a  “bad  and  doubtful  account.”  Held  there  was  a  sub¬ 
stantial  compliance  with  statutory  requirement.  Id. 

3.  Id.  Taxpayer  kept  its  accounts  by  means  of  a  single-entry  system 
and  it  was  its  custom  to  segregate  accounts  ascertained  to  be  worthless 
from  active  ledgers,  keeping  them  separate  and  apart  from  other  accounts. 
Held,  there  was  a  sufficient  compliance  with  statutory  requirements. 
Zebulon  Vance  Pate _ 

4.  Id.  Deduction  disallowed  where  amounts  claimed  as  a  deduction 
were  credited  at  end  of  tax  year  to  a  reserve  account,  which  in  effect 
retained  them  in  the  asset  accounts,  and  unpaid  balances  were  not  charged 

off  until  several  years  later.  Lipman's,  Inc _ 

5.  Id.  Charge-offs  made  as  of  a  date  subsequent  to,  and  after  closing 
of  books  for  tax  year,  do  not  meet  requirements  of  statute.  Coon  Valley 
State  Bank _ 

6.  Within  Tax  Year.  A  taxpayer  has  no  right  to  elect  the  year  in  which 
he  shall  deduct  a  worthless  debt;  it  must  be  deducted,  if  at  all,  from  gross 
income  of  year  in  which  ascertainment  of  worthlessness  is  made.  Nathan 
Frank _ 

7.  Id.  Deductions  disallowed  for  want  of  evidence  that  debts  were 
ascertained  to  be  worthless  and  charged  off  within  tax  year.  Cecil  M 

Jack _ 

Charles  Hutchison _ 


794 

33 

1271 

467 

881 

386 

557 


1236 

1274 

132 

964 

726 

1187 


1432 


PRELIMINARY  INDEX  DIGEST 


BAD  DEBTS — Continued. 

Pag* 

8.  Id.  Evidence  that  taxpayer’s  officers  unsuccessfully  tried  to  collect 


accounts  and  notes  by  interviews  and  correspondence,  and  that  accounts 
and  notes  considered  worthless  were  usually  not  carried  forward  by  tax¬ 
payer  when  it  opened  new  books,  held  insufficient  to  establish  that  such 
debts  were  ascertained  to  be  worthless  and  charged  off  within  tax  vear. 

C.  H.  Reinholdt  &  Co _  905 

9.  Id.  Where  debtor’s  financial  condition  was  known  to  taxpayer  for 

several  years  prior  to  tax  year,  held,  there  was  no  ascertainment  of  worth¬ 
lessness  within  tax  year.  New  Amsterdam  Holding  Co _  917 

10.  Id.  Notes  which  matured  and  were  ascertained"  to  be  worthless  in 

a  preceding  year  may  not  be  deducted  in  tax  years.  Coon  Valley  State 
Bank _  132 


11.  Id.  Where  in  tax  year  taxpayer  accepted  other  securities  for  note 
ascertained  to  be  worthless  in  preceding  year,  which  securities  also  proved 
to  be  valueless,  held,  debt  was  ascertained  to  be  worthless  in  preceding  year 
and  acceptance  of  substituted  security  in  tax  year  does  not  result  in  post¬ 
poning  determination  of  worthlessness  to  tax  year.  Id. 

12.  Id.  Taxpayer  in  1915  charged  off  and  deducted  in  its  return 

debenture  bonds  received  for  advances  made  to  another  corporation  which 
was  insolvent  in  that  year,  the  charge  off  having  been  made  after  stock¬ 
holders  had  brought  an  action  against  taxpayer’s  directors  for  fraud  with 
respect  to  the  debt,  which  action  was  compromised  in  1917  by  payment  of 
a  comparatively  small  amount  to  taxpayer.  Taxpayer  claimed"  right  to 
deduct  debt  in  1917.  The  establishment  of  fraud  was  problematical  in 
1915  and  the  payment  was  made  to  procure  dismissal  of  an  annoying  action 
and  not  in  recognition  of  fraud.  Held,  debt  was  properly  charged  off  in 
1915.  Chicago,  R.  I.  &  P.  Ry.  Co _  988 

III.  Evidence  of  Worthlessness. 


1.  Collectibility.  Debt  held  not  to  have  been  worthless  in  tax  year, 

where  debtor  was  in  bad  financial  condition  during  tax  year  and  was  unable 
to  make  payment,  but  evidence  disclosed  that  he  had  alarge  earning  capac¬ 
ity,  did  not  deny  liability  and  promised  to  pay  debt,  and  paid  part  of  it 
subsequent  to  tax  year,  and  that  inability  to  pay  in  tax  year  was  due  to 
business  depression.  Ezra  H.  Jones _ 

2.  Default  of  Interest.  Default  in  payment  of  interest  on  promissory 

notes  can  not  be  accepted  as  proof  of  worthlessness.  Coon  Valley  State 
Bank _ 

3.  Dishonored  Obligations.  Evidence  that  trade  acceptances  discounted 

at  a  bank  had  been  charged  back  to  taxpayer  by  bank  is  insufficient  to 
establish  worthlessness.  0.  S.  Stapley  Co _ 

4.  Insurance  Examiner.  Evidence  that  state  insurance  examiner  re¬ 

jected  notes  held  by  an  insurance  company  as  an  admissible  asset  and 
directed  that  they  be  carried  as  bills  receivable  (a  nonadmissible  asset)  held 
insufficient  to  establish  worthlessness.  Western  Surety  Co _ 

5.  Partial  Payment.  Taxpayer  received  promissory  notes,  which  were 

not  paid  at  maturity;  maker  orally  promised  to  pay  and  kept  notes  alive  by 
making  small  payments  in  tax  year,  accompanied  with  endorsements  on 
notes  showing  installment  payments;  the  financial  responsibility  of  maker 
was  as  good  in  tax  year  as  in  year  when  notes  were  executed.  Held,  accept¬ 
ance  of  payments  in  tax  year  and  endorsements  on  notes  indicated  that 
taxpayer  had  not  given  up  hope  of  collection,  and  notes  were  not  ascer¬ 
tained  to  be  worthless  in  that  year.  Nathan  Frank _ 

6.  Secured  Debts.  Debt  held  not  ascertained  to  be  worthless  in  tax  year, 

where  taxpayer  still  held  security  which  was  not  shown  to  be  without  value. 
Capital  City  State  Bank _ _ 

IV.  Partial  Worthlessness. 

Act  1918.  Under  Act  1918  a  part  of  a  debt  may  not  be  charged  off  as 
worthless.  Capital  City  State  Bank _ 

V.  Reserves. 


1271 


132 


557 


647 


964 

304 

304 


Deductibility ;  Act  1921.  Where  taxpayer  has  deducted  debts  ascertained 
to  be  worthless  and  charged  off  within  tax  year,  he  may  not,  in  addition, 
deduct  a  reserve  for  bad  debts.  Thomas  Henry ,  Inc _  1234 
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BONDS.  See  Capital  Transactions.  page 

BOOKS.  See  Gain  or  Loss,  II,  22;  Installment  Sales,  2. 

Unnecessary  examinations.  See  Inspection. 

BOOK  VALUE.  See  Evidence,  I,  2;  Invested  Capital,  V. 

BORROWED  CAPITAL.  See  Invested  Capital,  XI,  15-18. 

CALIFORNIA.  See  Husband  and  Wife,  2-7. 

CANCELLATION: 

Loans.  See  Dividends,  I,  3. 

CAPITAL.  See  Capital  Expenditures;  Capital  Transactions;  Div¬ 
idends,  III;  Invested  Capital;  Joint  Ventures;  Losses,  I,  5-8;  II, 

7-10;  III,  4-8;  Partners,  I,  6;  Personal  Service  Corporations,  I. 

Capital  Contribution  or  Income.  Amounts  paid  by  shippers  to  a  railroad 
company  to  reimburse  it  for  costs  of  constructing  extension  to  a  warehouse 
on  its  right  of  way  to  provide  storage  space  for  shippers,  which  extension 
became  the  property  of  the  railroad  as  and  when  completed,  held  not 
taxable  income  of  railroad.  Kauai  Ry.  Co _  686 

CAPITAL  EXPENDITURES: 

I.  Generally,  p.  1433. 

II.  Purchase  or  Additional  Cost  of  Property,  p.  1433. 

III.  Improvements,  Replacements,  and  Repairs,  p.  1434. 

See  Invested  Capital,  III. 

I.  Generally. 

1.  Business  or  Capital  Expenditures ;  Allocation.  That  part  of  a  sum 

expended  for  altering  and  renovating  a  building  used  for  business  and  resi¬ 
dential  purposes  which  was  allocable  to  space,  used  for  business  deter¬ 
mined  and  allowed  as  a  deduction.  J.  Bentley  Squier _  1223 

2.  Id.  Expenditures  for  salaries  and  materials  incident  to  making  of 

new  drawings  and  maintenance  of  old  were  allocated  on  books  between  cap¬ 
ital  and  expense,  on  basis  of  time  of  draftsmen  devoted  to  each  kind  of  work; 
Commissioner  capitalized  entire  amount.  Held,  on  evidence,  taxpayer’s 
allocation  was  correct,  and  amount  claimed  to  represent  expense  is  deduct¬ 
ible.  William  S.  Doig,  Inc _ _  256 

3.  Capital  Contribution  or  Expense.  Taxpayer  and  others  entered  into  a 
contract  for  subdivision  and  sale  of  land,  whereby  taxpayer  was  obligated  to 

I  furnish  money  for  development  and  profits  from  the  sales  were  to  be  shared 
equally,  and,  in  determining  profits,  taxpayer  was  first  to  be  reimbursed 
for  amounts  expended.  Held,  transaction  was  a  joint  venture  for  sale  of 
land,  and  amounts  expended  by  taxpayer  for  development  constituted  his 
contribution  to  capital  of  the  enterprise  and  are  not  deductible  as  business 

expenses.  Fairview  Co _  743 

4.  Id.  Fact  that,  under  certain  conditions,  agreement  could  be  termi¬ 
nated,  in  which  event  taxpayer  would  not  be  reimbursed  for  expenditures, 
does  not  change  character  of  expenditures.  Id. 

II.  Purchase  or  Additional  Cost  of  Property. 

1.  Buildings.  Additional  cost  of  steel,  overtime  labor,  bonus  to  contrac¬ 
tor,  and  extra  percentage  payments  to  architects,  incurred  to  make  building 
available  for  taxpayer’s  use  at  early  date,  held  capital  expenditures  exhaust¬ 


ible  over  life  of  building.  Frank  &  Seder  Co _  1 

2.  Construction.  Amounts  representing  cost  to  railroad  of  transporting, 
on  regular  trains,  materials  used  and  men  engaged  in  construction  of  ad¬ 
ditions  and  betterments  disallowed  as  business  expenses.  Chicago,  R.  I. 

&  P.  Ry.  Co _ _  988 

3.  Leases.  Commissioner’s  disallowance  of  deduction  as  an  ordinary 
and  necessary  expense  of  amount  paid  by  a  lessor  to  secure  immediate 
possession  from  a  lessee  in  order  to  enter  into  another  lease,  approved, 
for  want  of  evidence  to  overcome  presumption  of  correctness.  Rossman, 

Inc _  1266 
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4-  Payment  of  an  agreed  amount  at  beginning  of  term  in  adjust* 
ment  ol  liability  of  lessee  to  restore  altered  premises  held  a  capital  expendi¬ 
ture  recoverable  over  life  of  lease  or  remaining  life  of  building,  whichever 
is  shorter.  Frank  &  Seder  Co _ 

5.  Stock  Control.  A  corporation  and  its  principal' "stockholder  "and 

managing  officer,  for  purpose  of  retaining  his  services  and  effecting  unified 
control  of  majority  stock  for  a  period  of  years,  entered  into  an  agreement 
whereby  stockholder  placed  his  stock  in  trust  for  20  years  and  agreed  to 
manage  business  for  five  years  and  corporation  agreed  to  pay  him,  or  to 
his  heirs  in  case  of  his  death  a  stipulated  amount  during  period  of  trust 
such  payments  to  be  made  even  in  event  stockholder  should  cease  to 
act  as  manager  before  or  after  5-year  period.  Held,  amounts  paid  to 
heirs  after  death  of  stockholder  were  capital  and  not  business  expenses 
Warren  Steam  Pump  Co _ 

6.  1  itlc.  Expenses  incurred  in  defending  title  to  propertv  are  capital 

expenditures.  Phoenix  Development  Co _ _ 

7.  Id.  Attorneys  fees,  accountants’  fees,  cost  of  appraisals,  and  other 
items  incurred  in  connection  with  examination  and  acquisition  of  various 
properties,  held  not  to  constitute  ordinary  and  necessary  business  expenses. 

O  L  v  Ji) /tv Tl 8  L  U  u L  O  0 _ 

III.  Improvements,  Replacements,  and  Repairs. 

1.  Buildings.  Cost  of  restoration  of  building  damaged  bv  fire  in  tax 

year  in  excess  of  amount  of  insurance  received  held  a  capital  expenditure 
Joseph  E.  Huhinger _ 

2.  Id.  Cost  of  installing  ventilating  pipe,  which  resulted  in  betterment 

of  property  held  capital  expenditure.  Marble  &  Shattuck  Chair  Co _ 

3.  1  d.  Amount  expended  for  repairs  to  roof  determined  and  allowed  as  * 
a  deduction.  Id. 

.  4\  Id.  Cost  of  bricking  up  windows  in  a  wall,  for  purpose  of  strengthen¬ 
ing  it  due  to  fact  that,  on  account  of  proximity  to  railroad,  vibration  of 
trains  caused  walls  to  crack,  held  a  capital  expenditure.  Id. 

5.  Machinery.  Cost  of  replacing  broken  rollers  in  a  sugar  mill  held 

deductible,  where  rollers  were  operated  under  heavy  pressure  and  subject 
to  frequent  replacements,  which  did  not  extend  life  of  mill  as  a  whole. 
Hawaiian  Sugar  Co _ 

Kekaha  Sugar  Co  _ 

6.  Plant;  Paving  Private  Streets.  Streets  owned  by  a  corporation  and  not 

formally  dedicated  to  public  use  were  paved  by  corporation  for  purpose  of 
attracting  labor.  Held,  cost  of  paving  was  a  capital  expenditure  which 
materially  enhanced  value  and  utility  of  plant  for  a  period  in  excess  of  one 
year.  IT  oodside  Cotton  Mills  Co _ 

7.  Id.  It  does  not  follow,  because  labor  difficulties  were  the  direct 
cause  of  making  the  improvements,  that  benefits  to  taxpaver  were  limited 
to  year  in  which  expenditure  was  made,  or  that  profits  of  that  vear  alone 
should  be  burdened  with  their  cost.  Id. 

8.  Id.  bact  that  streets  were  used  by  public  does  not  justifv  designating 
expenditure  as  a  donation  deductible  as'  a  contribution  to  community.  Id. 

CAPITAL  GAIN: 


Pag® 
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721 

414 

666 


960 

657 


683 

690 


266 


Capital  Assets;  I  imber .  In  case  of  taxpaver  not  engaged  in  business  of 
lumbering  or  logging,  held  that  dead  and  down  timber  on  land  held  as  an 
investment  was  not  part  of  his  stock  in  trade  or  property  of  a  kind  which 
wrould  properly  be  included  in  inventory,  and  proceeds  of  sale  thereof  were 
taxable  as  a  capital  gain  under  sec.  206,'  Act  1921.  John  W.  Blodgett _  1388 

CAPITAL  TRANSACTIONS: 

1.  Bonds;  Amortization  of  Premiums.  Premiums  on  bonds  issued  prior 

to  Mar.  1,  1913,  may  not  be  amortized  either  for  the  purpose  of  income  or 
invested  capital.  Chicago,  R.  I.  &  P.  Ry.  Co _  988- 

2.  Id.  Amortization  of  Discount.  The  right  of  a  corporation  to  take 
deductions  for  amortization  of  discount  and  expenses  incurred  in  connec¬ 
tion  with  sale  of  its  bonds  is  not  dependent  upon  manner  in  which  such 
items  are  reflected  on  its  books.  Id. 

3.  Id.  Where  a  corporation  on  accrual  basis  sells  its  own  bonds  at  a 
discount  prior  to  Mar.  1,  1913,  and  bonds  do  not  mature  until  after  that 


PRELIMINARY  INDEX  DIGEST 


1435 


CAPITAL  TRANSACTIONS— Continued. 

year,  held,  the  discount,  being  in  the  nature  of  deferred  interest,  may  be 
accrued,  and  amortized  over  life  of  bonds  and  portion  allocable  to  each 
year  deducted  from  gross  income  for  such  year.  Id. 

4.  Id.  Method  of  amortizing  discount,  in  case  of  bonds  maturing 
serially,  stated.  Id. 

5. 1  Id.  Amortization  of  Expenses.  Since  premiums  actually  received  by 
a  corporation  upon  sale  of  its  bonds  prior  to  Mar.  1,  1913,  are  not  taxable 
income,  expenses  paid  in  connection  with  their  sale  prior  to  that  date  may 
not  be  amortized  over  life  of  bonds.  Id. 

6.  Id.  Expenses  incurred  in  connection  with  sale  of  bonds  after  Mar.  1, 
1913,  constitute  part  of  cost  of  procuring  capital  and  may  be  amortized 
over  life  of  bonds.  Id. 

7.  Id.  Exchange  for  Stock.  Where  taxpayer  issued  debenture  bonds  at 
a  discount  and  later  exchanged  its  stock  for  them,  held  a  capital  trans¬ 
action  and  balance  of  discount  unamortized  as  of  date  of  exchange  is  not 
deductible  as  a  loss.  Id. 

8.  Id.  Retirement;  Affiliated  Corporations.  Where  corporation  pur¬ 
chased  bonds  of  another  corporation  at  less  than  par  value  and  thereafter 
became  affiliated  with  latter,  and,  during  period  of  affiliation,  retired 
bonds,  held  no  taxable  gain  or  deductible  loss  was  realized.  Id. 

CARRIERS.  See  Capital  Expenditures,  II,  2. 

1.  Income;  Federal  Control  Act.  Items  of  interest,  rentals  and  com¬ 
pensation  earned  during  federal  control  and  paid  to  carrier  by  Director 
General  subsequent  to  year  in  which  they  were  earned  constitute  income 


to  carrier  on  accrual  basis  in  year  in  which  they  were  earned.  Chicago, 

R.  I.  &  P.  Ry.  Co _ _  988 

2.  Id.  Amount  paid  to  a  carrier  in  satisfaction  of  claim  for  materials 
and  supplies  not  returned  upon  termination  of  federal  control  constitutes 
income  to  carrier  to  extent  to  which  payment  exceeds  cost  of  materials  and 
supplies  not  returned.  Lehigh  &  Hudson  River  Ry.  Co _  1154 


3.  Id.  Computation  of  income  realized  from  such  payment,  on  basis  of 
difference  between  inventory  at  time  when  property  was  turned  over  to 
Director  General  and  inventory  at  time  when  it  was  returned  to  carrier, 
approved  in  absence  of  evidence  of  cost  of  material  and  supplies  not 
returned.  Id. 

4.  Id.  Overcharges.  Amounts  received  by  carrier  for  passenger  fares  in 
excess  of  fares  fixed  in  tariffs  and  which  carrier  is  unable  to  refund  to 
persons  from  whom  they  were  collected  held  taxable  income.  Chicago, 

R.  I.  &  P.  Ry.  Co _  988 

CASH.  See  Accounting;  Compensation,  2;  Installment  Sales,  3-5. 

Cash  discount.  See  Inventories,  III,  4-6. 

CLOSING  AGREEMENTS: 

Payment  Not  Equivalent  of  Agreement.  Where  no  agreement  in  writing 
respecting  conclusiveness  of  determination  and  assessment  has  been  made, 
payment  of  tax  does  not  have  the  same  effect  as  if  agreement  has  been  made 
so  as  to  render  determination  and  assessment  conclusive  under  sec.  1006, 

Act  1924.  Kekaha  Sugar  Co _  690 

COLLECTION  OF  TAX.  See  Limitations,  I;  III. 

COMMUNITY  PROPERTY.  See  Husband  and  Wife. 

COMPARATIVES.  See  Invested  Capital,  XI,  19-24. 

COMPENSATION.  See  Expenses,  IV. 

1.  Receipt  of  Income;  Accrual  Basis.  Under  terms  of  contract  taxpayer 
was  entitled  to  receive,  as  compensation  for  drilling  an  oil  well,  a  deter¬ 
minable  sum  of  money,  pa}^able  out  of  net  production  of  well.  Due  to 
litigation  between  owner  of  well  and  United  States  Government  as  to 
ownership,  proceeds  from  well  were  impounded  and  several  years  later, 
upon  compromise  of  litigation,  taxpayer  was  paid  total  sum  due  under 
contract.  Taxpayer  was  on  accrual  basis.  Held,  payment  constituted 
accrued  income  when  and  as  oil  was  produced  from  well  rather  than  income 
for  year  of  receipt  of  payment.  C.  C.  Harris  Oil  Co _ 
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2.  Id.  Cash  Basis.  Prior  to  tax  year  taxpayer  agreed  to  represent  a 

corpoi  ation  in  certain  litigation,  the  agreement  providing  for  payment  of 
part  of  fee  as  a  retainer  and  balance  upon  conclusion  of  case.  Taxpayer 
was  on  cash  basis  and  received  entire  amount  of  fee  in  tax  year.  Held 
fee  was  income  for  tax  year,  regardless  of  fact  that  a  part  of  it  was  due  in 
prior  3  ear  or  that  a  part  of  services  had  been  rendered  before  tax  vear 
Edward  J.  White _ 

3.  Dividend  or  Compensation.  Distribution  of  profits  as  additional 

salaries  among  principal  stockholders,  approximately  in  proportion  to 
stock  holdings,  held  a  distribution  of  profits  rather  than  payment  for  serv¬ 
ices,  for  want  of  evidence  establishing  amount  constituting  reasonable 
compensation  for  services  rendered.  Marble  &  Shattuck  Chair  Co _ 

4.  Id.  V  here  additional  compensation  bore  a  close  relationship  to  stock 

holdings  and  compensation  was  large  in  amount,  but  it  was  clearly  shown 
that  fixed  and  additional  salaries  were  paid  for  services  rendered  and  were 
reasonable  in  amount,  held  that  amounts  paid  were  deductible.  New  York 
Talking  Mach.  Co _ _ _ _  _ 

5.  Exemption;  State  and  M unicipal  Employees.  Taxpayer  was  employed 

continuously,  on  a  salary  basis,  as  special  counsel  for  a  city  department, 
his  services  being  controlled  by  board  of  commissioners  and  city  attorney 
and  e\  idence  showed  that  he  devoted  practically  no  time  to  other  matters. 
Held ,  he  was  an  employee  of  a  political  subdivision  of  a  state  and  his  salary 
was  exempt.  W.  B.  Mathews _ 

6.  Id.  An  executor  appointed  by  a  state  probate  court  in  accordance 

with  a  will  is  not  an  officer,  employee,  or  instrumentality  of  the  state,  within 
sec.  1211,  Act  1926,  and  fees  received  for  services  are  not  exempt.  William 
M.  Cahn _ 

7.  Id.  Taxpayer  received  compensation  for  serving  state  as  special 

counsel  in  certain  cases  under  appointment  bv  attorney  general;  em¬ 
ployment  was  primarily  to  secure  to  state  benefit  of  taxpayers  knowl¬ 
edge,  experience,  and  skill  in  conduct  of  important  litigation;  services 
permitted  taxpayer  liberty  of  action  excluding  idea  of  control  character¬ 
izing  relationship  of  employer  and  employee;  held  taxpayer  was  an  inde¬ 
pendent  contractor,  whose  compensation,  under  the  appointment,  was 
subject  to  federal  income  tax.  David  A.  Reed _ _ 

8.  Id.  Held,  farther,  that  effect  was  not  to  tax  an  agency  of  state  per¬ 
forming  an  essential  governmental  function.  Id. 

9.  Id.  Taxpayer  was  appointed  and  employed  bv  a  state  tax  com¬ 

missioner  as  special  tax  agent,  pursuant  to  provisions  of  state  statute,  and 
duties  and  emoluments  of  his  position  were  fixed  bv  contract.  Held,  the 
state  statute  under  which  taxpayer  was  employed  did  not  create  a  public 
office  and  compensation  received  by  him  was  not  exempt.  J.  F.  Roberts _ 

10.  Id.  Taxpayer,  in  such  case,  Avas,  by  terms  of  contract  of  employ¬ 
ment,  left  free  as  to  manner  in  which  services  were  to  be  performed,  and 
he  paid  his  own  traveling  and  other  expenses.  Held,  taxpayer  was  an 
independent  contractor  and  income  derived  from  employment  was  not 
exempt.  Id. 

COMPROMISE  See  Judgment  and  Compromise. 

CONTRACTS.  See  Amortization;  Depreciation,  III,  4;  IV,  3; 

Expenses,  I,  3;  Invested  Capital,  VII,  3;  Losses,  I,  1. 

Long-term  contracts.  See  Accounting,  I,  9. 

1.  Accrual  of  Contract  Price.  Taxpayer  entered  into  contracts  in  1920and 

1921  for  sale  of  crypts  in  a  mausoleum  to  be  constructed  by  it.  Purchase 
price  was  payable  in  installments  as  work  progressed,  and,  in  case  of 
breach  by  purchaser,  all  payments  made  were  to  be  forfeited  as  liquidated 
damages.  Construction  was  begun  in  1920  and  completed  in  1921,  and 
taxpayer  accrued  total  contract  price  under  contracts  entered  into  in  both 
a  ears  on  its  books  for  1921.  Held,  in  absence  of  e\'idence  as  to  AA'hen  any 
of  several  stages  of  construction  mentioned  in  contract  AA'ere  completed, 
Commissioner  s  action  in  treating  total  contract  price  under  all  contracts 
as  income  for  1921  must  be  approved.  Evergreen  Cemetery  Assn _ 

2.  Id.  In  such  case,  receipt  of  income  Avas  not  dependent  upon  transfer 
of  title  or  placing  of  purchasers  in  possession.  Id. 
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CONTRIBUTIONS  See  Expenses,  V. 

Campaign  contributions.  See  Expenses,  III,  5. 

1.  Completed  Gift .  Act  of  drawing  a  check  to  order  of  a  charitable 

organization  is  nothing  more  than  an  attempt  to  make  a  gift;  and  gift  is 
not  completed  untn  check  is  paid,  accepted,  or  certified  by  bank.  Estate 
of  John  F.  Dodge _ 

Anna  T.  Dodge _ 

2.  Id.  Checks  were  drawn  to  order  of  charitable  organizations  during 
taxable  year,  some  of  which  were  presented  in  following  year  before  death 
of  drawer,  and  others  were  presented  in  that  year,  after  death  of  drawer 
Held,  contributions  were  not  completed,  and,  therefore,  were  not  deducti¬ 
ble  in  tax  year.  Id. 

3.  Id.  In  determining  whether  a  contribution  was  made  within  tax 
year,  the  facts  rather  than  the  manner  in  which  transaction  was  treated  on 
taxpayer  s  books  are  controlling.  Id. 

j  ^a^ue  °f  real  estate  conveyed  to  a  charitable  organization  held 

deductible  as  a  contribution  made  in  tax  year,  where  deed  was  executed 
and  delivered  during  that  year  to  a  third  person  with  instructions  to 
record  and  deliver  it  to  grantee,  and  Commissioner,  who  raised  the 
issue  whether  the  gift  was  completed  within  tax  year,  failed  to  prove  that 
delivery  of  deed  to  third  person  was  insufficient  to  pass  title  to  grantee.  Id. 

5.  Id.  Deduction  for  contribution  to  charitable  organization  denied 
on  ground  that  no  pait  of  amount  claimed  was  paid  during  tax  year  and 
contribution  was  never  accepted  by  organization.  B.  Floersheim _ 

COOPERATIVE  BUSINESS  ASSOCIATIONS.  See  Income,  1. 

CORPORATIONS.  See  Interest,  2;  Losses,  I,  12;  II. 

Tax  Liability ;  Partnership  or  Corporation.  Members  of  a  partnership 
formed  a  corporation  for  purpose  of  conducting  part  of  business  requiring 
use  of  capital.  Held,  upon  uncontradicted  evidence  that  partnership 
continued  in  business  after  organization  of  corporation,  that  it  was  error 
to  include  net  income  of  partnership  in  net  income  of  corporation.  M.  B. 
Austin  Co _ 

CORRECT  DEFICIENCY.  See  Jurisdiction,  II  (2). 

CREDITS.  See  Credit  or  Refund;  Estate  Tax,  III. 

1.  Individuals ;  Earned  Income ;  Fiduciaries.  A  fiduciary  who  files  a 

return  for  the  estate  of  a  decedent  is  not  entitled  to  the  earned  income 
credit  provided  by  sec.  209,  Act  1924,  with  respect  to  income  not  in  excess 
of  $5,000.  Washington  Loan  &  Trust  Co _ 

2.  Id.  An  admitted  allegation  that  a  trust  company  during  1924 

collected  taxable  income,  consisting  of  profit  from  sale  of  securities,  made 
a  return  as  an  individual,  and  took  the  earned  income  credit  of  25%, 
which  was  disallowed  by  Commissioner,  is  not  sufficient  to  defeat  the 
deficiency.  New  England  Trust  Co _ 

3.  Id.  Taxes,  Foreign.  Income  tax  paid  by  an  individual  to  a  foreign 

country  disallowed  as  a  credit  against  federal  income  tax  on  ground  that 
foreign  tax  was  not  paid  during  taxable  year  as  provided  in  sec.  222,  Act 
1921.  Howard  Earl  Blood _ 

CREDIT  OR  REFUND.  See  Credits. 
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Calendar  Year  Tax ;  Allocation  to  Fiscal  Year  Returns.  Where  books  were 
kept  on  fiscal  year  basis  and  returns  were  filed  on  calendar  year  basis,  and 
tax  liability  was  thereafter  properly  redetermined  on  fiscal  year  basis,  held, 
tax  erroneously  determined  on  calendar  year  basis  and  paid  by  taxpayer 
should  be  credited  against  tax  shown  to  be  due  on  fiscal  year  basis  in  pro¬ 
portion  to  months  in  respective  calendar  years  making  up  the  fiscal 
year.  Lowenstein  Brothers  Co _  440 

DEFERRED  CHARGES.  See  Accounting,  I,  3. 

DEFINITIONS.  See  Words  and  Phrases. 

DEPLETION: 

1.  Cost  or  Value',  Leases.  Deduction  for  depletion  of  lease  of  coal  lands 
acquired  after  Mar.  1,  1913,  denied  for  want  of  evidence  of  cost  of  lease. 

E.  M.  T.  Coal  Co 


124 


1438 


PRELIMINARY  INDEX  DIGEST 


DEPLETION— Continued. 

Pag* 

2.  Discovery  Value.  Deduction  based  on  discovery  value  disallowed  on 

grounds  that  discovery  (after  Mar.  1,  1913)  was  not  made  by  taxpayer  and 
that  property  was  acquired  by  purchase  after  tract  was  proven.  Evangeline 
Gravel  Co _  101 

3.  Reasonable  Allowance;  Revision  of  Estimates.  Depletion  for  a  given 
year  should  be  based  solely  on  facts  known  or  estimates  made  at  time  when 
return  is  filed,  and  may  not  be  revised,  in  event  of  hearing  before  Board,  so 
as  to  comport  with  subsequently  discovered  facts.  Thomas  Coal  Co., 

10  B.  T.  A.  639,  overruled.  Philadelphia  Quartz  Co _  1146 

4.  Computation;  Timber  Cut  During  Year.  Amount  of  timber  cut  during 

year  determined  upon  evidence  for  purpose  of  computing  depletion  allow¬ 
ance.  Marquette- Bailey  Lumber  Co _ _  922 

DEPRECIATION: 

I.  Generally,  p.  1438. 

II.  Depreciable  Propertv  and  Persons  Entitled  to  Deduction, 
p.  1438. 

III.  Valuation  of  Depreciable  Property: 

(1)  Generally,  p.  1438. 

(2)  Particular  Classes  of  Property,  p.  1438. 

IV.  Rate  or  Amount  of  Depreciation: 

(1)  Generally,  p.  1439. 

(2)  Useful  Life,  p.  1440. 

(3)  Accelerated  Depreciation,  p.  1440. 

V.  Obsolescence,  p.  1440. 

Adjustment  in  determining  gain  or  loss.  See  Gain  or  Loss,  II  (5); 
Losses,  II,  12. 

Adjustment  in  determining  invested  capital.  See  Invested  Capital, 

V;  XI,  25. 

I.  Generally. 

Purpose  of  Deduction.  Theory  for  depreciation  allowance  is  recovery  of 
cost  during  useful  life  of  property,  and  claim  for  increased  rate  can  not  be 
allowed  on  ground  that  assets  acquired  before  the  war  could  not  be  replaced 
in  tax  year,  except  at  a  much  greater  cost.  Frost  Manufacturing  Co _  802 

II.  Depreciable  Property  and  Persons  Entitled  to  Deduction. 

1.  Lessors.  Taxpayer  corporation  leased  its  road  facilities  to  two 
operating  roads,  lessees  being  obligated  to  make  only  usual  maintenance 
repairs  necessary  to  keep  property’  in  operating  condition  and  lessor  being 
obligated  to  bear  cost  of  major  items  of  reconstruction,  renewal,  and 


replacement  of  a  permanent  character.  Held,  lessor  was  entitled  to 

deduction  for  depreciation.  Richmond  Belt  Ry.  Co _  1291 

2.  Lessees.  A  lessee  of  chattels  operating  under  a  lease  providing  that 
property  or  its  fair  equivalent  be  returned  to  lessor  in  first  class  condition 
upon  expiration  of  term  may  not  deduct  an  annual  depreciation  reserve 
set  up  for  replacements.  Ohio-Clover  Leaf  Dairy  Co _ _  1320 


III.  V  ALUATION  OF  DEPRECIABLE  PROPERTY. 

(1)  Generally. 

1.  Appraisal.  Testimony  that  tangibles  acquired  for  stock  were 
appraised  and  appraised  values  were  used  by  all  parties  and  were  amounts 
for  which  stock  was  issued,  and  evidence  of  values  placed  on  books  held 
insufficient  to  establish  market  value  of  depreciable  assets  at  date  of 


acquisition.  Stephens  Fuel  Co _  666 

2.  Id.  Appraisal  made  on  basis  of  cost  of  reproduction  new  as  of  Mar. 

1,  1913,  held  insufficient  to  establish  actual  value  as  of  that  date.  Frost 

Mfg.  Co _  802 

(2)  Particular  Classes  of  Property. 

3.  Buildings.  Value  as  of  Mar.  1,  1913,  determined  upon  evidence, 

including  evidence  of  appreciation  from  date  of  acquisition  to  basic  date. 
Consolidated  Investment  Co _  1252 
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4.  Contracts.  Contract  granting  exclusive  right  to  present  in  a  certain 
locality  for  a  fixed  period  theatrical  attractions  of  a  booking  agency,  and 
lease  of  theatre  building,  held  upon  the  evidence  to  have  had  a  value  equal 

to  par  value  of  stock  issued  therefor.  Detroit  Opera  House ,  Inc _  587 

5.  Leases.  Value  of  leases  on  hotel  properties  paid  in  for  stock  deter¬ 
mined  upon  expert  testimony  and  other  evidence.  Hotel  Patten  Co _  943 

6.  Id.  Valuation  of  lease  on  basis  of  savings  in  manufacturing  costs 

denied  -on  ground  that  basis  rested  on  facts  ascertained  subsequent  to 
acquisition  of  lease.  Polar  Ice  Cream  &  Supply  Co _  1054 

7.  Id.  Value  as  of  Mar.  1,  1913,  determined  upon  evidence  including 

evidence  of  appreciation  from  date  of  acquisition  to  basic  date.  Consoli¬ 
dated  Investment  Co _  1252 

8.  Id.  Where,  in  a  formula  used  to  establish  Mar.  1,  1913,  value  of 
lease,  the  fact  that  part  of  term  of  lease  had  run  was  not  given  considera¬ 
tion,  and  there  was  no  evidence  establishing  values  ascribed  to  land  and 
building  in  computation,  or  establishing  percentages  of  return,  the  for¬ 
mula  is  not  shown  to  be  applicable  to  particular  facts.  Washington  Shirt 

Co- - -  1360 

9.  Id.  In  determining  Mar.  1,  1913,  value  of  a  lease,  a  method  which 
makes  provision  for  a  safe  interest  rate  and  a  speculative  rate,  more  nearly 
reflects  value  than  one  which  makes  no  provision  for  element  of  risk. 

State  Safety  Co _  1385 

10.  Id.  Value  of  lease  as  of  Mar.  1,  1913,  determined,  giving  considera¬ 

tion  to  fact  that  land  was  being  used  for  cultivation  of  sugar  crops,  re¬ 
quiring  three  years  to  mature,  and  lease  would  have  a  greater  value  to 
present  lessee  than  to  a  third  party.  Kekaha  Sugar  Co _  690 

11.  Id.  Bonus  value  as  of  Mar.  1,  1913,  of  lease  on  sugar  lands  in 
Hawaii  determined  on  evidence  of  history  of  sugar  industry  in  the  Islands, 
soil  conditions,  climate,  and  fact  that,  by  Mar.  1,  1913,  business  was  well 

established  and  not  speculative.  Oahu  Sugar  Co _  404 

Ewa  Plantation  Co _  625 

Havmiian  Sugar  Co _  683 

Kekaha  Sugar  Co _  690 

12.  Id.  Fact  that  reduction  or  elimination  of  protective  tariff  might 

have  ruined  sugar  industry  and,  in  1913,  through  a  change  in  administra¬ 
tion,  such  action  could  be  foreseen,  held  not  to  have  affected  values,  where 
evidence  disclosed  that  taxpayer’s  directors  in  December,  1912,  though 
aware  of  possibility  of  loss  of  protection,  entered  upon  an  extensive  irriga¬ 
tion  project  and  were  able  to  float  a  large  bond  issue,  such  facts  being  indic¬ 
ative  of  prosperous  conditions  in  the  business.  Oahu  Sugar  Co _  404 

13.  Patents.  Value  as  of  Mar.  1,  1913,  of  patents  issued  prior  and  sub¬ 

sequent  to  that  date,  determined  on  evidence  of  experts  as  to  value  of,  and 
demand  for,  product.  A.  E.  Starbuck _  796 

14.  Plant.  Reproductive  appraisals  made  in  tax  year,  evidence  of  earn¬ 

ings  before  and  after  1913,  and  of  prices  at  which  shares  of  stock  were  sold 
over  a  period  of  years,  of  reproductive  appraisals  in  existence  in  1913,  and 
of  a  sale  of  a  portion  of  plant  in  1912,  held  to  support  the  substantive  cor¬ 
rectness  of  Commissioner’s  determination  of  Mar.  1,  1913,  value.  Chicago 
Railway  Equipment  Co _  471  487 

15.  Id.  Allocation  of  *Mar.  1,  1913,  value  of  plant  between  power  and 
machinery,  including  equipment,  determined  upon  evidence.  Id. 

IV.  Rate  or  Amount  of  Depreciation. 


(1)  Generally. 

1.  Evidence.  Testimony  of  witness  that  building  was  in  constant  need 

of  repairs  and  expressing  opinion  as  to  amount  of  yearly  depreciation, 
held  insufficient  to  establish  claim  for  additional  allowance,  where  witness 
was  not  certain  how  repairs,  replacements,  and  expenses  were  charged  on 
books.  Hotel  Patten  Co _ 

2.  Id.  Commissioner’s  determination  approved  in  absence  of  evidence 

sufficient  to  establish  a  different  rate.  Evangeline  Gravel  Co _ 

William  S.  Doig,  Inc _ 

Marble  &,  Shattuck  Chair  Co _ 

Gaylord  Mercantile  Co _ 
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Philadelphia  Quartz  Co _ 

Joseph  L.  B.  Alexander _ 

H.  Sheldon  Mfg.  Co _ ~ _ 

(2)  Useful  Life. 

3.  Indefinite  Life.  Where  evidence  establishes  that  there  was  no  limi¬ 

tation  on  life  of  a  contract  granting  taxpayer  privileges  both  as  to  existing 
and  future  applications  and  patents,  there  is  no  basis  for  computing  useful 
life  of  such  contract.  Western  Valve  Bag  Co _ 

4.  Automobiles.  Depreciation  on  auto  trucks  allowed  at  rate  of  20 %. 

Elmwood  Castings  Co _ 

5.  Boats.  Depreciation  allowed  at  rate  of  10%.  Stephens  F uel  Collll 

.  Buildings.  Where  Commissioner  reduced  taxpayer’s  rate  of  depre¬ 
ciation  and,  at  time  of  hearing,  building  was  still  in  use  and  its  estimated 
life  had  been  already  exhausted,  held  taxpayer  incorrectly  estimated  its 
useful  life  and,  in  absence  of  evidence  of  inadequacy,  Commissioner’s 
determination  is  affirmed.  Malcolm  &  Dyer  Co _ 

7.  Id.  Depreciation  on  factory  building  of  frame  construction  allowed 

at  rate  of  5%.  H.  Sheldon  Mfg.  Co _ 

8.  Id.  Depreciation  on  buildings  used  in  manufacture  of  iron  castings 

allowed  at  rate  of  5%.  Elmwood  Castings  Co _ 

9. _  Machinery.  Depreciation  on  machinery  used  in  manufacture  of  iron 
castings  allowed  at  rate  of  10%.  Id. 

10.  Id.  Where  dredging  machinery  and  equipment  were  shown  by  the 

evidence  to  be  in  good  condition  and  actually  in  use  after  more  than  7  years 
of  service,  depreciation  rate  may  not  be  based  on  estimated  removal  of  all 
gravel  in  5  years’  time.  Evangeline  Gravel  Co _ 

11.  Id.  Depreciation  on  machinery  and  equipment  allowed  at  com¬ 
posite  rate  of  5  per  cent.  Richmond  Mica  Co _ _ 

12.  Railroad  Facilities.  Rate  of  3%  allowed  on  railroad  grading,  where 

nearly  half  of  taxpayer’s  line  of  road  was  built  along  waterfront  and 
periodical  renewals  of  stone  work  were  necessary  due  to  undermining  by 
water.  Richmond  Belt  Ry.  Co _ 

13.  Id.  Reasonable  rate  on  facilities,  such  as  bridges,  ties,  rails,  ballast 
telephone  lines,  tools,  etc.,  determined  upon  testimony  of  witness  familiar 
with  assets  in  question  and  their  useful  life.  Id. 

14.  Tools.  Depreciation  on  small  tools  allowed  at  rate  of  30%,  upon 
uncontroverted  testimony  as  to  average  useful  life.  William  S.  Doig,  Inc _ 

(3)  Accelerated  Depreciation. 

15.  M easure  of  Exhaustion.  The  fact  that  exhaustion  of  machinery  is 

accelerated  under  unusual  conditions  of  operation  is  not  sufficient  evidence 
of  rate  at  which  such  exhaustion  should  be  measured.  Woodside  Cotton 
Mills  Co _ 

16.  Id.  Rate  of  exhaustion  must  be  based  on  facts  in  evidence  and  "is 
not  proven  by  opinions  of  witnesses  whose  judgment  is  not  shown  to  be 
authoritative  or  convincing.  Id. 

1 7 .  Overtime  Operation.  Depreciation  on  motors  allowed  at  rate  of  30  %, 

upon  evidence  of  excessive  wear  and  tear  due  to  overtime  operation. 
Stephens  Fuel  Co _ _ 

V.  Obsolescence. 
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1.  Evidence.  Deduction  for  obsolescence  of  tangibles  disallowed  for 

insufficiency  of  evidence  as  to.  value.  Leon  L.  Moisc _  525 

2.  Id.  Deduction  disallowed  where  depreciated  cost  of  assets  abandoned 

was  not  segregated  from  that  of  assets  not  abandoned.  Blackford  Window 
Glass  Co _ 

3.  State  of  Obsolescence.  Evidence  that  industries  located  along  road¬ 
way  had  shut  down  with  resulting  decrease  in  earnings  of  railroad  held 
insufficient  to  establish  that  roadway  was  in  process  of  becoming  obsolete, 
where  roadway  continued  in  operation  and  constituted  a  connecting  link 
between  taxpayer’s  road  and  those  of  other  carriers.  Richmond  Belt  Ry. 

Co _ 
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4.  Prohibition.  Deduction  for  obsolescence  of  formula  for  manufacture 
of  flavoring  extracts,  due  to  prohibition  legislation,  disallowed  for  lack  of 


.evidence.  F.  T .  Kuehne  Extract  Co _  839 

5.  Id.  Assuming  that  deduction  for  obsolescence  sustained  by  reason 
of  abandonment  of  part  of  building  used  for  manufacture  of  beer  is  allow¬ 
able,  claim  for  deduction  is  denied  for  insufficiency  of  evidence  to  establish 
amount  of  allowance.  Niagara  Falls  Brewing  Co _  1040 


6.  Id.  Continued  Use.  Deduction  for  obsolescence  of  brewery  plant, 
machinery,  and  equipment  denied,  on  ground  that  property,  with  minor 
.exceptions,  was  continued  in  use,  after  prohibition  became  effective,  for 
manufacture  of  authorized  beverages.  Id. 

7.  Id.  Intangibles.  Deductions  for  obsolescence  of  intangibles, 
including  good  will,  due  to  prohibition  legislation,  are  not  allowable. 


Leon  L.  Moise _ _ _  525 

Niagara  Falls  Brewing  Co _  1040 


DIRECTOR  GENERAL  OF  RAILROADS.  See  Carriers. 

DISCOUNT: 

Cash  discount.  See  Inventories,  III,  4-6. 

DIVIDENDS: 

I.  What  Constitute  Dividends,  p.  1441. 

II.  Declaration  and  Distribution,  p.  1441. 

III.  Liquidation,  p.  1442. 

IV.  Stock  Dividends,  p.  1442. 

See  Gain  or  Loss,  II,  4;  Invested  Capital,  IX,  1-3. 

I.  What  Constitute  Dividends. 

1.  Compensation  or  Dividend.  Distribution  of  profits  as  additional 

salaries  among  principal  stockholders,  approximately  in  proportion  to 
stock  holdings,  field  a  distribution  of  profits  rather  than  payment  for 
services,  for  want  of  evidence  establishing  amount  constituting  reasonable 
compensation  for  services  rendered.  Marble  &  Shattuck  Chair  Co _  657 

2.  Id.  Where  additional  compensation  bore  a  close  relationship  to  stock 
holdings  and  compensation  was  large  in  amount,  but  it  was  clearly  shown 
that  fixed  and  additional  salaries  wrere  paid  for  services  rendered  and  were 
reasonable  in  amount,  held  that  amounts  paid  were  deductible.  New  York 


Talking  Mach.  Co _  154 

3.  Loans  to  Stockholders;  Cancellation.  Cancellation  of  special  loan 

accounts  of  principal  stockholders,  made  with  unanimous  consent  of  all 
stockholders,  held  to  constitute  payment  of  dividend  to  extent  of  liability 
released.  Ida  L.  Dowling _  787 

4.  Subscription  Rights.  Value  of  rights,  issued  by  a  corporation  to  its 
stockholders,  to  subscribe  to  stock  of  another  corporation  of  which  it  was 
a  stockholder  held  an  ordinary  dividend  taxable  only  at  surtax  rates.  Estate 

of  Edwin  D.  Metcalf _  236 


5.  Withdrawals.  Withdrawals  by  owner  of  practically  all  of  stock,  made 
over  a  period  of  years  and  charged  on  corporate  books  to  his  account,  held 
to  be  dividends  paid  and  not  accounts  receivable  of  corporation,  where 
stockholder  gave  no  notes  and  never  admitted  liability  for  amounts  with¬ 
drawn,  and  corporation,  from  date  of  organization,  had  never  declared  any 
dividends  and  withdrawals  were  only  distributions  of  earnings  ever  made. 


L.  J.  Christopher _  729 

6.  Id.  Withdrawal  of  amount  less  than  amount  standing  to  credit  of  tax¬ 
payer  on  books  of  corporation  held  not  to  have  been  a  dividend.  Max  Fieges _  1366 


II.  Declaration  and  Distribution. 

1.  Earnings  Before  or  After  Mar.  1, 1913.  Where  a  parent  company  owns 
all  the  stock  of  its  subsidiary  companies,  in  determining  source  of  profits  or 
earnings  of  parent  available  for  distribution  to  stockholders,  within  sec. 

201,  Act  1918,  earnings  of  subsidiaries  should  be  considered  only  to  extent  to 
which  they  have  been  distributed  as  dividends  to  parent.  Arthur  Curtiss 
James _  764 
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2.  Id.  Where,  in  1918,  parent  corporation  received  from  subsidiary 

dividends,  a  portion  of  which  was  paid  from  earnings  and  profits  accumu¬ 
lated  since  Feb.  28,  1913,  and  balance  from  other  sources,  held ,  distributions 
made  by  subsidiary  to  parent  from  sources  other  than  earnings  accrued 
subsequent  to  Feb.  28,  1913,  represent,  for  purposes  of  income  tax.  a  return 
to  it  of  a  part  of  its  investment,  and  do  not  constitute  earnings  available  for 
distribution  to  stockholders  where  there  is  no  gain  in  excess  of  cost  or  Mar. 
1,  1913,  value.  Id.  , 

3.  Id.  When  it  is  necessary,  in  determining  source  from  which  distribu¬ 
tions  to  stockholders  are  made,  to  prorate  net  earnings  of  year,  federal 
income  and  profits  taxes  for  taxable  year  are  properly  deducted  in  com¬ 
puting  the  earnings  of  the  year.  Id. 

4.  Id.  In  computing  earnings  of  a  corporation  available  for  distribution 
under  Act  1918,  date  of  payment  rather  than  date  of  declaration  is  control¬ 
ling.  Id. 

III.  Liquidation. 

1.  Time  of  Liquidation.  Gain  from  liquidation  of  corporation  held  not 
taxable  to  sole  stockholder  in  tax  year,  upon  evidence  establishing  that  cor¬ 
porate  assets  were  conveyed,  and  instruments  of  conveyance  were  delivered 
to  him  in  his  individual  capacity  prior  to  that  year.  Estate  of  Thomas  Burke _ 

2.  Gain  or  Loss;  Transfer  to  Stockholders  as  Partners.  Dissolution  of  cor¬ 

poration  and  transfer  of  surplus  and  undivided  profits  of  preceding  year  to 
stockholders  as  partners  held  to  result  in  taxable  income  to  stockholders: 
such  income  is  subject  to  normal  tax.  Arthur  H.  Lamborn _ 

3.  Id.  Fact  that  corporation  was  taxed  for  preceding  year  under  sec. 
209,  Act  1917,  held  immaterial.  Id. 

IV.  Stock  Dividends. 

Ordinary  or  Stock  Dividend.  Taxpayer  purchased  stock  for  notes  to 
which  stock  certificates  were  attached  as  collateral,  and  dividends  accruing 
on  stock  were  assigned  to  corporation.  Held ,  that  dividend  declared  by 
corporation  and  paid  by  a  credit  against  indebtedness  for  stock  purchased 
was  an  ordinary  and  not  a  stock  dividend.  Charles  Watson  Hull _ 

DOMICILE: 

1.  Evidence.  Taxpayer  resided  in  Mexico  for  many  years  and,  while 

there,  accepted  employment  in  that  country  as  representative  of  a  corpora¬ 
tion  having  its  headquarters  in  Texas  and  went  to  Texas  once  or  twice  a 
year  for  conferences.  Held ,  testimony  that  he  intended  to  make  his  home 
in  Texas  as  soon  as  he  could  leave  Mexico,  that  he  considered  Texas  as  his 
home  and  opened  a  bank  account  and  filed  tax  returns  in  that  state,  was 
insufficient  to  establish  domicile  in  Texas,  there  being  no  evidence  of 
intention  to  leave  Mexico  at  any  particular  time.  Clarence  A.  Miller _ 

2.  Id.  Upon  the  facts  in  the  case,  held  that  taxpayer  met  requirements 
of  laws  of  Mexico  respecting  establishment  of  domicile  there.  Id. 

DRAWINGS.  See  Capital  Expenditures,  I,  2. 

EAR.NED  SURPLUS.  See  Invested  Capital,  XII  (2). 

EARNINGS.  See  Evidence,  II,  1,  2;  Invested  Capital,  IX,  2,  3,  7. 

ELECTION.  See  Returns,  9,  10. 

ESTATE  TAX. 

1.  Gross  Estate: 

(1)  Property  Subject  to  Claims  and  Distribution,  p.  1443. 

(2)  Valuation  of  Assets,  p.'  1443. 

(3)  Transfers;  Contemplation  of  or  Effective  at  Death, 

p.  1444. 

(4)  Powers  of  Appointment,  p.  1444. 

(5)  Life  Insurance,  p.  1444. 

II.  Deductions  from  Gross  Estate: 

(1)  Claims,  Debts,  Expenses,  Losses,  etc.,  p.  1445. 

(2)  Bequests,  Legacies,  Devisees,  or  Gifts,  p.  1445. 

III.  Credits,  p.  1445. 

See  Estates  and  Trusts;  Limitations,  II,  10-13. 
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I.  Gross  Estate. 

(1)  Property  Subject  to  Claims  and  Distribution. 

1.  Contingent  Claims.  Claims  for  refunds  under  agreements  with 
public  utility  companies,  held  to  have  had  no  value  for  estate  tax  purposes, 
where  refunds  were  payable  upon  certain  conditions  and  conditions  had 

not  been  fulfilled  at  time  of  death  of  decedent.  Isabella  N.  Skinker _  846 

2.  Advances.  Demand  notes  of  relatives,  who,  in  natural  course  of 

events,  would  become  heirs  at  law  of  an  insane  person,  given  to  guardian 
for  advances  made  to  them  out  of  surplus  income  during  life  of  ward,  and 
accompanied  by  agreements  stating  that  payments  were  in  nature  of 
advances  and  notes  would,  upon  death  of  ward,  be  accepted  by  relatives 
in  full  as  a  portion  of  estate,  held  to  constitute  part  of  assets  of  estate  to 
extent  of  fair  market  value.  Henry  L.  Farwell _  823 

3.  Gifts.  Unpaid  balance  of  note  in  possession  of  decedent  at  time  of 

death  and  claimed  to  have  been  transferred  by  gift  prior  to  death  included 
in  gross  estate  for  want  of  evidence  establishing  completion  of  gift  by 
delivery.  Estate  of  Effie  Andrews _  651 

4.  Title.  Share  of  husband’s  personalty  to  which  widow  is  entitled  upon 

death  of  husband,  under  Missouri  law,  held  to  be  property  of  decedent 
at  time  of  death,  subject  to  payment  of  debts  and  to  distribution  as  part  of 
estate.  Mercantile  Trust  Co _  85 

5.  Id.  Decedent  took  title  to  school  property  in  order  to  pay  off  mort¬ 

gages  thereon  and  to  make  certain  that  her  contributions  thereto  would  “do 
the  most  good.”  After  her  death  her  heirs  conveyed  property  to  school 
board,  without  reservation  or  consideration.  Held,  upon  the  evidence, 
decedent  did  not  take  title  in  trust,  and  value  of  property  should  be 
included  in  her  gross  estate.  Cyrus  H.  McCormick _ _ _  423 

6.  Id.  An  instrument,  containing  words  of  present  conveyance  and 
transferring  stock  to  another,  subject  to  condition  that,  during  lifetime  of 
grantor,  stock  shall  remain  in  his  name  on  corporate  books  and  all  voting 
and  other  privileges,  except  ownership  of  income,  shall  remain  in  him, 
and  delivered  to  grantee,  held  sufficient  to  effect  transfer  of  title,  and  value 

of  stock  excluded  from  gross  estate  of  grantor.  Estate  of  James  F.  Foster _  _  496 

(2)  Valuation  of  Assets. 

7.  Revised  Valuation.  Claim  by  taxpayer  that  values  assigned  in  estate 
tax  return  and  accepted  by  Commissioner  were  inflated,  rejected,  where 
evidence  indicated  that  the  values  had  been  determined  by  experienced 
and  disinterested  appraisers  employed  by  the  estate  and  were  based  on  the 
best  information  as  to  values  available  on  or  about  date  of  death.  Anna 

H.  Moore _  864 

8.  Id.  Sale  of  certain  realty  belonging  to  the  estate  several  years  subse¬ 
quent  to  basic  date,  at  values  less  than  those  reported  in  estate  tax  return, 
held  too  remote  to  justify  disturbing  the  values  placed  upon  property  on 
or  about  date  of  death.  Id. 

9.  Bonds.  Second  mortgage  bonds  valued,  upon  consideration  of  oral 
testimony  of  experienced  appraisers  and  affidavits  of  officer  of  issuing  cor¬ 


poration  and  of  a  bond  salesman,  at  figure  originally  returned  by  execu¬ 
tors  and  accepted  by  Commissioner.  Estate  of  Effie  Andrews _ _ _  651 

10.  Notes.  Inclusion  of  promissory  notes  in  gross  estate  at  face  value 

approved  for  want  of  evidence  establishing  lower  value.  11  enry  L.  Farwell _  823 

11.  Real  Estate.  Value  of  farm  land  determined  upon  opinion  testimony 

of  real  estate  dealer  and  owners  of  farm  lands  in  same  state.  Gerald  A. 
Wharton _  302 


12.  Id.  Value  of  undivided  half  interest  in  real  estate  determined  upon 
basis  of  price  realized  upon  sale  to  owners  of  other  half  interest  14  months 
after  death  of  decedent,  where  value  reflected  by  sale  was  corroborated  by 
testimony  of  an  experienced  appraiser  and  there  was  evidence  that  there 
was  no  increase  in  value  between  decedent’s  death  and  date  of  sale. 

Estate  of  Effie  Andrews _  651 
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13.  Stock.  Evidence  held  insufficient  to  establish  value  of  stock  lower 


than  that  allowed  by  Commissioner.  George  E.  Farrington _  274 

14.  Id.  In  valuing  stock  of  a  going  corporation  on  basis  of  net  worth” 
the  corporation's  own  inventory  taken  shortly  after  basic  date  more  truly 
reflects  net  worth  than  does  an  estimated  liquidation  value.  American 
Trust  Co _  105 


15.  Id.  Value  of  real  estate  owned  by  corporation  determined,  for  pur¬ 

pose  of  computing  value  of  stock  on  basis  of  value  of  corporate  assets,  upon 
uncontroverted  testimony  of  expert  witnesses  rather  than  price  realized 
upon  sale  four  years  after  basic  date — the  evidence  indicating  that  sale 
price  did  not  represent  market  value  at  that  date.  Estate  of  David  Wein- 
garten - - -  249 

16.  Id.  Value  of  leases  owned  by  corporation  determined,  for  purpose 
of  computing  value  of  stock  on  basis  of  book  value  of  corporate  assets; 
evidence  respecting  price  realized  upon  sale  two  years  after  basic  date  and 
expert  testimony  and  evidence  as  to  differences  in  market  conditions  at 
basic  date  and  date  of  sale  held  insufficient  to  support  values  claimed  by 
parties.  Id. 

(3)  Transfers;  Contemplation  of  or  Effective  at  Death. 

17.  Presumption;  Evidence.  Value  of  property  transferred  within  two 

years  prior  to  death  included  in  gross  estate  for  lack  of  evidence  to  over¬ 
come  statutory  presumption.  Estate  of  William  C.  Burling _  264 

18.  Id.  Presumption  that  transfer  was  made  in  contemplation  of  death 

held  not  overcome  where  evidence  established  that,  at  time  of  transfer, 
.decedent  was  suffering  from  disease  which  resulted  in  death,  and  record 
was  meagre  as  to  mental  and  physical  condition  at  time  of  transfer  and 
disclosed  very  little  concerning  circumstances  under  which  transfer  was 
made.  Estate  of  George  A.  Wheelock _  826 

19.  Id.  Finding  by  probate  court  of  testamentary  capacity  four 
months  after  transfer  held  not  inconsistent  with  conclusion  that  decedent 
was  suffering  from  an  incurable  disease  at  time  of  transfer  and  that  he  knew 
of  presencfe  of  disease  and  of  its  fatal  character.  Id. 

20.  Evidence.  Transfer  of  property  in  trust  held  not  made  in  contem¬ 
plation  of  death  upon  evidence  that  expectancy  of  death  in  near  future  was 

not  present  and  was  not  moving  cause  of  transfer.  Cyrus  H.  McCormick .  423 

21.  Testamentary  Transfers.  Purpose  of  Congress,  in  enacting  sec.  402 
(c),  Act  1921,  was  to  include  as  a  measure  of  the  estate  tax,  in  addition  to 
assets  held  at  death,  only  such  assets  disposed  of  prior  to  death  as  bore  a 
reasonable  relation  to  privilege  taxed  (the  right  to  transmit).  Id. 

22.  Id.  Instrument  transferring  property  to  trustees,  executed  prior  to 
passage  of  Act  of  1921  (the  Act  under  which  estate  tax  was  imposed),  con¬ 
strued  and  held  not  to  be  testamentary  in  character  and  not  to  bear  any 
reasonable  relation  to  privilege  taxed,  and  value  of  trust  property  excluded 
from  gross  estate.  Id. 

(4)  Powers  of  Appointment. 

23.  Ineffective  Exercise  of  Power.  Where  a  decedent  by  will  creates  a 

life  estate  in  her  daughter,  with  remainder  over  to  issue  of  her  daughter, 
and  at  same  time  provides  for  power  of  appointment  in  daughter,  and 
thereafter  daughter  dies  leaving  issue  surviving  her  but  devising  to  her 
issue  by  her  will  whatever  property  she  has  under  decedent’s  will,  the 
issue  takes  under  and  by  virtue  of  decedent’s  will  and  not  because  of  a 
power  of  appointment  attempted  to  be  exercised  by  daughter,  and  value 
of  property  should  not  be  included  in  gross  estate  of  daughter.  Estate  of 
Helen  M.  W .  Grant _  174 

(5)  Life  Insurance. 

24.  Policies  Issued  Before  Taxing  Act.  Value  of  insurance  in  excess  of 

amount  specified  in  sec.  402  (f),  Act  1921,  excluded  from  gross  estate  on 
ground  that  policies  were  issued  prior  to  passage  of  that  Act.  Mercantile 
Trust  Co _ _ _ _ _  85 
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ESTATE  TAX— Continued. 

II.  Deductions  from  Gross  Estate. 

G)  Claims ,  Debts,  Expenses,  Losses,  Etc. 

1.  Debts.  A  subscription  or  pledge  made  upon  condition  that  pledges  be 

obtained  from  others  does  not  constitute  a  debt  until  condition  is  fulfilled, 
and,  where  condition  is  fulfilled  after  death  of  decedent  and  pledge  is 
thereafter  paid  by  estate,  amount  thereof  is  not  deductible.  Cyrus  H. 
McCormick _ 

2.  Charities.  Value  of  works  of  art  bequeathed  for  installation  in  a 

cathedral  held  deductible  on  ground  that  bequest  was  one  made  for  religious 
purposes.  Mercantile  Trust  Co _ 

3  Taxes.  Federal  estate  taxes  asserted  against  the  estate  are  not 
deductible  from  gross  estate,  whether  they  have  been  paid  or  not,  in 
arriving  at  net  estate  subject  to  tax.  Id. 

4.  Id.  Claims  deductible  under  sec.  403  (a)  (1),  Act  1921,  are  such 

claims  as  would  have  been  enforceable  against  decedent  during  his  life¬ 
time,  and,  since  liability  for  state  inheritance  tax  does  not  arise  until  death, 
amount  paid  is  not  deductible  as  a  claim  against  estate.  Isabella  N. 
Skinker _ 

5.  Id.  Claim  that  Missouri  inheritance  tax  law  is  not  referable  to 
taxing  power  but  is  referable  to  power  of  state  to  say  what  becomes  of 
property  of  a  person  after  death,  and  that  amount  paid  thereunder  was  not 
a  tax  nor  a  part  of  the  estate  which  passes  to  heirs  or  legatees,  rejected,  and 
amount  paid  by  estate  held  to  be  a  part  of  decedent’s  gross  estate  within 
Act  1921.  Id. 

(2)  Bequests,  Legacies,  Devises ,  or  Gifts. 

6.  Vested  Remainders.  A  will  created  a  trust  to  pay  income  of  residuary 

estate  to  testator’s  wife  for  life,  with  provision  for  payment  of  part  of  corpus 
and  of  income  therefrom  to  charitable  organizations,  with  discretion  in 
trustees,  at  request  of  wife,  to  pay  additional  amounts  from  corpus  for  her 
maintenance.  Held,  provision  for  payments  to  wife  from  corpus  was  not 
intended  to  permit  her  to  defeat  terms  of  will  and  deprive  charities  of 
bequests  made  to  them;  legacies  to  charities  vested  upon  death  of  testator, 
and  the  value  thereof  at  date  of  his  death  are  deductible  from  gross 
•estate.  Mercantile  Trust  Co _ 

7.  Contingent  Remainders ,  Birth  of  Issue;  Presumption.  In  determining 

a  deduction  under  sec.  403  (a)  (3),  Act  1921,  where  by  will  a  remainder 
is  left  to  a  municipality  after  death  of  a  daughter  without  issue,  it  will  be 
assumed  that  issue  may  at  any  time  be  born  to  daughter  to  defeat  charita¬ 
ble  remainder.  George  E.  Farrington _ 

III.  Credits.  See  Credits,  1. 

1.  Sec.  301  ( b ),  Act  1924--  Estate  held  entitled  to  credit,  in  an  amount 

not  exceeding  25%  of  federal  estate  tax,  on  account  of  state  inheritance 
taxes  paid,  upon  evidence  of  payment  of  tax  and  evidence  that  it  was 
imposed  in  respect  of  property  included  in  gross  estate.  Edgar  M.  Mors- 
man,  Jr _ 

2.  Id.  Sec.  301  (b)  is  a  part  of  provision  for  computing  tax  due  and  does 
not  merely  provide  a  method  of  satisfying  the  tax  found  to  be  due;  and 
right  to  the  credit  is  not  lost  by  failure  to  submit  to  Commissioner,  as  re¬ 
quired  by  art.  9  (a),  Reg.  G8,  a  complete  list  of  property  in  respect  of  which 
taxes  were  imposed,  etc.  Id. 

ESTATES  AND  TRUSTS: 

I.  Generally,  p.  1445. 

II.  Income,  p.  1446. 

III.  Deductions,  p.  1447. 

See  Estate  Tax. 

I.  Generally. 

1.  Creation  of  Trust.  Amount  set  aside  by  a  taxpayer,  as  self-insurer  of 
injuries  to  employees  under  workmen’s  compensation  law,  held  not  to  con¬ 
stitute  a  trust  fund,  for  want  of  evidence  of  intention  to  create  trust  and 
-evidence  of  separation  of  legal  and  equitable  estates  therein.  Spring 
Canyon  Coal  Co _ , _ _ _ _ 
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.  2-  Revocation  of  Trust.  A  legally  formed  trust  is  not  dissolved  by  an 
instrument  jointly  executed  by  the  donor,  the  trustees  and  all  of  bene¬ 
ficiaries,  which  declares  that  the  same  is  thereby  revoked  but  conditioned 
upon  formation  of  a  ne^v  trust  covering  the  same  property,  in  accordance 
with  the  terms  therein  set  forth  and  naming  the  trustee  therefor.  Minne¬ 
apolis  Trust  Co _ 

3.  Trust  or  Association.  Taxpayer  filed  a  corporation  return  for"  1920 

and  subsequently  filed  an  amended  return  as  a  trust,  which  was  accepted 
in  substitution  of  first  return,  and  tax  liability  was  determined  upon  theory 
that  taxpayer  was  a  trust.  Held ,  taxpayer  filed  a  return  as  a  trust  within 
sec.  704  (a),  Act  1928,  and  Commissioner’s  contention  that  corporation  re¬ 
turn  was  the  statutory  return  and  taxpayer  was  therefore  taxable  as  an 
association  was  untenable.  Par-A-Tex  Oil  Co.  A. _ 

4.  Distribution  of  Estate  or  Sale.  Under  a  will,  income  from  estate  was 

given  to  testator’s  wife  until  youngest  child  should  reach  21,  at  which 
time  principal  was  to  be  divided  equally  between  wife  and  children,  and 
provision  was  made  that,  in  event  of  death  of  anv  child,  his  share  should 
go  to  his  heirs.  The  wife  died  before  youngest  child  became  21,  leaving 
a  will  devising  all  of  her  estate  to  children  in  equal  shares,  subject  to  condi¬ 
tion  that  real  estate  be  sold  and  estate  be  divided  onlv  when  voungest 
child  became  21.  Held,  interests  of  children  in  realty  under  each  will  vested 
at  date  of  death  of  testator  and  were  not  contingent  upon  voungest  child 
reaching  21,  and  conveyences  by  children  to  some  of  their  number  in  tax 
year,  at  an  agreed  price,  constituted  sales  rather  than  a  distribution  of 
estates  of  decedents.  Henry  J.  Faulkin _ 

II.  Income. 
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1.  Periodical  Distribution.  Taxpayer  executed  an  instrument  declaring 

that  he  had  invested  a  certain  sum  in  “sundry  securities”  and  held  the 
same  in  trust  to  pay  net  income  to  another  periodically  to  be  applied  to 
charitable  uses,  and  Commissioner  included  net  income  of  trust  in  tax¬ 
payer’s  reUirn,  on  ground  that  subject  matter  was  not  sufficiently  identified 
to  create  a  valid  trust.  Held ,  upon  pleadings  and  evidence,  that  securities 
were  sufficiently  identified  and  segregated,  and  Commissioner’s  action  was 
erroneous.  Robert  Allerton _ 

2.  Assignment  of  Income.  Beneficiary  under  a  will  was  given  right  to 

receive  durii  g  her  life  part  of  income  of  trust  and  her  right  of  alienation 
was  not  prohibited  by  will  or  state  law.  Held,  her  right  constituted  a 
vested  chose  in  action  capable  of  present  transfer,  and  amounts  paid  to  her 
assignees,  except  those  accumulated  in  hands  of  trustees  and  accrued  to 
her  prior  to  assignment,  were  not  taxable  income  of  beneficiarv.  Edith  H. 
Blaney _ _ 

3.  Corpus  or  Income.  The  right  of  the  estate  of  a  deceased  partner  to 

receive  share  of  net  profits  to  which  he  would  have  been  entitled  if  he  had 
not  died  is  an  asset  of  the  estate,  and,  when  such  profits  are  paid  to  the 
estate,  they  constitute  income  of  estate  only  to  extent  that  amount  paid 
exceeds  market  value  of  right  to  receive  them  at  date  of  death  of  partner. 
William  P.  Blodget _ 

4.  Id.  A  wife  by  deed  transferred  personal  property  to  her  husband 
as  trustee,  with  power,  inter  alia,  to  invest  and  reinvest  and  pav  income 
to  himself  for  life,  and  after  his  death  to  the  wife  for  life.  Upon  death 
of  survivor,  principal  was  to  be  distributed  among  their  children.  Held, 
profit  realized  upon  sale  of  assets  by  husband  represented  a  gain  in  corpus 
and  was  not  taxable  income  of  husband  as  an  individual.  H.  D.  Ruos ... 

5.  Id.  Where  Commissioner  taxes  bank  deposits  as  income  and  tax¬ 

payer,  by  reason  of  death  and  lack  of  evidence,  is  unable  to  prove  that 
they  constituted  capital  assets,  no  presumption  arises  that  original  returns 
were  based  on  actual  facts  so  as  to  cast  burden  on  Commissioner  to  prove 
that  deposits  were  income.  Anna  P.  Jacobs _ 

6.  Lack  of  Net  Income  of  Estate. — The  distributive  share  of  a  beneficiarv 

to  be  returned  as  income  must  be  determined  in  accordance  with  terms  of 
trust,  regardless  of  gains  or  losses  of  trust  entity  or  deductions  allowable 
to  latter,  and  fact  that  estate,  after  paying  federal  estate  tax,  had  no  net 
income,  does  not  render  distributive  share  of  gross  income  paid  to  bene¬ 
ficiary  during  tax  year  exempt  from  tax  on  the  theorv  that  the  law  taxes- 
only  a  beneficiary’s  share  in  net  income  of  estate.  Walter  S.  Gurnee . 
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ESTATES  AND  TRUSTS— Continued.  Page 

III.  Deductions. 

1.  Charitable  Uses.  Under  sec.  219(b),  Act  1918,  payment  is  not  a  neces¬ 

sary  condition  precedent  to  allowance  of  a  deduction  by  executors  of 
bequests  in  will  to  exempt  institutions,  but  it  is  enough  if  income  was  per¬ 
manently  set  aside  in  accordance  with  terms  of  will.  Hu  L.  McClung _  335 

2.  Id.  Taxpayer  by  will  left  residue  of  his  estate  to  an  educational 
corporation,  which,  with  approval  of  court,  entered  into  a  compromise 
agreement  with  heirs  whereby  heirs  were  to  receive  one-half  of  residue. 

Held,  heirs  took  under  contract  and  not  under  will,  and  since,  by  terms 
of  will,  entire  residue  was  set  aside  for  educational  purposes,  all  income 
from  residue  is  deductible  under  sec.  219  (b),  Act  1918.  Id. 

3.  Id.  Where  residue  of  estate  is  given  to  charitable  institutions, 
income  earned  during  period  of  administration  and  profits  realized  upon 
sale  of  assets  belonging  to  estate  which  became  part  of  residuary  estate 
is  income  “permanently  set  aside”  for  such  institutions  pursuant  to  terms 
of  will  and  is  deductible  under  sec.  219  (b),  Act  1918,  by  executors  keeping 
accounts  on  cash  basis,  in  year  in  which  sales  were  made  and  income  was 
paid  to  executors,  although  not  paid  to  institutions  until  a  succeeding 


year.  E.  C.  Johnson _  850 

4.  Payment  of  Annuities.  When  payments  are  to  be  made  from  time 
to  time  out  of  assets  of  an  estate,  the  general  rule  is  that  income  only  shall 
be  used,  unless  it  is  the  clear  intention  of  testator  that  the  corpus,  or 
corpus  and  income,  shall  be  drawn  upon  to  meet  them.  J.  W.  Auld _  1213 


5.  Id.  Taxpayer  was  the  executor  and  trustee,  and  also  residuary 
legatee,  under  a  will  providing  for  payment  of  certain  annuities,  without 
specifying  whether  they  were  payable  from  corpus  or  income.  Held,  tax¬ 
payer  took  the  residuary  estate  as  trustee  impressed  with  a  trust  to  pay 
the  annuities  and  so  much  of  income  as  was  required  to  pay  the  annuities 
was  deductible  in  computing  personal  income-tax  liability  of  taxpayer. 
Id. 


EVIDENCE: 

I.  Burden  of  Proof,  p.  1447. 

II.  Competency,  Weight  and  Sufficiency,  p.  1447. 

III.  Expert  and  Opinion  Testimony,  p.  1448. 

IV  Findings  of  Board,  p.  1448. 

V.  Hearsay,  p.  1448. 

VI.  Parol  Evidence,  p.  1448. 

VII.  Presumption,  p.  1448. 

I.  Burden  of  Proof. 

1.  Compensation.  Where  deficiencies  result  from  disallowance  of  de¬ 

ductions  for  additional  salaries,  burden  of  proving  reasonableness  is  on 
taxpayer,  even  though  Commissioner  did  not  raise  question  as  an  admin¬ 
istrative  officer  or  as  respondent  before  the  Board.  Model  Dairy ,  Inc _ 

2.  Depreciation.  Where  Commissioner  reduces  surplus  on  account  of 

inadequate  deductions  for  depreciation  in  prior  years,  burden  of  proving 
error  is  on  taxpayer  and  it  is  not  incumbent  upon  Commissioner  to  estab¬ 
lish  that  books  do  not  correctly  reflect  surplus.  Mollohon  Mfg.  Co _ 

3.  Gain  or  Loss.  Whether  gain  or  loss  is  realized  upon  an  exchange  of 

property  for  other  property  involves  a  question  of  fact,  and  when  Commis¬ 
sioner  has  made  a  determination,  burden  of  proving  error  is  on  taxpayer. 
Empire  Loan  &  Trust  Co _ 

4.  Penalties.  Burden  of  proving  error  by  Commissioner  in  imposing 

penalty  for  negligence  rests  upon  taxpayer.  Western  Valve  Bag  Co _ 

II.  Competency,  Weight,  and  Sufficiency. 

1.  Value.  Earnings  of  the  past  play  their  part  in  helping  to  arrive  at 

present  market  value  only  if  they  are  considered  in  connection  with  all 
other  surrounding  facts  which  may  be  helpful  in  determining  whether 
future  earnings  will  be  more  or  less.  Oahu  Sugar  Co _ 

2.  Id.  Appraisal  based  on  earnings  of  five  years  preceding  1913  and 
providing  for  return  of  8%  on  tangible  assets  and  improvements  on  the 
leasehold  and  12%  on  amount  paid  for  leasehold  interest,  all  cost  to  be 
amortized  over  life  of  lease,  is  helpful  in  determining  value  but  by  no 
means  conclusive.  Id. 
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3.  Id  Sales.  While  isolated  sales  do  not  of  themselves  establish  market 

value,  they  may,  in  some  cases,  be  corroborative  of  value  determined  bv 
Commissioner.  Anna  S.  Richards _  _  J 

1ftf*  Subsequent  Events.  In  forming  a  judgment  of ’market"  vafue'  in 
^  •  a  ’  i  1  e  Board  is  limited  to  facts  then  known  or  reasonablv  to  be  pre¬ 
dicted,  subsequent  facts,  although  useful  as  confirmatorv  of  reasonable¬ 
ness  of  judgments  previously  formed,  should  not  be  used  in  making  an 
original  determination.  Buena  Vista  Land  Co _  _  _ _ _  ___ 

5.  Id.  Opinion.  While  testimony  of  a  banker  that"  he’ would’ make 

no  loans  loi  or  on  behalf  of  a  corporation  or  would  not  lend  anv  monev 
on  its  stock  may  have  considerable  weight  for  corroborative  purposes  it 
is  not  of  itself  sufficient  to  establish  that  investment  is  a  loss.  Royal  Bak¬ 
ing  Co _ _  y 

6.  Id.  Evidence  that  corporation  was  operating  at  a  loss  and  "liabili¬ 

ties  exceeded  assets  held  insufficient  to  establish  worthlessness  of  stock 
Henry  IF.  Cushman _ 


t  Id.  Where  it  is  apparent  that  a  reasonably  prudent  person  would 
not  have  given  anything  of  value  for  a  certain  stock,  an  isolated  transac¬ 
tion  m  which  it  was  purchased  bv  an  unwary  investor  is  insufficient  to 
establish  value.  Worcester  Bank  &  Trust  Co.l 


III.  Expert  and  Opinion  Testimony.  See  Depreciation,  IV  1-  Inven¬ 
tories,  II,  2. 


II ypothetical  Questions .  Opinion  of  witnesses  who  had  never  examined 
the  property,  based  solely  on  assumptions  contained  in  a  hypothetical 
question  which  does  not  embody  all  the  facts,  is  entitled  to  little  or  no 
weight.  Estate  of  David  Weingarten _ 

IV.  Findings  of  Board. 
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1.  Basis.  It  is  the  Board’s  province,  in  hearing  of  fact  cases,  to  act 

as  a  jury,  and,  while  it  has  no  right  arbitrarilv  to  ignore  or  discredit  testi¬ 
mony  of  unimpeached  witnesses,  it  is  its  province,  when  question  is  purelv 
one  of  value,  to  exercise  its  own  judgment  on  facts  as  to  which  experts 
give  their  opinion.  State  Safety  Co _ 

2.  Depositions  taken  prior  to  hearing  and  not  offere’d  ’in  evidence  are 
not  a  part  of  record  and  will  not  be  considered.  Marshall  Brothers  Lumber 


V.  Hearsay. 


T  alue.  A  witness  may  not  testify  as  to  value  of  goods  in  inventory 
when  he  has  no  personal  knowledge  of  value  but  only  such  information  as 
he  has  gained  from  trade  journals  which  are  not  introduced  in  evidence 
IF.  IF.  Guy _ 

VI.  Parol  Evidence. 


Ambiguity.  Parol  evidence  held  inadmissible  to  explain  intention  of 
parties  to  lease,  upon  finding  that  terms  of  lease  respecting  time  when 
improvements  erected  by  lessee  vested  in  lessors  were  clear  and  unambig¬ 
uous.  Joseph  L.  B.  Alexander _ 

VII.  Presumption.  See  Estate  Tax,  I,  17-19. 

1.  Birth  of  Issue.  Where  by  will  a  remainder  is  left  to  a  municipality 
after  death  of  a  daughter  without  issue,  it  will  be  assumed  that  issue  may 
at  an}  time  be  born  to  daughter  to  defeat  the  charitable  remainder. 
(jrCOTQS  hi .  barnngton _ 

•  Public  Officers.  It  is  presumed  that  a  public  officer,  in  discharge  of 
his  duty,  has  done  what  he  was  required  to  do,  and  that  Commissioner,  in 
reducing  surplus  on  account  of  inadequate  deductions  for  depreciation  in 
prior  years,  had  affirmative  evidence  before  him  that  books  did  not 

correctly  reflect  depreciation  reserve.  Mollohon  Mfg.  Co _ 

3.  Returns,  Actual  facts.  W  here  Commissioner  taxes  bank  deposits  as 
income  and  taxpayer,  by  reason  of  death  and  lack  of  evidence,  is  unable  to 
prove  that  they  constituted  capital  assets,  no  presumption  arises  that 
original  returns  were  based  on  actual  facts  so  as  to  cast  burden  on  Com¬ 
missioner  to  prove  that  deposits  were  income.  Anna  P.  Jacobs.. 
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EXCESS  PROFITS  TAX. 


1.  Nominal  Invested  Capital.  Where  taxpayer’s  statutory  invested 

capital  for  1917  was  approximately  20%  of  its  income  for  that  year,  held 
that  it  used  only  nominal  capital  and  was  entitled  to  assessment  under 
sec.  209,  Act  1917.  Bekins  Household  Shipping  Co _ 

2.  Id.  During  tax  years  taxpayer  had  a  contract  with  a  coal  company 

providing  that  the  latter  should  recover  coal  from  a  culm  bank  and  turn 
over  to  taxpayer  a  percentage  of  the  daily  output  for  which  he  was  to  pay 
preparation  costs  not  to  exceed  a  fixed  amount,  payable  on  a  certain  day 
of  each  month,  for  all  coal  shipped  during  preceding  month;  all  of  coal  was 
sold  by  taxpayer,  either  before  shipment  or  while  en  route,  for  cash;  tax¬ 
payer  maintained  no  storage  facilities,  had  no  employees,  and  used  no 
capital  in  business.  Held,  entitled  to  have  his  profits  tax  computed 
under  sec.  209,  Act  1917.  Estate  of  John  W.  Beale _ 

EXCHANGE.  See  Gain  or  Loss,  I,  1;  II,  5,  6,  14,  15,  20,  27;  Invested 
Capital,  IV;  VI,  5. 


EXEMPTIONS. 

1.  Individuals',  State  and  Municipal  Employees.  Taxpaver  was  em¬ 

ployed  continuously  on  a  salary  basis,  as  special  counsel  for  a  citv  depart¬ 
ment,  his  services  being  controlled  by  board  of  commissioners  ‘and  city 
attorney,  and  evidence  showed  that  he  devoted  practically  no  time  to 
other  matters.  Held,  he  was  an  employee  of  a  political  subdivision  of  a 
state  and  his  salary  was  exempt.  IF.  B.  Mathews _ 

2.  Id.  An  executor  appointed  by  a  state  probate  court  in  accordance 

with,  a  will  is  not  an  officer,  employee,  or  instrumentality  of  the  state, 
within  sec.  1211,  Act  1926,  and  fees  received  for  services  as  executor  are 
not  exempt.  William  M.  Cahn _ _ _ 

3.  Id.  Taxpayer  received  compensation  for  serving  state  as  special 

counsel  in  certain  cases,  under  appointment  by  attorney  general.  Held, 
employment  was  primarily  to  secure  to  state  benefit  of  taxpayer’s  knowl¬ 
edge,  experience,  and  skill  in  conduct  of  important  litigation;  services 
permitted  taxpayer  liberty  of  action  excluding  idea  of  control  character¬ 
izing  relationship  of  employer  and  employee,  and  taxpayer  was  an  inde¬ 
pendent  contractor,  whose  compensation,  under  the  appointment,  was  sub¬ 
ject  to  federal  income  tax.  David  A.  Reed _ 

4.  Id.  Held,  further,  that  effect  was  not  to  tax  an  agencv  of  state 
performing  an  essential  governmental  function.  Id. 

5.  Id.  Taxpayer  was  appointed  and  employed  by  a  state  tax  commis¬ 
sioner  as  a  special  tax  agent,  pursuant  to  provisions  of  state  statute,  and 
duties  and  emoluments  of  his  position  were  fixed  by  contract.  Held,  the 
state  statute  under  which  taxpayer  was  employed  did  not  create  a  public 
office  and  compensation  received  by  him  was  not  exempt.  J.  F.  Roberts 

6.  Id.  Taxpayer,  in  such  case,  was,  by  terms  of  contract  of  emplo»y- 
ment,  left  free  as  to  manner  in  which  services  were  to  be  performed,  and 
he  paid  his  own  traveling  and  other  expenses.  Held,  taxpayer  was  an 
independent  contractor  and  income  derived  from  employment  was  not 
exempt.  Id. 

EXPENSES. 

I.  Generally,  p.  1450. 

II.  Accrual  and  Payment,  p.  1450. 

III.  Business  or  Personal  Expense,  p.  1450. 

IV.  Compensation  Paid  for  Personal  Services: 

(1)  Corporations;  Generally,  p.  1451. 

(2)  Corporations:  Officers,  Employees,  and  Stockholders 

p.  1452. 

V.  Contributions  by  Corporations,  p.  1452. 

VI.  Insurance,  p.  1452. 

VII.  Legal  Expenses,  p.  1452. 

VIII.  Traveling,  Subsistence,  and  Maintenance,  p.  1453. 

Business  or  capital  expense.  See  Capital  Expenditures;  Capital 
Transactions,  5,  6;  Invested  Capital. 


Capital  Contribution  or  expense.  See  Joint  Ventures. 

II j  mProvements,  replacements,  and  repairs.  See  Capital  Expenditures, 
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EXPENSES— Continued. 

I.  Generally. 


1.  Evidence.  In  order  to  support  a  deduction  claimed  for  ordinary  and 

necessary  business  expenses,  there  must  be  a  showing  that  each  specific 
item  of  expense  constitutes  a  proper  deduction.  T.  G.  Northwall  Co _ 

2.  Id.  Finding  made  that  expense  item  was  not  charged  on  books  and 

was  included  in  income  reported.  Max  Fieges _ 

3.  Contractual  Obligation;  Future  Profits.  A  corporation  acquired"  a 

business  and,  in  addition  to  stock  issued  to  former  owners,  it  agreed  to  pay 
them  a  sum  equal  to  a  fixed  percentage  of  net  profits  throughout  its  exist¬ 
ence.  It  was  not  claimed  that  payments  were  for  services,  but  merely  that 
they  were  made  pursuant  to  contractual  obligation.  Held,  sums  paid  in 
tax  year  were  not  a  business  expense  but  a  division  of  profits  after  expenses 
had  been  paid.  George  La  Monte  &  Son _ 

4.  License  to  Operate.  A  racing  association  sold  land  to  a  municipality, 

which  assumed  unpaid  purchase  money  notes  of  association,  and,  as  a  con¬ 
dition  to  operating  its  race  meeting,  association  was  required  to  pay  one 
of  such  notes.  Held,  the  amount  paid  constituted  a  business  expense. 
Louisiana  Jockey  Club,  Inc _ 

5.  Purchase  of  Goods  or  Expense.  Under  a  contract  giving  taxpayer 

exclusive  right  to  purchase  and  sell  goods  in  certain  territory,  taxpayer  was 
required  to  and  did  pay  during  tax  year  a  fixed  sum  which  was  to  be  credited 
against  purchases  made  during  12-month  period  following  payment, 
subject  to  condition  that,  if  payment  should  exceed  purchases,  no  refund 
would  be  made.  Held,  the  payment  was  a  credit  which  could  be  utilized  in 
purchase  of  assets  and  was  not  deductible  as  an  expense.  Automatic  Fire 
Alarm  Co _ 

II.  Accrual  and  Payment. 
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Accrual  of  compensation.  See  IV,  4-6,  infra. 

1 .  Accrual  of  Liability.  Where  a  claim  is  made  against  a  taxpayer  and  in 
good  faith  is  not  recognized  by  him,  it  is  not  an  accrued  liability/  Thorne, 

Neale  &  Co _ _ _  490 

2.  Id.  Taxpayer  on  accrual  basis  incurred  demurrage  charges  prior  to 
tax  year,  but  it  disputed  liability  in  good  faith,  and  did  not  enter  any 
amount  on  books,  until  claim  was  finally  adjudicated  in  tax  year  by  Inter¬ 
state  Commerce  Commission.  Held,  liability  accrued  in  tax  year.  Id. 

3.  Reserve  for  freight  charges  on  shipments  for  which  freight  bills  had 

not  been  received  and  representing  an  indefinite  liability  not  determinable 
until  freight  had  been  paid  is  not  deductible.  Monarch  Cooperage  Co _  929 

4.  Crop  Basis.  Where  taxpayer  kept  its  books  on  the  basis  of  annual 
crops  the  planting,  cultivation,  and  harvesting  of  which  extended  over 
three  taxable  years,  and  its  rental  was  payable  in  a  percentage  of  sugar 
produced,  held,  the  rent,  being  payable  in  kind,  is  a  direct  charge  against 
crop  from  which  it  is  paid,  is  deductible  as  a  part  of  the  cost  of  that  crop, 

and  may  not  be  allocated  over  three-year  period.  Kekaha  Sugar  Co _  690 

III.  Business  or  Personal  Expense. 

1.  Segregation.  Where  living  expenses  are  included  in  deductions 
claimed  for  business  expenses,  and  there  is  no  evidence  to  show  what  portion 
should  be  allocated  to  the  business,  deduction  will  be  disallowed.  Blair 

A.  Haun _  297 

2.  Actors.  Where  it  is  necessary  for  an  actor  to  provide  at  his  own 

expense  articles  of  clothing  used  strictly  for  theatrical  purposes  which,  due 
to  manner  in  which  they  are  used,  are  destroyed,  he  is  entitled  to  deduct 
cost  of  such  clothing,  together  with  expenditures  for  cleaning  and  repair¬ 
ing,  as  a  business  expense.  Charles  Hutchison _ I _  1187 

3.  Id.  Expenditures  for  massage  treatments,  physical  training,  rent  of 
gymnasium  facilities,  etc.,  by  an  actor  whose  work  required  him  to  keep 
himself  in  good  physical  condition  held  deductible.  Id. 

4.  Automobiles.  Expense  of  operating  automobile  used  by  actor  partly 
in  interest  of  his  employer  and  partly  for  gathering  material  for  stories 
written  by  him  for  moving  pictures,  held  not  deductible  for  lack  of  evidence 
upon  which  to  segregate  both  classes  of  expenditures.  Id. 
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EXPENSES— Continued. 

5.  Campaign  Contributions .  Running  for  a  public  office  is  not  of  and 

within  itself  carrying  on  a  business  for  livelihood  or  profit  within  sec.  214 
(a)  (2),  Act  1921,  and  amounts  contributed  to  campaign  committees  by  a 
candidate  for  public  office  are,  therefore,  not  deductible  as  ordinary  and 
necessary  business  expenses.  David  A.  Reed _ 

6.  Conventions.  Amounts  expended  by  physicians  for  traveling  and 

subsistence  in  connection  with  attendance  at  meetings  of  medical  associa¬ 
tions  or  at  consultations  in  other  cities  are  ordinary  and  necessary 
business  expenses.  Cecil  M.  Jack _ 

J.  Bentley  Squier _ 

7.  Government  Employees.  A  taxpayer  engaged  in  practicing  law  "was 

employed  by  the  United  States  to  render  services  which  required  his  pres¬ 
ence  in  Washington  at  regular  intervals  and  which  occupied  about  half  of 
his  time  during  tax  year.  Held,  that  expenses  incurred  in  traveling 
between  his  home  and  Washington,  and  expenditures  for  subsistence  at 
latter  place,  were  deductible  as  business  expenses.  Walter  F.  Brown _ 

8.  Ranch.  Amounts  expended  for  labor,  repairs,  insurance,  etc.,  in 

operation  of  ranches,  allowed  as  a  deduction  on  evidence  establishing 
operation  for  profit.  E.  S.  Hass _ 

IV.  Compensation  Paid  for  Personal  Services. 

(1)  Corporations;  Generally. 

1.  Attorneys'  Fees.  Amounts  expended  by  corporation  during  tax  year 

for  legal  services  held  deductible.  O' Day  Investment  Co _ 

(2)  Corporations;  Officers,  Employees,  and  Stockholders. 

2.  Dividend  or  Compensation.  Where  additional  compensation  bore  a 

close  relationship  to  stock  holdings  and  compensation  was  large  in  amount, 
but  it  was  clearly  shown  that  fixed  and  additional  salaries  were  paid  for 
services  rendered  and  were  reasonable  in  amount,  held  that  amounts  paid 
were  deductible.  New  York  Talking  Mach.  Co _ 

3.  Id.  Distribution  of  profits  as  additional  salaries  among  principal 

stockholders,  approximately  in  proportion  to  stock  holdings,  held  a  dis¬ 
tribution  of  profits  rather  than  payment  for  services,  for  want  of  evidence 
establishing  amount  constituting  reasonable  compensation  for  services 
rendered.  Marble  &  Shattuck  Chair  Co _ 

4.  Authorization,  Accrual,  and  Payment;  Payment  for  ~Services.  A  cor¬ 

poration  paid  a  personal  debt  of  its  president  and  principal  stockholder, 
and  claimed  right  to  deduct  amount  paid  as  a  bonus.  Held,  upon  evidence 
that  expenditure,  though  authorized  by  directors,  was  not  authorized  as 
compensation  for  services,  and  that  it  was  not  paid  in  satisfaction  of  any 
corporate  obligation,  deduction  was  not  allowable.  Foregger  Co _ 

5.  Id.  Creation  of  liability.  Where  salaries  in  certain  amounts  are 

authorized  before  or  during  tax  year,  amount  authorized,  if  reasonable,  is 
deductible  by  corporation  on  accrual  basis,  and  right  to  deduction  is  not 
affected  by  fact  that,  after  tax  year,  officers  voluntarily  relinquished  part 
of  salaries  and  directors  noted  relinquishment  in  minutes  as  of  close  of  tax 
year,  nor  by  fact  that  salaries  were  not  accrued  on  books  at  close  of  tax 
year.  Boger  &  Crawford,  Inc _ 

6.  Id.  Where  a  corporation  on  accrual  basis  authorizes  and  pays  addi¬ 

tional  compensation  in  tax  year,  it  is  a  liability  incurred  in  that  year 
regardless  of  fact  that  it  wras  authorized  as  and  for  salary  for  preceding 
year  in  recognition  of  services  performed  in  that  year.  Rock  Island  Sash 
&  Door  Works _ 

7.  Reasonableness. '  Where  deficiencies  result  from  disallowance  of 

deductions  for  additional  salaries,  burden  of  proving  reasonableness  is  on 
taxpayer,  though  Commissioner  did  not  raise  question  as  an  administra¬ 
tive  officer  or  as  respondent  before  Board.  Model  Dairy,  Inc _ 

8.  Id.  Proof  that  additional  compensation  paid  officers  of  taxpayer  w^as 
authorized  by  proper  corporate  action  and  paid  is  insufficient  to  justify 
allowance  of  additional  amount,  in  absence  of  proof  of  further  fact  that 
additional  payments,  together  with  regular  salaries,  constituted  reasonable 
compensation  for  services  rendered.  Id. 

9.  Id.  Reasonableness  determined  upon  consideration  of  nature  of 

services  rendered,  volume  of  business,  and  earnings  of  corporation.  Knapp 
Brothers  Co _ 
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10.  Id.  Compensation  held  reasonable  upon  evidence,  consisting  of 
opinions  of  recipient  and  president  of  corporation,  and  statistics  of  opera¬ 
tions  during  tax  year,  including  gross  receipts,  net  profits,  and  aggregate 
amount  of  salaries  deducted  in  return.  Rock  Island  Sash  &  Door  Co ... 

11.  Id.  Salaries  held  reasonable  upon  consideration  of  capital  employed, 

volume  of  business,  profits  made,  character  and  value  of  services  rendered’ 
and  testimony  of  reliable  witnesses  that  amounts  paid  were  reasonable 
and  were  comparable  to  salaries  paid  by  others  in  similar  lines  of  business. 
New  York  Talking  Mach.  Co _ 1 _ 

12.  Id.  A  corporation,  pursuant  to  resolution  of  directors,  paid  certain 

amounts  to  officers,  as  bonus  or  contingent  compensation  based  upon 
earnings  during  year,  in  consideration  of  extraordinary  services;  officers, 
in  following  year,  repaid  part  to  corporation.  The  compensation  was 
large  compared  with  net  earnings,  but  net  income  was  attributable  entirely 
to  extraordinary  services  rendered.  Held,  amount  retained  by  officers  was 
reasonable.  Gillespie  Coal  Co _ 

13.  Id.  Regular  salaries  paid  by  corporation  operating  a  drug  store 

principally  for  purpose  of  filling  prescriptions,  to  officers  who  were  stock¬ 
holders  and  practicing  physicians,  held,  upon  evidence  respecting  nature 
of  services  performed,  to  be  reasonable.  South  Chicago  Drug  Co _ 

V.  Contributions  by  Corporations. 
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1.  Evidence.  Amount  of  donations  to  various  organizations  claimed 


as  business  expenses  incurred  to  retain  good  will  and  trade  of  customers, 

disallowed  for  lack  of  evidence.  Stephens  Fuel  Co _ _  666 

2.  Business  Benefit.  Contributions  by  corporation  operating  large 
sugar  plantations  to  churches  and  welfare  groups  organized  for  the  benefit 
of  its  employees  held  to  result  in  a  direct  benefit  to  taxpayer  and  to  con¬ 
stitute  ordinary  and  necessary  expenses.  Kekaha  Sugar  Co _  690 


3.  Id.  Where  taxpayer’s  books  were  kept  on  basis  of  annual  crops  the 
planting,  cultivation,  and  harvesting  of  which  extended  over  three  taxable 
years,  contributions  should  be  apportioned  to  separate  groups  and  not 
deducted  entirely  in  j’ear  when  paid.  Id. 

4.  Id.  Contribution  by  a  hotel  company  to  a  city  to  secure  better 

roads  leading  into  city  held  too  remote  and  unrelated  to  needs  of  company’s 
business  to  be  deductible  as  a  business  expense.  Hotel  Patten  Co _  943 

5.  Id.  Contribution  by  hotel  company  to  obtain  location  of  a  training 
camp  for  enlisted  men  near  hotel  property  held  deductible  where  persons 
in  and  visitors  to  camp  patronized  hotel.  Id. 

VI.  Insurance. 


1.  Premiums,  Creditors  as  Beneficiaries.  Where  a  taxpayer,  in  order  to 

prevent  bankruptcy  and  pursuant  to  agreement  with  creditors,  took  out 
policies  of  life  insurance  naming  his  creditors  as  beneficiaries,  held,  in 
absence  of  evidence  that  policy  would  in  no  event  inure  to  benefit  of  tax¬ 
payer,  directly  or  indirectly,  that  premiums  paid  by  taxpaver  were  not 
deductible.  J.  H.  Parker _ _ _  115 

2.  Id.  Self-Insurance.  Taxpayer,  in  accordance  with  a  regulation 
promulgated  by  state  industrial  commission,  established  a  compensation 
insurance  fund  as  a  self-insurer  by  setting  aside  each  year  a  reserve  equal 
to  premiums  it  would  have  to  pay  if  it  insured  in  state  insurance  fund. 

Held,  such  action  did  not  create  a  trust  and  amounts  set  aside  were  not 
deductible  as  business  expenses.  Spring  Canyon  Coal  Co _  189 

VIE  Legal  Expenses. 


1.  Criminal  Prosecution.  Attorney's  fees  arid  other  expenses  incurred 


by  corporation  in  defending  indictments  for  violation  of  Sherman  Anti- 
Trust  Act  held  not  deductible  as  ordinary  and  necessary  business  expenses. 

Atlantic  Terra  Cotta  Co _ _ _  1289 

2.  Fines  and  Penalties  imposed  upon  and  paid  by  railroad  corporation  for 
violations  of  federal  statutes  are  not  deductible  as  ordinary  and  necessary 
expenses.  Chicago,  R.  I.  &  P.  Ry.  Co _ 1 _  968 
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VIII.  Traveling,  Subsistence,  and  Maintenance. 

1.  Business  Purpose.  Traveling  and  hotel  expenses  of  an  actor,  in  con¬ 

nection  with  his  work,  for  which  he  was  not  reimbursed  by  employer, 
held  deductible.  Charles  Hutchison _ I _ 

2.  Estimates.  Deduction  allowed  for  traveling  expenses,  where  no 

itemized  account  was  presented  in  evidence  but  taxpayer  testified  that  he 
was  on  the  road  for  a  certain  length  of  time  and  spent  at  least  the  amount 
claimed  for  railroad  fares,  hotel  bills,  etc.  M.  Lucas _ 

FIRE.  See  Losses,  II,  11,  12;  III,  10. 

FOREIGN  CORPORATIONS: 
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1.  Income;  Interest.  Interest  received  by  a  foreign  corporation  doing 

business  within  United  States,  on  bonds  of  foreign  governments  held  by  it 
within  United  States,  is  not  income  derived  from  sources  within  United 
States.  Ocean  Accident  &  Guaranty  Company  Corporation _ 

2.  Deductions;  Taxes.  Under  sec.  234  (b),  Act  1918,  allowing,  in  case 
of  foreign  corporations,  the  deductions  allowed  in  sec.  234  (a)  only  if 
and  to  extent  that  they  are  connected  with  income  from  sources  within 
United  States,  a  foreign  corporation  is  not  entitled  to  deduct  portion  of 
income  taxes  paid  to  a  foreign  country  representing  taxes  on  income  from 
sources  within  United  States,  since  income  taxes  paid  by  a  foreign  corpora¬ 
tion  to  a  foreign  country  are  expressly  excepted  from  deductions  allowed 
by  sec.  234  (a)  (3).  Id. 

FRALTD.  See  Penalties,  3-7. 

GAIN  OR  LOSS. 

I.  Realization  of  Gain  or  Loss: 

(1)  Generally,  p.  1453. 

(2)  Nature  of  Transaction,  p.  1454. 

(3)  Title,  p.  1454. 

(4)  Time,  p.  1455. 

II.  Basis  for  Determining  Gain  or  Loss: 

(1)  Generally,  p.  1455. 

(2)  Determination  of  Cost,  p.  1456. 

(3)  Determination  of  Value,  p.  1456. 

(4)  Determination  of  March  1,  1913,  Value,  p.  1457. 

(5)  Depreciation,  p.  1457. 

I.  Realization  of  Gain  or  Loss. 

(1)  Generally. 

1.  Burden  of  Proof.  Whether  gain  or  loss  is  realized  upon  an  exchange  of 

property  for  other  property  involves  a  question  of  fact,  and,  when  Com¬ 
missioner  has  made  a  determination,  burden  of  proving  error  is  on  taxpayer. 
Empire  Loan  &  Trust  Co _ 

2.  Evidence.  Commissioner’s  determination  of  amount  of  gain  realized 
from  sale  of  land  subject  to  mortgage  approved  on  facts.  James  M.  Hays _ 

3.  Id.  Finding  made  as  to  amount  of  loss  sustained  by  taxpayer  from 

sale  of  interest  in  business.  E.  S.  Hass _ * _ 

4.  Id.  Profit  derived  from  exchange  of  real  estate  held  not  determin¬ 
able  for  lack  of  evidence.  Edward  C.  Haverstick _ 

5.  Id.  Cost  of  leaseholds  forfeited  in  tax  year  disallowed  as  a  deduc¬ 

tion  for  want  of  evidence  as  to  whether  they  were  acquired  before  or  after 
Mar.  1,  1913.  J.  E.  Robertson _ 

6.  Id.  Stipulation.  Loss  sustained  from  sale  of  stock  determined  upon 

stipulation.  Julius  Mathews _ 

7.  Capital  Investment)  Lessees.  Leased  chattels,  which  a  lessee  is  bound 

to  replace  with  like  property  at  expiration  of  term,  represent  no  capital 
investment  of  lessee,  and,  when  he  is  authorized  to  and  does  sell  them, 
without  replacing  them  in  the  same  year,  he  is  not  entitled  to  any  loss 
deduction  for  that  year,  since  replacement  cost  is  not  determinable  until 
replacement  is  made.  Ohio  Clover-Leaf  Dairy  Co _ 
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Page 

8.  Existence  and  Disposition  of  Asset.  Commissioner’s  denial  of  good 
will  value  on  basic  date  approved  for  lack  of  evidence  of  existence  of  good 

will  on  that  date  and  evidence  of  sale  in  tax  year.  Pilot  Knob  Ore  Co _  923 

9.  Id.  Exclusion  of  alleged  cost  of  good  will  in  computing  gain  or  loss 

from  sale  of  business  approved  for  want  of  evidence  establishing  that  tax¬ 
payer  acquired  good  will  of  any  value  from  predecessor.  C.  Davis  Home 
Bakeries  Co _  99 

10.  Items  Included  in  Property  Sold;  Debts  of  Croppers.  Debts  due  land¬ 

lord  by  tenants  for  goods  sold,  which  are  payable  after  crops  are  marketed 
and  secured  by  lien  on  tenants’  interests  in  crops,  and  transferred  to  land¬ 
lord’s  vendee,  do  not  represent  cost  of  landlord’s  interest  in  crops,  but  are 
property  subject  to  sale  which,  in  this  case,  should  be  included  in  value  of 
property  sold.  W.  D.  Parker _  1239 

(2)  Nature  of  Transaction. 

11.  Separate  Transactions.  Taxpayer,  by  a  completed  and  unqualified 
sale,  disposed  of  certain  property,  and  vendee,  by  a  similar  sale,  immediately 
transferred  the  property  to  S,  who,  being  unable  to  discharge  his  obliga¬ 
tions  under  contract  of  purchase,  quitclaimed  part  of  property  to  taxpayer. 

Held,  upon  evidence  that  subject  matter  and  consideration  involved  in 
transfer  from  S  to  taxpayer  were  not  the  same  as  that  involved  in  original 
sale,  the  reacquisition  constituted  a  purchase  by  latter  from  S  and  was  a 
separate  transaction  from,  and  not  a  rescission  of,  original  sale.  A.  W. 

Shaw _ _  7l(j 

12.  Release.  Taxpayer  gave  notes  to  individual  who  had  advanced 
funds  to  corporation  of  which  taxpayer  was  principal  stockholder  and  took 
corporation’s  notes  for  protection.  Later,  upon  adjusting  his  affairs  with 
individual,  latter  turned  over  taxpayer’s  notes  to  corporation,  which  never 
transferred  them  to  any  third  person,  but  continued  to  hold  them  until  its 
stock  was  sold  in  a  later  year.  Held ,  taxpayer  realized  no  taxable  income 
when  the  notes  were  released  by  individual  payee  to  debtor  corporation. 

A.  M.  Lawrence _  493 

13.  Id.  Only  possibility  of  gain  resulting  from  such  transaction  would 
be  increase  in  assets  of  corporation,  from  which  taxpayer,  however,  could 
not  realize  taxable  gain  until  his  stock  was  sold  or  transferred.  Id. 

14.  Sale  or  Distribution  of  Estate.  Under  a  will,  income  was  given  to 

testator’s  wife  until  youngest  child  should  reach  21,  at  which  time  princi¬ 
pal  was  to  be  divided  between  wife  and  children,  and,  in  event  of  death  of 
any  child,  his  share  was  given  to  his  heirs.  Wife  died,  before  youngest  child 
became  21,  leaving  a  will  devising  all  of  her  estate  to  children  in  equal 
shares,  subject  to  condition  that  real  estate  be  sold  and  estate  be  divided 
only  when  youngest  child  became  21.  Held,  interests  of  children  in  realty 
under  each  will  vested  at  date  of  death  of  testator  and  were  not  contingent 
upon  youngest  child  reaching  21,  and  conveyances  by  children  to  some  of 
their  number  in  tax  year,  at  an  agreed  price,  constituted  sales  rather  than  a 
distribution  of  estates  of  decedents.  Henry  J.  Faulkin _  1200 

15.  Sale:  Taxpayer  as  a  Party.  Transactions  involving  sale  of  stock  of 

taxpayer  to  another  corporation  and  transfer,  after  such  sale,  of  certain 
assets  by  taxpayer  to  such  corporation  for  a  nominal  consideration,  which 
was  never  paid,  construed,  upori  the  facts,  to  be  a  sale  of  stock  by  taxpayer’s 
stockholders  to  such  other  corporation  rather  than  a  sale  by  taxpayer  of  its 
assets.  W.  H.  Reisner  Mfg.  Co _ _ _  841 

16.  Id.  Benefit  of  Third  Persons.  A  stockholder  gave  an  option  to  pur¬ 
chase  his  stock  and  thereafter  consented  to  a  sale  of  option  in  consideration 
of  an  agreement  by  holder  to  divide  purchase  price  between  himself  and 
third  parties.  Option  was  thereupon  sold  and  purchase  price  was  divided 
pursuant  to  agreement.  Held,  stockholder  realized  no  income  from  sale  of 


option.  Estate  of  John  F.  Dodge _  201 

Anna  T.  Dodge _  223 

(3)  Title. 


17.  Bona  Fide  Sale.  Sale  of  stock  held  to  have  been  bona  fide,  upon 
evidence  showing  that  it  was  entered  into  for  purely  business  reasons, 
and  bona  fides  held  not  affected  by  options  for  repurchase  entered  into 
between  vendor  and  vendee  and  subsequent  reacquisition  by  vendor. 

Frank  &  Seder  Co _ _ _  1 
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Pago 

18.  Id.  In  tax  year  taxpayer  sold  its  interest  in  a  ship  for  less  than 

cost,  and,  in  following  year,  when  purchaser  became  unable  to  complete 
payments,  taxpayer  and  its  co-owner,  acting  through  a  corporation  organ¬ 
ized  for  purpose,  bid  the  ship  in  at  a  foreclosure  sale  for  less  than  previous 
selling  price.  Held ,  sale  was  bona  fide  and  taxpayer  was  entitled  to 
deduct  loss  sustained.  David  Berg  Industrial  Alcohol  Co _  1349 

19.  Id.  Taxpayer,  in  order  to  establish  a  loss,  instructed  his  broker 
to  sell  a  block  of  stock  and  at  same  time  to  purchase  a  corresponding 
block  in  names  of  friends.  The  friends  having  no  financial  standing, 
taxpayer  advanced  funds  to  enable  them  to  pay  broker,  and  they  in  turn 
endorsed  certificates  to  taxpayer  as  security  for  the  loan.  No  note  was 
ever  given.  After  taxpayer’s  death  in  following  year,  his  executrix  can¬ 
celed  the  charges  against  the  two  friends.  Held ,  there  was  not  a  bona 

fide  sale.  Mrs.  Niels  Esperson _  596  616 

20.  Taxpayer  or  Third  Person.  Profit  from  purchases  and  sales  of 
property  made  by  stockholder  of  taxpayer  corporation  and  shared  with 
other  stockholders  held  not  taxable  to  taxpayer  upon  finding  that  taxpayer 

was  not  a  party  to  any  of  the  transactions.  Savannah  Ship  Chandlery  Co _  958 

(4)  Time  of  Realization. 

21.  Closed  Transactions.  Where  a  taxpayer  lends  money  on  a  deed  of 
trust  and  purchases  property  at  trustee’s  sale  and  thereafter  sells  it  at  a 
profit,  profit  is  taxable  in  year  of  receipt  and  may  not  be  held  in  suspense  to 
await  outcome  of  an  action  against  taxpayer  by  borrower.  R.  A.  Rowan 


&  Co -  976 

22.  Time  of  Sale.  Loss  disallowed  for  want  of  evidence  establishing 
that  sale  was  made  within  tax  year.  Mario  Cantor e _  60 

II.  Basis  for  Determining  Gain  or  Loss. 

(1)  Generally. 


1.  Property  Acquired  Before  Mar.  1,  1913.  Loss  from  disposition  of 
rights  m  property  acquired  before  Mar.  1,  1913,  disallowed  for  lack  of 


evidence  of  1913  value.  J.  I.  R.  Henry _  279 

2.  Id.  Gain  from  sale  of  stock  acquired  before  Mar.  1,  1913,  held  not 
determinable  for  lack  of  evidence  of  1913  value.  /.  E.  Robertson _  550 


3.  Property  Acquired  After  Mar.  1 ,  1913.  Taxpayer  sold  land  under  a 
contract  providing  for  a  cash  payment  and  assumption  by  purchaser 
(a  municipality)  of  outstanding  incumbrances.  Cash  payment  was  not 
paid  to  taxpayer  but  was  applied  in  liquidation  of  incumbrances,  and 
claimed  as  a  deduction.  Original  cost  exceeded  sale  price  by  more  than 
amount  of  cash  payment  mentioned  in  contract.  Held ,  deduction  claimed 

was  allowable  as  a  loss.  Louisiana  Jockey  Club  Inc _  752 

4.  Property  Acquired  as  Dividends.  Stockholder  who  received  as  a  divi- 

dend  rights  to  subscribe  for  stock  of  another  corporation  held  entitled  to 
deduct,  as  a  loss,  difference  between  price  received  upon  subsequent  sale 
of  rights  and  value  of  rights  at  time  of  receipt.  Estate  of  Edwin  D 
Metcalf _ _ _  236 

5.  Property  Acquired  by  Exchange.  Where  an  individual  transferred 

property  to  a  corporation  for  its  entire  stock,  except  qualifying  shares,  and 
assets  at  time  of  transfer  had  a  readily  realizable  market  value  in  excess  of 
cost  or  1913  value,  held  that  excess  of  market  value  of  stock  (measured  by 
market  value  of  assets  at  time  of  transfer)  over  cost  or  1913  value  consti¬ 
tuted  taxable  income.  S.  R.  Rosenberg _  503 

6.  Id.  Where  owner  of  all  the  capital  stock  of  a  corporation,  ex:cept~two 
qualifying  shares,  exchanged  a  part  of  his  stock  for  property  and  then  ex¬ 
changed  the  property  for  a  part  of  the  assets  of  the  same  corporation,  and 
market  value  of  such  assets  exceeded  market  value  of  stock  given  for 
property,  held  the  excess  constituted  taxable  income.  Id. 

7.  Id.  Reorganization.  Taxpayer,  after  debtor  had  died  without  re¬ 

sources,  exchanged  bonds  of  an  insolvent  corporation,  which  had  been 
pledged  as  collateral  for  a  loan  made  to  debtor,  for  stock  of  a  new  corpora¬ 
tion  organized  to  take  the  place  of  the  old,  having  a  par  value  equal  to  40% 
of  par  value  of  bonds,  and  claimed  a  deduction  as  a  loss  of  difference  be¬ 
tween  original  loan  and  par  value  of  stock  received.  Held ,  no  loss  could  be 
recognized  under  sec.  202  (c)  (2),  Act  1921.  Covington  Natl.  Bank _  108 
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8.  Property  Acquired  by  Gift.  Certain  partners  received  bv  gift  (through 

a  voluntary  contribution  to  partnership,  by  one  of  its  members)  an  interest 
in  intangible  assets.  The  firm  was  dissolved  and  one  group  of  partners  pur¬ 
chased  assets  for  SI  10,000.  The  tangibles  cost  S20,000,  and  there  was 
opinion  testimony  that  intangibles  had  a  value  of  8350,000  at  date  of  con¬ 
tribution  and  a  value  of  SI 20,000  at  date  of  dissolution.  The  Board  finds 
that  intangibles  had  a  value  of  at  least  890,000  at  date  of  dissolution,  and 
no  gain  was  realized  by  selling  partners.  Maurice  B.  Saul _ 

9.  Property  Acquired  by  Inheritance.  Commissioner's  action  in  taxing 

entire  proceeds  of  sale  of  property  on  theory  that  it  had  been  acquired  by 
taxpayer  by  inheritance  and  had  no  value  at  time  of  acquisition,  approved 
for  failure  of  taxpayer  to  establish  by  evidence  her  contention  that  property 
was  acquired  by  gift  on  same  day  on  which  it  was  sold.  Mrs.  IF.  A. 
Mitchell _ 

10.  Id.  “  Acquistion,  ”  as  used  in  sec.  202  (a)  (3),  Act  1921,  relates"  to 

time  when  legatee  receives  his  legacy  in  possession,  vested  with  absolute 
dominion  and  control,  as  distinguished  from  contingent  interest  which  he 
may  have  had  at  date  of  death  of  testator.  Nellie  B.  McGee _ 

11.  Id.  The  basis  for  determining  gain  or  loss  from  sale  of  property 
acquired  by  inheritance  is  value  at  date  of  distribution  rather  than  at  date 
of  death  of  testator.  Id. 

12.  Id.  The  reasons  underlying  this  rule  are  not  disturbed,  in  the  case 
of  a  residuary  legatee  under  a  will  bequeathing  personal  property,  bv  fact 
that,  under  state  law,  title  to  personal  property  vests  in  beneficiaries  at 
death  of  testator,  subject  to  lien  of  executor  for  payment  of  debts.  Id. 

(2)  Determination  of  Cost. 

13.  Items  of  Cost;  Crops.  Exclusion  of  value  of  landlord’s  interest  in 

growing  crops  from  cost  of  property  sold,  approved.  IF.  D.  Parker _ 

14.  Liberty  Bonds.  Commissioner’s  determination  of  cost  of  Liberty 

bonds  received  in  exchange  for  real  estate  on  basis  of  fair  market  value  of 
bonds  at  time  of  exchange  approved  for  want  of  evidence  that  real  estate 
had  a  greater  fair  market  value.  Jules  Omar  Cole _ 

15.  Id.  A  showing  that  Commissioner  used  an  erroneous  basis  in  com¬ 
puting  profit  from  exchange  of  real  estate  for  the  bonds  is  not  a  showing  of 
cost  of  bonds  to  taxpayer.  Id. 

(3)  Determination  of  Value. 

16.  Bonds.  Evidence  held  insufficient  to  establish  that  bonds  for  which 

there  was  no  active  market  did  not  have  a  readily  realizable  market  value. 
Douglas  F.  Fesler _ 

17.  Deferred  Payments.  Finding  made  as  to  market  value,  at  time  of 

sale,  of  deferred  payment  of  purchase  price.  Chicago  Ry.  Equipment  Co _ 

18.  Notes.  Fair  market  value  of  purchase  money  notes  received  upon 
sale  of  property  determined  to  be  75  per  cent  of  face  value.  A.  IF.  Shaw.  _ 

19.  Real  Estate.  Value  at  date  of  inheritance  determined  upon  testi¬ 

mony  showing  original  cost,  cost  of  improvements  and  additions,  sales  of 
property  in  vicinity  less  advantageously  situated  and  testimony  of  real 
estate  broker  conversant  with  property.  Joseph  Riter _ 

20.  Id.  Value  of  real  estate  on  date  of  acquisition  for  stock  determined 

on  the  evidence,  including  evidence  as  to  rentals  received,  opinion  testi¬ 
mony,  and  testimony  of  taxpayer  as  to  price  at  which  he  held  it  for  sale. 
E.  G.  Tucker _ 

21.  Stock.  Realizable  value  of  shares  of  stock  received  in  part  payment 

for  property  sold,  determined.  Par-A-Tex  Oil  Co _ 

22.  Id.  Copies  of  balance  sheets  at  basic  date  showing  surplus,  accom¬ 

panied  by  testimony  that  certain  assets  were  omitted  therefrom,  held, 
irrespective  of  whether  such  assets  had  value  claimed  for  them,  insufficient 
to  establish  market  value  or  overcome  determination  of  Commissioner 
which  was  corroborated  by  isolated  sales  below  par  and  by  appraisal  for 
estate  tax  purposes.  Anna  S.  Richards _ _ _ 

23.  Id.  Stock  and  bonds  of  a  cooperative  association  held,  upon  con¬ 

sideration  of  uncertainty  of  the  success  of  such  associations,  and  evidence 
that  local  market  (the  only  field  for  disposal)  was  overstocked,  that  efforts 
to  sell  were  unsuccessful,  and  that  banks  would  neither  purchase  them  nor 
lend  money  upon  them,  to  have  no  readily  realizable  market  value.  Bur¬ 
ley  Tobacco  Co _ _ _ 
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(4)  Determination  of  March  1,  1913,  value. 

24.  Real  Estate.  Finding  made  as  to  March  1,  1913,  value.  G.  F. 

Heuhlein,  Inc _ 

25.  Id.  \  alue  as  of  Mar.  1,  1913,  determined  upon  appraisal  made  by 

real  estate  board,  substantiated  by  other  evidence,  there  being  no  evidence 
of  sales  of  comparable  property  at* basic  date.  Joseph  0.  Koepfli _ 

26.  Id.  Value  as  of  Mar.  1,  1913,  determined  upon  uncontradicted 

testimony  of  experts.  Keystone  National  Bank _ 

27.  Id.  Fair  market  value  as  of  Mar.  1,  1913,  of  real  estateacquiredbv 

inheritance  prior  thereto,  and  fair  market  value  of  other  real  estate  received 
in  tax  year  in  exchange  for  inherited  property  determined  on  basis  of 
opinion  testimony  and  offer  of  sale,  character  of  property  received  in 
exchange,  cost  of  operation,  and  rental  value.  Arthur  P.  Pearce _ 

28.  Id.  In  1913,  the  Land  Department  held  for  cancellation  state 

land  selections  in  which  taxpayer  claimed  an  interest  as  transferee  of 
state,  and,  during  tax  year,  after  its  action  had  been  reversed  by  courts 
and  Department  had  reinstated  selections  for  determination  on  Issue  of 
knowm  nonmineral  character  at  time  of  perfecting  selections,  taxpayer 
relinquished  his  interest  therein,  “if  any,”  for  a  substantial  consideration. 
Held ,  in  view  of  adverse  decision  in  1913,  market  value  of  taxpayer’s  inter¬ 
est  at  that  time  could  not  be  said  to  be  as  great  as  at  time  of  relinquish¬ 
ment,  and,  in  absence  of  facts  on  which  1913  value  may  be  determined, 
Commissioner’s  determination  that  interest  had  no  value  in  1913  must  be 
approved.  Buena  Vista  Land  Co _ 

29.  Id.  Mining  Claims.  Value  as  of  Mar.  1,  1913,  determined  upon 
opinion  testimony  of  witnesses  familiar  with  property  who  had  knowledge 
of  purchases  and  sales  of  comparable  property  at  basic  date.  Lee  Mantle _ 

30.  Stock.  Value  of  stock  of  Ford  Motor  Co.  as  of  Mar.  1,  1913,  deter¬ 

mined  upon  authority  of  previous  decisions.  Estate  of  John  F.  Dodae 
Anna  T.  Dodge _ 

(5)  Depreciation. 

31.  Segregation  of  Assess.  Commissioner’s  adjustment  on  account  of 

depreciation  of  assets  comprising  ice  plant  approved  for  lack  of  evidence 
upon  which  assets  making  up  1913  value  of  plant  may  be  segregated  or 
separately  valued.  Magdalen  Doerfler _ 

32.  Rates.  Depreciation  allowed,  on  assets  acquired  after  Mar.  1,  1913, 
at  rates  claimed  and  allowed  in  returns  for  prior  years.  Id. 

GIFTS.  See  Contributions;  Estate  Tax,  I,  3;  Gain  or  Loss,  II,  8. 

1.  Delivery.  Placing  of  securities  in  a  safe  deposit  box  of  a  corporation 

of  which  alleged  donors  were  the  sole  stockholders  and  evidence  that  the 
key  was  kept  in  corporation’s  office  and  was  accessible  at  all  times  to 
alleged  donors  and  donees,  held  insufficient  to  establish  constructive 
delivery  of  securities.  Richard  Tuffli _ 

2.  Loan  or  Gift.  Amounts  advanced  by  taxpayer  to  a  relative  whom  he 

knew  to  be  unable  to  make  repayment  held  not  to  be  loans  deductible  as 
bad  debts.  Ezra  H.  Jones _ 

GOOD  WILL.  See  Gain  or  Loss,  I,  8,  9;  Invested  Capital,  VIII; 

X,  4,  5;  XI,  7,  14. 

HUSBAND  AND  WIFE.  See  Losses,  III,  1;  Partners,  I,  4,  5;  II,  1, 

2;  Returns,  9,  10. 

1.  Title;  Joint  Enterprise.  Husband  and  wife  established  a  joint  ac¬ 

count  and  took  into  it  property  belonging  to  each,  which  was  managed  by 
husband  for  their  joint  benefit — he  acting  as  her  agent  with  respect  to  her 
individual  property.  Exact  proportions  contributed  by  each  was  not 
determinable  and  property  was  indistinguishably  commingled,  but  evi¬ 
dence  showed  that  at  least  a  moiety  of  assets  was  individual  property  of 
wife.  Held,  it  is  to  be  presumed  that  income  resulted  in  proportions  equal 
to  individual  ownership,  and  income  from  wife’s  moiety  was  not  taxable  to 
husband.  First  National  Bank  of  Duluth _ 

2.  Community  and  Separate  Property;  California.  A  man  and  a  woman 
purchased  real  property  in  California,  title  being  taken  in  name  of  the  man, 
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each  contributing  equal  amounts  to  the  purchase.  Later  they  were  mar¬ 
ried.  Held,  property  was  not  community  property  under  laws  of  Cali¬ 
fornia.  John  H.  Flach _ 

3.  Id.  The  fact  that  payments  made  in  reduction  of  mortgage  after 
marriage  were  made  out  of  earnings  of  husband  is  immaterial  where  such 
payments  were  small  in  amount.  Id. 

4.  Id.  Nor  is  it  material  that  property,  was  designated  as  community 
property  in  tax  returns.  Id. 

5.  Id.  Where  husband  and  wife,  residing  in  California,  entered  into  a 
partnership  agreement  to  carry  on  a  business  as  a  partnership,  and  each 
contributed  capital  and  services,  and  profits  and  losses  were  divided  equally, 
held  that  income  derived  by  wife  from  business  was  her  separate  property 
and  was  not  taxable  to  husband  as  community  property.  Charles  Brown _ 

6.  Id.  The  income  of  a  husband  and  of  a  wife,  residing  in  California, 

derived  from  separate  estates  and  individual  earnings  is  taxable  to  the 
spouse  owning  the  estate  or  earning  the  income,  irrespective  of  an  antenup¬ 
tial  agreement  to  the  effect  that  such  income  should  be  used  for  common 
benefit  of  both  and  any  surplus  invested  in  property,  the  joint  property  of 
both.  Florence  V.  Cr  nick  shank _ 

7.  Id.  A  husband  and  wife,  residing  in  California,  entered  into  a  con¬ 

tract  pursuant  to  which  wife  furnished  a  sum  of  money  from  her  separate 
estate  to  enable  husband  to  engage  in  a  business  venture  the  profits  from 
which  were  to  be  divided  equally  and  to  constitute  separate  property  of 
each.  Held,  one-half  of  profits  was  the  wife’s  separate  income  and  was  not 
taxable  to  husband.  Hewlings  Mumper _ 

8.  Id.  Mexico.  Cummunity  system  of  marital  property  in  existence 

under  Civil  Code  in  State  of  Tamaulipas  held  not  abolished  by  decree  of 
Carranza  government  in  1917  or  decree  of  governor  of  that  state  attempting 
To  give  effect  to  Carranza  decree.  Clarence  A.  Miller _ 

9.  Id.  Under  the  Civil  Code  in  force  in  that  State,  the  wife  had  a  vested 
•interest  in  community  property,  and,  under  sec.  1212,  Act  1926,  taxpayer 
and  his  wife  were  entitled  to  file  separate  returns  on  community  property 
basis.  Id. 

10.  Deductions  from  Community  Income.  A  wife  and  member  of  a  mari- 

4al  community  in  State  of  Washington,  whose  sole  duties  are  those  of 
housekeeper,  is  not  engaged  in  carrying  on  a  trade  or  business  within  sec. 
214  (a)(4),  Act  1921,  and  an  amount  paid  for  personal  injury  inflicted 
while  she  was  driving  an  automobile  for  purpose  of  purchasing  house¬ 
hold  supplies  may  not  be  deducted  from  income  of  members  of  community. 
B.  II.  Kizer _ 

IMPAIRMENT  OF  INVESTED  CAPITAL.  See  Invested  Capital, 

IX. 

IMPROVEMENTS.  See  Capital  Expenditures,  III;  Leases,  5 
INADMISSIBLE  ASSETS.  See  Invested  Capital.  II. 

INCOME.  See  Affiliations,  III;  Capital. 

For  other  items  of  income  and  deductions  in  computing  net  income,  see 
particular  titles. 

Sources  within  the  United  States.  See  Foreign  Corporations. 

1.  Liability  or  Income.  Balance  of  earnings  of  a  cooperative  business 
association  on  hand  at  end  of  year  after  pajunent  of  expenses  and  fixed 
dividends,  which,  under  by-laws,  is  distributable  among  members  on  basis 
of  value  of  business  transacted  with  association  during  year,  represents  a 
liability  for  purchase  money  due  members  on  goods  delivered  during  year 
and  is  not  taxable  income  of  association.  Farmers’  Union  Co-operative 

Assn _ I - 

Anamosa  Farmers  Creamery  Co _ _ _ 

2.  Assignment.  Beneficiary  under  a  will  was  given  right  to  receive  dur¬ 

ing  her  life  part  of  income  of  trust  and  her  right  of  alienation  was  not 
prohibited  by  will  or  state  law.  Held ,  her  right  constituted  a  vested  chose 
in  action  capable  of  present  transfer,  and  amounts  paid  to  her  assignees, 
except  those  accumulated  in  hands  of  trustees  and  accrued  to  her  prior  to 
assignment,  were  not  taxable  income  of  beneficiary.  Edith  H .  Blaney - 
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INDIVIDUALS.  See  Losses,  I,  12;  III. 

INSPECTION: 

1.  Books;  Unnecessary  Examination.  Sec.  1309,  Act  1921,  merely 

provides  for  relief  from  unnecessary  examination  of  a  taxpayer’s  books  and 
does  not  mean  that  any  deficiency  resulting  from  a  reexamination  in  viola¬ 
tion  thereof  shall  be  void.  _  Estate  of  George  E.  Barker _ 

2.  Id.  Claim  that  deficiency  was  invalid  because  of  second  examina¬ 

tion  of  books  without  written  notice  required  by  law,  denied  on  ground 
that  protection  of  statute  was  waived  by  failure  to  object.  Blair  A. 
Haun _ 

Estate  of  George  E.  Barker _ 

INSTALLMENT  SALES: 

1.  Retroactive  Provisions.  Provisions  of  sec.  705.  Act  1928  are  limited  to 

cases  in  which  an  original  return  made  prior  to  Feb.  26,  1926,  changed 
method  of  reporting  net  income  to  installment  basis,  and  do  not  applv 
where  change  is  sought  to  be  made  on  an  amended  return.  H.  A .  Dunham _ 
Marshall  Brothers  Lumber  Co _ 

2.  Sales  Made  Regularly  on  Installment  Plan;  Accounting  Method.  Fact 
that  taxpayer  who  regularly  sells  goods  on  the  installment  plan  filed  return 
on  accrual  basis  does  not  deprive  it  of  the  right  to  have  income  determined 
on  installment  basis,  provided  its  books  contain  sufficient  information  and 
are  so  kept  that  income  can  be  computed  on  such  basis.  Id. 

3.  Id.  Regular  or  Casual  Sales.  The  ratio  of  cash  sales  to  installment 

sales  is  not  controlling  in  determining  whether  a  taxpayer  is  regularly 
engaged  in  selling  on  installment  plan.  Marshall  Brothers  Lumber  Co _ 

Id.  Sales  on  cash  basis  are  only  one  element  to  be  considered  with 
other  circumstances,  such  as  frequency  with  which  installment  sales  are 
made,  the  number  of  such  sales,  and  the  general  holding  out  to  the  public. 
Id. 

5.  Id.  Taxpayer  held,  upon  evidence  respecting  number  of  sales  made 
on  installment  during  taxable  period  and  frequency  with  which  they  were 
made,  to  have  been  regularly  engaged  in  selling  personal  property  on 
installment  plan.  Id. 

6.  Id.  Computation  of  Income.  Income  from  installment  sales  held 
not  determinable  for  lack  of  evidence.  Id. 

7.  Id.  Where  taxpayer  fails  to  prove  facts  from  which  Board  can 

determine  the  true  deficiency  by  installment  sales  method,  Commissioner’s 
determination  of  deficiency  by  another  method  must  stand,  even  though 
facts  establish  right  of  taxpayer  to  return  income  from  installment  sales 
by  installment  sales  method.  H.  A.  Dunham _ 

8.  Real  and  Personal  Property;  Allocation  of  Sale  Price.  Real  and 

personal  property  were  sold  for  a  stated  consideration,  payable  in  cash 
and  deferred  payments.  The  deed  recited  only  the  total  consideration 
and  contained  provisions  giving  vendors  a  lien  on  "all  property  conveyed  and 
an  agreement  to  release  lien  on  personalty  after  a  certain  part  of  purchase 
price  had  been  paid.  Held,  the  language  of  the  deed  and  the  evidence 
did  not  support  contention  that  portion  of  gross  sales  price  representing 
consideration  for  personalty  was  payable  out  of  initial  payment  and  first 
two  installments  paid  in  tax  years  and  that  Commissioner,  therefore,  in 
computing  profit,  erred  in  classifying  sale  of  personalty  as  an  installment 
sale  and  refusing  to  deduct  value  thereof  from  payments  made  in  tax 
years.  W.  D.  Parker _ _ 

INSURANCE  COMPANIES: 

I.  Generally,  p.  1459. 

II.  Income,  p.  1460. 

III.  Deductions,  p.  1460. 

I.  Generally. 
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Self-Insurer)  Not  an  Insurance  Company.  A  corporation  organized 
according  to  its  charter  to  acquire  and  operate  coal  lands  which,  under 
state  workmen’s  compensation  law,  elected  to  be  a  self-insurer  of  its 
employees,  held  not  an  insurance  company.  Spring  Canyon  Coal  Co _  189 
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INSURANCE  COMPANIES— Continued.  Page 

II.  Income. 

Unearned  Premium  Reserve.  In  computing  premium  income  on  basis 
of  net  premiums  received  and  unearned  premiums  at  beginning  and  close 
of  year,  in  case  of  a  marine  insurance  company  whose  books  were  kept 
on  accrual  basis  and  clearly  reflected  net  income,  held ,  that  unearned 
premiums  should  be  computed  on  basis  of  amounts  shown  on  books,  rather 
than  amounts  reported  to  state  superintendent  of  insurance,  under  regula¬ 
tions  which  prohibited  taking  of  credit,  in  computing  unearned  premium 
liability,  for  premium  reserves  on  reinsurance  in  companies  not  authorized 
to  do  business  in  the  state.  United  States  Merchants  &  Shippers  Ins.  Co __  164 

III.  Deductions. 

1.  Investment  Expenses’,  Invested  Assets.  In  determining  invested 
assets  of  a  life  insurance  company  under  sec.  245  (a)  (5),  Act  1921,  real 
estate  should  be  included  at  book  value  less  outstanding  mortgages;  and 
appreciation  in  value  not  shown  on  company’s  books  but  reported  to  state 
insurance  department  as  nonledger  assets  should  be  excluded.  Standard 

Life  Ins.  Co _  13 

2.  Losses.  In  computing  losses  on  basis  of  losses  paid  and  unpaid  losses 
at  beginning  and  close  of  year,  in  case  of  a  marine  insurance  company  whose 
books  were  kept  on  accrual  basis  and  clearly  reflected  income,  held,  that 
losses  should  be  computed  on  basis  of  accounts  shown  on  books  rather 
than  amounts  reported  to  state  superintendent  of  insurance,  where  losses 
appearing  on  books  represented  losses  not  compensated  for  by  insurance  or 
otherwise  and  unpaid  loss  liability  reported  to  superintendent  represented 
not  only  losses  sustained  and  payable,  but  also  reinsurance  recoverable  by 
taxpayer  from  companies  not  authorized  to  do  business  in  the  state. 

United  Slates  Merchants  &  Shippers  Ins.  Co _  164 

3.  Payments  on  Policy  Contracts.  An  amount  representing  estimated 
probable  liability  on  policies  written,  computed  on  basis  of  claims  received, 
which  was  not  paid  during  tax  year  and  was  claimed  by  way  of  accrual  as 
a  deduction  under  sec.  234  (a)  (10),  Act  1918,  disallowed  on  ground  that 


books  were  kept  on  cash  basis.  Ocean  Accident  &  Guaranty  Co _  1057 

4.  Reserves.  Meaning  of  “reserve  funds,”  as  used  in  sec.  245  (a)  (2), 

Act  of  1921,  stated.  Old  Line  Ins.  Co _  758 

5.  Id.  The  net  addition  to  reserve  funds  during  taxable  year  is  the 

excess  of  the  amount  of  reserve  at  end  of  year  over  reserve  at  the  beginning. 
Western  Surety  Co -  647 


6.  Id.  No  deduction  can  be  allowed  as  an  addition  to  a  reserve  unless 
such  an  addition  was  in  fact  made  during  tax  year.  Id. 

7.  Id.  Legal  Reserves.  “Loss  claims”  reserve  and  “unearned  premium  ” 
reserve  maintained  by  taxpayer  pursuant  to  state  statutes  held  to  constitute 
reserves  required  by  law  within  Act  of  1918.  Id. 

8.  Id.  A  coal  mining  company,  elected  to  act  as  self-insurer  of  employ¬ 
ees  under  workmen’s  compensation  act  and  paid  into  a  compensation  insur¬ 
ance  fund  amounts  equal  to  premiums  which  it  would  have  been  required  to 
pay  if  it  had  carried  its  insurance  with  state  insurance  fund.  Held,  assum¬ 
ing  it  was  an  insurance  company  within  sec.  234  (a)  (10),  Acts  1918,  1921, 
there  was  no  authority  in  state  law'  for  setting  aside  of  amounts  paid  into 
the  fund,  and  net  addition  thereto  was  not  deductible.  Spring  Canyon 

Coal  Co _  189 

9.  Id.  Life  Insurance  Companies.  A  contingency  reserve  for  anticipated 
excessive  mortality  losses  and  possible  losses  in  reserves  invested,  main¬ 
tained  in  addition  to  a  reserve  of  net  value  of  outstanding  policies,  is  not  a 
reserve  required  by  law,  within  sec.  245  (a)  (2),  Act  1918.  Old  Line  Ins. 

Co _  758 

10.  Id.  A  stock  life  insurance  company  issues  policies  carrying  guaran¬ 
teed  premium  reduction  coupons,  which  mature  on  premium-paying  dates 
and  may  be  turned  in  for  collection  with  interest;  used  to  purchase  non¬ 
participating  paid-up  additions  to  face  of  policy,  or  in  payment  of  premium 
to  amount  of  face  value  of  coupons;  state  law  requires  company  to  maintain 
a  reserve  for  payment  of  unsurrendered  coupons  and  interest  thereon. 

Held,  that  such  reserve  is  a  part  of  reserve  funds  for  purpose  of  computing 
deduction  under  sec.  245  (a)  (2),  Acts  1921,  1924.  Standard  Life  Insurance 
Co _ _ _ 
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INSURANCE  COMP ANIES — Continued. 

11  Taxes  Taxes  deductible  under  sec.  245  (a)  (6),  Acts  1921,  1924,  are 
limited  to  those  paid  exclusively  upon  or  with  respect  to  real  estate  owned 
by  hfe  insurance  companies,  and  capital  stock  tax  imposed  on  corporations 
under  laws  of  Pennsylvania  is  not  a  tax  thus  limited.  Id. 

INTEREST: 

1.  Income.  Interest  received  on  unpaid  balances  due  on  stock  subscrip¬ 
tions  which  is  immediately  available  for  general  use  represents  taxable 
income,  notv  ithstanding  unpaid  balances  upon  which  interest  is  computed 

Dt  1in<-duded  m.  invested  capital.  N  orthwestern  Cabinet  Co _  534 

•  Id-  Interest  received  on  daily  bank  balances  by  reorganization  com¬ 
mittee  formed  by  stockholders  to  conduct  business  for  a  time  held  taxable  to 
corporation  where  committee  was  formed  for  its  benefit,  notwithstanding 

C^?cago10R  t/i a&Cpr^aCo11  WaS  n0t  a  Party  t0  reorSanization  agreement 

terms  of  partnership  agreement,  taxpayer  'loaned"  certain 
percentages  of  his  distributive  earnings  to  partnership,  for  which  he  received 
its  nonnegotiable  receipts,  and,  after  endorsement  and  delivery  of  receipts 
?h71S1Wlfe  for  va11.u?» .Partnership  paid  interest  on  loans  directly  to  her 
Re.d,  loans  were  liabilities  of  partnership  and  not  capital  contributions* 
prohibition  of  partnership  agreement  against  assignment  of  partnership 
interest  without  consent  of  copartners  was  inapplicable  to  such  loans  and 
since  copartners  had  knowledge  of  and  acquiesced  in  transfer  of  nonnegoti- 
RurnJeCeiPtS,  mterest  thereon  was  not  taxable  to  taxpayer.  Samuel 

4.  Deductions ;  Liability.  Deduction  for  interest  on  amounts  due  stock- 
ru-fU3  and  used  1Tl  business  by  corporation  denied  for  want  of  evidence  of 
Lability  on  part  of  corporation  to  pay  interest  thereon.  Southport  Mill , 

5.  Id.  A  loan  made  by  lessor  to  lessee  for  construction  of  building  on 
eased  premises <  held  under  terms  of  lease,  to  be  the  personal  obligation  of 

'\hlCh  dld  £-ot7  p?ss  J?  assignee>  and  interest  thereon  held  deduct¬ 
ible  by  lessee.  Malcolm  McNaughton _ 

INVENTORIES. 

I.  Generally,  p.  1461. 

II.  Valuation: 

(1)  Generally,  p.  1461. 

TTT  ^  W  Cost  or  Cost  or  Market,  p.  1462. 

III.  Purchases,  p.  1462. 

I.  Generally. 

.  {*e™s.0/  I™).e^oryi  Supplies.  ^  Bags  used  in  making  shipment  of  prod- 

ucts,  at  prices  higher  than  those  charged  when  sales  were  made  in  bulk 

SWVE®.  SOid  outri?.ht  t0  others  only  when  there  was  an  oversupply 
on  hand,  held  to  be  supplies  acquired  for  sale  or  use  in  productive  proc- 

.  a*  _  ™st_  y_market-  _wW_che_ver 

2.  Id.  Refusal  of  Commissioner  to  include  coal  in  inventory  at  cost  or 
market,  whichever  is  lower,  approved  for  lack  of  evidence  of  use  in 
business  or  purpose  of  acquisition.  Id. 

^  3k/d'  Unsalable  Goods.  Right  to  reduce  closing  inventory  by  cost  of 
lumber  which  was  found  during  tax  year  to  be  unsalable,  denied  where 
evidence  as  to  quantity  of  salable  lumber  on  hand  at  end  of  year  and 
average  unit  cost  disclosed  that  total  cost  of  salable  lumber ‘on  hand 
exceeded  taxpayer  s  closing  inventory  (accepted  by  Commissioner)  there¬ 
by  indicating  that  unsalable  lumber  was  not  included  in  closing  inven¬ 
tory.  Hutchins  Lumber  Co _  _  & 

II.  Valuation. 

(1)  Generally. 

1.  Books  and  Returns;  Variance.  Taxpayer  was  on  calendar  year  basis 
and  inventories  taken  covered  goods  actually  on  hand  at  Jan.  31  of  each 
year,  inventories  reported  in  returns  differed  from  actual  inventories 
enown  on  books,  and  no  attempt  was  made  to  reconcile  differences.  Held , 
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INVENTORIES— Continued. 

on  the  facts,  that  extent,  if  any,  to  which  cost  of  goods  sold  was  erroneously 
reported,  can  not  be  determined.  Gaylord  Mercantile  Co _ 

2.  Market  Value.  A  witness  may  not  testify  as  to  value  of  goods  in 

inventory  when  he  has  no  personal  knowledge  of  value  but  onty  such 
information  as  he  has  gained  from  trade  journals  which  are  not  introduced 
in  evidence.  W .  V/.  Guy _ 

3.  Estimated  Losses.  Reduction  of  inventory  of  lumber  on  account  of 
losses  sustained  through  exposure  to  weather  held  not  to  constitute  an 
arbitrary  reduction  by  a  fixed  percentage  to  cover  any  and  all  losses,  where 
physical  inventory  was  carefully  taken  each  year  and  amount  of  loss 
represented  the  best  estimate  which  could  be  obtained.  May  Lumber  Co. 

4.  Id.  Fact  that  estimate  was  stated  in  terms  of  percentage  does  not 
detract  from  uniformity  or  consistency  of  method  used.  Id. 

(2)  Cost,  or  Cost  or  Market. 

5.  Cost;  Evidence.  Parts  of  accounting  records  introduced  in  evidence 

held  insufficient  to  enable  Board  to  revise  books  in  order  more  accurately 
to  compute  cost  of  various  grades  of  lumber  purchased  on  “log-run” 
basis.  C.  H.  Swift  &  Sons,  Inc - 

6.  Market  Value.  Finding  made  as  to  market  value,  in  an  amount 

lower  than  cost,  upon  testimony  of  taxpayer’s  president  as  to  market  value 
personally  determined  by  him  after  obtaining  opinion  of  market  value 
from  officials  of  leading  firms.  A.  Daigger  &  Co - 

7.  Id.  Where  a  perpetual  inventory  is  kept  at  cost  and  adjusted  at 

end  of  each  year  to  cost  or  market,  whichever  is  lower,  depreciated  or 
obsolete  merchandise  may  be  included  in  adjustment  to  actual  value,  as 
determined  by  officials  of  taxpayer  experienced  in  the  business  and  familiar 
with  the  merchandise  and  its  value.  Justus  &  Parker - 

III.  Purchases.  See  Expenses.  I,  5. 

1.  Within  Tax  Year.  Evidence  held  insufficient  to  establish  right  to 

inclusion  in  purchases  for  tax  year  of  goods  not  included  in  purchases 
account  until  after  close  of  tax  year,  the  invoices  for  which  were  dated  dur¬ 
ing  tax  year.  O.  S.  Stapley  Co - 

2.  Purchase  or  Expense.  Under  a  contract  giving  taxpayer  exclusive 

right  to  purchase  and  sell  goods  in  certain  territory,  taxpayer  was  required 
to  and  did  pay  during  tax  year  a  fixed  sum  which  was  to  be  credited  against 
purchases  made  during  12-month  period  following  payment,  subject  to 
condition  that,  if  payment  should  exceed  purchases,  no  refund  would  be 
made.  Held,  the  payment  was  a  credit  which  could  be  utilized  in  pur¬ 
chase  of  assets  and  was  not  deductible  as  an  expense.  Automatic  Fire 
Alarm  Co _ _ : - 

3.  Purchase  or  Income.  Balance  of  earnings  of  a  cooperative  business 
association  on  hand  at  end  of  year  after  payment  of  expenses  and  fixed 
dividends,  which,  under  by-laws,  is  distributable  among  members  on  basis 
of  value  of  business  transacted  with  association  during  year,  represents  a 
liability  for  purchase  money  due  members  on  goods  delivered  during  year 
and  is  not  taxable  income  of  association.  Farmers  Union  Co-operative 

Assn _ 

Anamosa  Farmers  Creamery  Co - 

4.  Cash  Discount.  Taxpayer  consistently  valued  inventories,  except 

those  for  tax  years,  on  basis  of  cost  or  market,  whichever  was  lower,  with¬ 
out  regard  to  cash  discounts.  For  tax  years  it  deducted  a  percentage  of 
total  amount  of  closing  inventory  representing  average  cash  discount  on 
goods  contained  therein,  and,  relying  on  art.  1583  (1),  Reg.  45,  claimed 
that,  since  cash  discount  exceeded  a  fair  interest  rate,  it  partook  of  the 
nature  of  a  trade  discount  and  was  deductible  from  invoice  price,  and 
was  not  within  optional  provisions  of  art.  1583.  Held,  that  claim  must 
be  denied  for  want  of  evidence  that  cash  discount  exceeded  a  fair  interest 
rate.  War  field- Pratt-Hoivell  Co - - - 

5.  Id.  Option  of  taxpayer,  under  art.  1583,  to  deduct  cash  discounts 
in  computing  inventories  at  cost,  is  not  one  which  may  be  exercised  in  every 
taxable  year,  and,  when  once  exercised,  particular  method  adopted  must 
be  followed  consistently  until  permission  is  given  to  change  method  or  a 
change  is  necessary  to  reflect  income.  Id. 
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6.  Id.  Any  other  course  would  result  in  distortion  of  income  for  year  in 
which  change  was  made,  and  such  would  be  the  result  if  the  taxpayer,  in 
this  case,  whose  opening  inventory  was  valued  on  basis  of  cost  or  market, 
whichever  is  lower,  without  regard  to  cash  discounts,  were  permitted  to 
value  closing  inventory  on  basis  of  cost  or  market,  whichever  is  lower, 
less  cash  discounts.  Id. 

INVESTED  CAPITAL. 

I.  Generally,  p.  1463. 

II.  Admissible  and  Inadmissible  Assets,  p.  1463. 

III.  Capital  Expenditures,  p.  1464. 

IV.  Consolidated  Invested  Capital,  p.  1464. 

V.  Depreciation,  p.  1464. 

VI.  Property  Paid  in  for  Stock;  Generally,  p.  1464. 

VII.  Property  Paid  in  for  Stock;  Tangibles,  p.  1464. 

VIII.  Property  Paid  in  for  Stock;  Intangibles,  p.  1465. 

IX.  Reduction  or  Impairment,  p.  1466. 

X.  Reorganizations,  p.  1466. 

XI.  Special  Assessment,  p.  1467. 

XII.  Surplus  and  Undivided  Profits: 

(1)  Generally,  p.  1469. 

(2)  Earned  Surplus,  p.  1469. 

(3)  Paid-in  Surplus,  p.  1470. 


See  Capital;  Capital  Expenditures;  Excess  Profits  Tax. 
I.  Generally. 
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1.  Inconsistency.  An  inconsistency  on  part  of  Commissioner  in  omitting 

an  item  of  invested  capital  in  a  prior  year  and  including  it  in  tax  year  does 
not,  in  absence  of  evidence  as  to  the  facts  in  respect  thereof,  require  its 
inclusion  for  prior  year.  Woodside  Cotton  Mills  Co _ 

2.  Net  Income;  Relationship.  There  is  no  such  relation  between  taxable 

net  income  and  statutory  invested  capital  that  the  disallowance  of  an 
expense  deduction  in  computing  net  income  carries  with  it  the  necessity  of 
including  the  amount  in  invested  capital.  George  La  Monte  &  Son _ 

3.  Computation.  Taxpayer  by  warranty  deed  prior  to  tax  year  conveyed 

title  to  a  building,  constituting  its  sole  asset,  for  a  consideration  of  less  than 
cost  and  on  same  day  executed  a  ground  lease  for  130  years  for  the  land  at  a 
stipulated  annual  rental.  Commissioner  determined  that  transaction  was 
a  sale  of  a  capital  asset  and  reduced  invested  capital  by  the  difference 
between  cost  of  building  and  cash  consideration  received,  and,  ruling  that 
invested  capital  could  not  then  be  determined,  computed  it  under  the  pro¬ 
visions  of  sec.  210,  Act  1917.  Held,  transaction  did  not  amount  to  a 
final  disposition,  prior  to  tax  year,  of  a  capital  asset,  but  was  merely  a 
surrender  of  use  and  occupancy  for  130  years;  invested  capital  is  suscepti¬ 
ble  of  determination  and  amount  should  be  restored  to  the  computation. 
Minneapolis  Syndicate _ 

4.  Id.  Distribution  of  cash  bonus  paid  for  the  lease  among  taxpayer’s 
stockholders  was  a  distribution  of  income  and  not  liquidation  of  capital. 
Id. 

II.  Admissible  and  Inadmissible  Assets. 


266 

365 


1303 


1.  Right  to  Subscribe  for  Stock.  Taxpayer,  as  owner  of  capital  stock  of 
another  corporation,  had  the  right  to  subscribe  for  additional  shares  to  be 
paid  for  in  four  installments,  the  corporation  agreeing  to  pay  interest  on 
installments  and  subscribers  being  entitled  to  pay  installments  in  advance 
of  regular  installment  dates  and  to  receive  an  adjustment  of  interest  thereon. 

Held,  subscription  was  an  asset  only  to  extent  to  which  payments  had  been 
made  and  not  to  full  amount  of  subscription,  and,  since  interest  was  received 
on  payments  and  included  in  net  income,  amount  paid  on  subscription 
constitutes  an  admissible  asset.  Automatic  Fire  Alarm  Co.  of  Neiv  York.~  1195 

2.  Sale  During  Year.  Cost  of  stock  sold  during  taxable  year  eliminated 

as  of  date  of  sale  from  computation  of  average  deduction  for  inadmissibles, 
upon  finding  that  sale  was  a  bona  fide  one.  Frank  &  Seder  Co _ 
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III.  Capital  Expenditures. 

1.  Secret  Formula.  Prior  to  tax  year  taxpayer  paid  cash,  ostensibly  for 
a  patent,  but  in  reality  for  a  secret  formula  which  made  the  patent  valuable 
Patent  expired  prior  to  tax  year,  but  formula  still  existed  and  was  in  use. 

Held ,  taxpayer  is  entitled  to  include  in  invested  capital  the  cost  of  the 
formula  including  salary  paid  to  owner  of  patent  during  time  he  was  show¬ 
ing  taxpayer’s  chemist  how  to  build  machinery  necessary  to  the  use  of  the 
formula.  Chicago  Starch  Co _  1364 

2.  Reclamation  Expense.  Unamortized  cost  of  constructing  ditches  and 

drains  included  in  invested  capital  upon  evidence  establishing  that  primary 
purpose  was  to  reclaim  lowlands  for  cultivation.  Kekaha  Sugar  Co _ 1  690 

IV.  Consolidated  Invested  Capital. 

Exchange  of  Stock  for  Stock.  A  corporation  was  organized  during  tax 
year  to  take  over  the  business  of  another  corporation,  the  stock  of  new 
corporation  to  be  issued  to  stockholders  of  old  in  exchange  for  their  stock 
in  latter,  share  for  share,  and  the  two  corporations  filed  a  consolidated 
return  for  entire  3*ear.  Although  all  the  stockholders  agreed  in  writing 
to  exchange  their  stock  they  did  not  do  so  until  after  tax  year.  Held,  the 
right  to  receive  the  stock  of  the  old  corporation  from  its  stockholders  does 
not  constitute  an  asset  that  may  be  included  in  invested  capital  of  the 
consolidated  group.  Automatic  Fire  Alarm  Co.  of  New  York _  1195 

V.  Depreciation. 


1.  Prior  Years.  Claim  that  book  values  were  proper  and  depreciation 

taken  in  prior  years  was  adequate  denied,  where  average  depreciation 
charged  off  was  slightly  more  than  one  per  cent,  there  was  no  evidence 
from  which  to  determine  whether  items  charged  to  expense  should  have 
been  capitalized,  and  amounts  of  such  items  were  not  established.  Frost 
Mfg.  Co - 

2.  Id.  An  appraisal  showing  values  approximating  those  shown  on 
books  held  insufficient  to  establish  that  book  values  were  proper,  where  it 
was  based  on  cost  of  reproduction  as  of  date  of  appraisal.  Id. 

VI.  Property  Paid  in  for  Stock;  Generally. 

1.  Payment  for  Stock.  A  corporation  which  issues  its  entire  capital 

stock  for  shares  of  stock  of  another  corporation  does  not  thereby  acquire 
the  assets  of  such  corporation.  Golding  Sons’  Co _ 

2.  Id.  V  here  a  sublease  is  acquired  for  stock  and  a  new  sublease  is 

thereafter  substituted  but  there  is  no  evidence  that  it  was  acquired  for 
stock,  there  is  no  basis  for  computing  invested  capital  on  value  of  the 
substituted  sublease.  Kekaha  Sugar  Co _ 

3.  Stock  Subscriptions.  Employees  of  taxpayer  entered  into  contracts  to 

purchase  stock,  providing  for  payment  of  10%  of  purchase  price  upon 
signing  agreement  and  balance  in  5  years.  Purchasers  were  to  pay  interest 
on  unpaid  balances  and  to  be  credited  with  dividends  declared,  and  stock 
was  to  remain  in  possession  of  corporation  until  fully  paid  for.  Held, 
unpaid  balances  may  not  be  included  in  invested  capital.  Northwestern 
Cabinet  Co _ 

4.  Evidence.  Claim  of  invested  capital  on  account  of  property  alleged 

to  have  been  acquired  for  stock  denied  for  lack  of  evidence.  Kent  Paper 
Co _ _ ... 

5.  Exchange;  Stock  for  Bonds.  In  tax  year  taxpayer  exchanged  its  stock 

for  its  own  debenture  bonds  which  had  been  issued  in  a  prior  year  at  a  dis¬ 
count.  Held,  all  that  was  paid  in  for  the  stock  in  tax  year  was  the  amount 
originally  paid  in  for  the  bonds  and  no  part  of  discount  unamortized  at 
beginning  of  tax  year  may  be  included  in  invested  capital.  Chicago,  Rock 
Island  cfc  Pacific  Ry.  Co _ 

VII.  Property  Paid  in  for  Stock;  Tangibles. 

1.  T  alue  Exceeding  Par  Value  of  Stock.  Value  of  real  estate,  in  an 
amount  exceeding  par  value  of  stock  issued  therefor,  determined  upon 
findings  respecting  location  and  suitability  for  subdivision,  cost  to  previous 
owners,  and  extent  to  which  value  had  enhanced  at  time  of  acquisition 
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by  taxpayer  through  increase  in  population  and  construction  of  transpor¬ 
tation  facilities,  and  evidence  establishing  that  capitalization  of  taxpayer 
was  not  intended  as  an  indication  of  value  of  property.  Kanawha  City  Co _ 

2.  Coal  Lands.  Value  of  undeveloped  coal  lands  without  railroad 

facilities  determined  upon  evidence  that  construction  of  such  facilities  was 
assured  at  basic  date  and  made  tract  valuable,  testimony  of  experts  as  to 
existence  and  quantity  of  coal  and  value  per  ton  with  railroad  assured, 
evidence  as  to  advantageous  location  of  lands,  and  evidence  of  amount  bor¬ 
rowed  through  mortgaging  them.  East  Lynn  Coal  Co _ 

3.  Evidences  of  Indebtedness.  Contracts,  executed  by  reputable  and 

financially  responsible  persons,  to  purchase  stock,  which  provided  that 
stock  be  issued  and  held  by  corporation  as  security  until  purchase  price 
was  paid  in  full,  held  to  be  executed  contracts  and  evidences  of  indebted¬ 
ness  within  sec.  325  (a),  Act  1918,  and  not  mere  promises  to  buy,  and 
included  in  invested  capital  at  face  value  upon  evidence  of  marketability  at 
that  value.  Fidelity  Trust  Co _ 

4.  Leases.  Evidence  held  insufficient  to  establish  that  subleases  acquired 

for  stock  had  any  cash  value.  Kekaha  Sugar  Co _ 

5.  Id.  Fact  that  a  lease  acquired  for  stock  had  been  acquired  by  tax¬ 

payer’s  transferor  without  cost  does  not  in  itself  establish  that  it  had  no 
value  when  transferred  to  taxpayer,  and  expenditure  of  money,  personal 
efforts,  and  use  of  credit  in  furtherance  of  enterprise  by  transferor  prior  to 
acquisition  by  taxpayer  may  in  themselves  contribute  largely  to  real  value 
of  lease.  Hotel  Patten  Co _ 

6.  Id.  Value  of  various  leases  on  hotel  property  paid  in  for  stock 
determined  upon  expert  testimony  and  other  evidence.  Id. 

7.  Id.  Evidence  that  taxpayer,  a  manufacturer  of  ice  cream,  saved 

approximately  $2.00  on  every  ton  of  ice  used  by  leasing  for  its  business  a 
portion  of  the  space  of  a  cold  storage  and  ice  plant,  held,  insufficient  to 
establish  that  lease  had  any  bonus  value  at  the  time  of  acquisition  for 
invested  capital  purposes.  Polar  Ice  Cream  &  Supply  Co _ 

8.  Id.  Value  of  99-year  leases  of  land  acquired  for  stock  prior  to 

March  1,  1913,  determined  to  be  the  cost  of  buildings  erected  thereon 
shortly  before  transfer  to  taxpayer,  plus  March  1,  1913,  value  of  leasing 
agreements,  determined  on  basis  of  opinions  of  qualified  witnesses.  Con * 
solidated  Investment  Co _ 

VIII.  Property  paid  in  for  Stock;  Intangibles. 

1.  Good  Will.  Commissioner’s  action  in  excluding  claimed  value  of 

good  will  from  invested  capital  approved  for  lack  of  evidence  of  error. 
Golding  Sons’  Co _ 

2.  Id.  Exclusion  from  invested  capital  of  claimed  value  of  good  will 
acquired  with  other  assets  for  cash  and  stock  approved,  where  books  of 
predecessor  were  accessible  but  were  not  produced  and  there  was  no 
evidence  of  earnings  in  years  preceding  acquisition.  L.  J .  Christopher  Co.  _ 

3.  Id.  Evidence  that  business  had  a  valuable  good  will  at  time  of 
acquisition  by  taxpayer’s  predecessor,  several  years  before  transfer  to  tax¬ 
payer,  is  not  evidence  of  fact  that  predecessor  possessed  valuable  good  will 
at  time  of  transfer  to  taxpayer.  Id. 

4.  Id.  Claimed  value  of  good  will  denied  where  there  was  no  satisfac¬ 

tory  evidence  of  production  and  earnings  and  evidence  indicated  that 
whatever  value  there  was  in  excess  of  consideration  paid  was  attributable 
to  leaseholds  rather  than  good  will.  May  Lumber  Co _ 

5.  Id.  The  mere  fact  that  a  business  of  the  same  kind  has  been  operated 
in  the  same  locality  for  a  long  time  is  not  conclusive  of  existence  of  good 
will.  Id. 

6.  Id.  Good  will,  represented  by  lists  of  customers  of  coal  dealers  and 

annual  tonnage  required  by  them,  acquired  for  stock  together  with  con¬ 
tracts  of  transferors  not  to  engage  in  coal  business  for  a  fixed  period,  held, 
upon  testimony  that  it  was  customarily  bought  and  sold  at  a  certain  rate 
per  ton  on  tonnage  represented  by  customers’  requirements,  susceptible  of 
valuation  and  to  have  a  recognizable  market  value.  Stephens  Fuel  Co _ 

7.  Id.  Such  good  will  and  tangible  assets  each  having  been  acquired  for 
a  certain  number  of  shares  of  stock,  value  of  the  good  will  is  determined  by 
considering,  together  with  other  evidence,  market  value  reflected  by 
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applying  ratio  between  value  of  tangibles  (as  determined  by  arties)  and 
amount  of  stock  issued  for  them,  to  amount  of  stock  issued  fo.  intangibles. 


8.  Id  \  alue  of  good  will  paid  in  for  stock  determined  upon  evidence 
establishing  average  yearly  earnings  for  period  of  several  years  prior 
to  acquisition  of  business  in  excess  of  earnings  found  by  Commissioner 
House  &  Herrmann _ 

IX.  Reduction  or  Impairment. 


1.  Dividends .  Advances  made  over  a  period  of  years  to  certain  pre¬ 

ferred  stockholders  by  a  corporation  whose  losses  for  such  years  exceeded 
its  profits  were  properly  excluded  from  invested  capital  of  tax  year,  where 
evidence  indicates  that  such  payments  were  made  out  of  capital  originallv 
paid  in  for  stock  and  there  was  no  obligation  on  the  part  of  stockholders 
to  make  repayment.  Trinchera  Timber  Co _ 

2.  Id.  Before  payment  of  dividends  during  tax  vear,  current  earnings 

were  more  than  adequate  to  compensate  for  an  operating  deficit  in  exist¬ 
ence  at  beginning  of  year.  Commissioner,  in  computing  invested  capital 
did  not  give  effect  to  operating  deficit,  and,  when  dividends  were  declared’ 
there  were  sufficient  earnings  to  pay  them,  as  well  as  accrued  taxes.  Held 
invested  capital  computed  by  Commissioner  as  of  beginning  of  year  should 
not  be  further  reduced  by  reason  of  the  payment  of  dividends:  Paauhau 
sugar  Plantation  Co _ 

3.  Id.  Operating  Deficit.  Commissioner’s  determination"  of"  amount 

by  which  invested  capital  should  be  reduced  on  account  of  a  dividend  paid 
within  the  first  60  days  of  tax  year,  where  earnings  prorated  as  of  date  of 
payment  were  insufficient  to  offset  operating  deficit  in  existence  at  begin¬ 
ning  of  year,  approved.  Trinchera  Timber  Co _ 

4.  Retirement  of  Stock.  Taxpayer  within  the  first  6~0~  "days  of  "tax"  year 

retired  ceitain  capital  stock  above  par.  Held,  under  the  provisions  of 
sec.  201  (e),  Act  1918,  invested  capital  should  be  reduced  by  the  full 
amount  paid  for  the  stock.  J.  G.  Curtis  Leather  Co _ I__ 

5.  Taxes;  Prior  Years.  Reduction  of  invested  capital  for  192l~by  addi¬ 

tional  tax  for  1919  and  pro  rata  portion  of  tax  for  1920,  held  proper 
Kanawha  City  Co _ 


6.  Id.  Under  sec.  1207,  Act  1926,  reduction  of  invested  "capital  "by 

pro  rata  amount  of  income  and  profits  taxes  for  preceding  year  made  in 
accordance  with  regulations  in  force  during  tax  year  held  proper.  Kanawha 
City  Co _ 

Mollohan  Mfg.  Co _ 

7.  Id.  Tentative  Tax.  Invested  capital  may  not  be  reduced,  in'deter- 
mining  extent  to  which  dividends  are  paid  from  current  earnings  of  year, 
b\  a  tentative  tax  theoretically  set  aside  out  of  such  earnings  prorated 

for  such  year.  Wisconsin  Bridge  and  Iron  Co _ 

Woodside  Cotton  Mills  Co _ 

X.  Reorganizations. 
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1.  Retention  of  oO %  Interest.  Sec.  331  is  not  confined  in  its  operation 
to  property  acquired  for  stock,  or  even  to  property  acquired  by  a  cor¬ 
poration  upon  organization,  but  covers  any  change  of  ownership  of  prop¬ 
erty  after  March  3,  1917,  where  an  interest  or  control  in  such  property 

of  50%  or  more  remains  in  the  same  persons.  Conrad  ct*  Co _ *_  1332 

2.  Id.  Hence,  whenever  a  corporation  purchases  assets  from  its  major¬ 
ity  stockholders,  such  assets  go  into  invested  capital  at  not  more  than  their 
cost  to  such  stockholders,  regardless  of  amount  at  which  consideration 
paid  might  have  gone  into  invested  capital.  Id. 

3.  Cost  to  Predecessor  Owner.  In  a  case  admittedly  governed  by  sec.  331, 

Act  191 S,  it  was  claimed  that  an  exclusive  privilege  to  present  theatrical 
productions  was  granted  by  producers  to  an  individual  as  a  bonus  for 
latter’s  past  services  in  behalf  of  producers,  and  that  the  value  of  the 
services,  represented  the  cost  to  individual  of  the  exclusive  right  trans¬ 
ferred  to  taxpayer  for  stock;  there  was  no  evidence  as  to  nature  of  services 
performed,  or  their  value,  and  some  testimony  was  introduced  indicating 
that  the  privilege  was  granted  for  other  reasons.  Held ,  taxpayer’s  claim 
that  right  should  be  included  in  invested  capital  at  cost  to  predecessor 
owner  is  denied.  Detroit  Opera  House,  Inc _ 
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,q  v 

4.  Id.  "Where  i,7porporation  acquired  the  tangible  assets  of  a  partner- 
Mp  for  its  entire  capital  stock  and  its  good  will  for  a  consideration  con- 

sx  ing  of  payment  of  the  partnership’s  liabilities,  held  Commissioner  cor¬ 
rectly  adjusted  invested  capital  by  excluding  any  value  for  the  good  will 
where  he  determined  that  it  had  cost  the  partnership  nothing.  Conrad  & 
Co _ 

5.  Id.  Claim  that  the  partnership’s  good  will  had  a  value  at  least 
equivalent  to  the  amount  of  liabilities  assumed  and  paid  by  taxpayer  held 
not  established  by  evidence  that  liabilities  assumed  were  in  payment  of 
expenditures  for  advertising  made  over  a  period  of  years  prior  to  Mar.  1, 
1913,  where  there  was  no  segregation  on  the  partnership’s  books  between 
expenditures  to  stimulate  current  sales  and  those  to  build  up  future  good 
will.  Id. 

XI.  Special  Assessment. 

1.  Right  to  Relief.  Granting  of  special  assessment  in  one  year  does  not 

of  itself  warrant  special  assessment  in  a  succeeding  year.  Standard  Rice 
Co _ 

2.  Id.  Where  taxpayer’s  liability  was  computed  under  sec.  302,  Act 

1918,  and  as  so  computed  taxpayer  in  effect  had  received  a  benefit  equal  to 
that  which  it  would  have  gotten,  without  applying  that  section,  with  an 
invested  capital  substantially  in  excess  of  the  amount  on  its  books,  held, 
taxpayer  has  obtained  all  the  benefits  to  which  it  is  legally  entitled  and 
claim  for  special  assessment  is  denied.  Ferdinand  Buedingen  Co _ 

3.  Evidence.  Relief  denied  for  insufficiency  of  evidence.  Elmwood 

Castings  Co _ 

L.  J.  Christopher  Co _ 

Parkersburg  Chair  Co _ 1 _ * _ 

4.  Abnormal  Capital.  Fact  that  operator  of  sugar  plantation  was  re¬ 

quired  to  use  but  a  small  amount  of  working  capital,  by  reason  of  fact  that 
its  selling  agent  was  obligated  to  finance  its  operations  pending  sale  of  crop, 
held  not  to  establish  abnormality,  since  agent  presumably  was  compen¬ 
sated  by  commissions  which  in  turn  served  to  reduce  taxpayer’s  income. 
Kekaha  Sugar  Co _ 

5.  Id.  Claim  that  an  abnormality  existed  because  business  of  taxpayer 
was  conducted  largely  upon  leased  lands,  thereby  eliminating  necessity  for 
a  capital  investment,  den  ed,  since  taxpayer,  unlike  owner  of  fee,  was  en¬ 
titled  to  deduction  for  ren-tal  paid,  and  for  amortization  of  leasehold.  Id. 

6.  Determination  of  Inv  ested  Capital.  A  taxpayer  should  be  held  to  a 

reasonable  diligence  in  determining  his  invested  capital,  and  it  is  only  after 
a  showing  of  reasonable  diligence  and  the  resulting  inability  then  to  estab¬ 
lish  his  invested  capital  that  he  is  entitled  to  relief.  Cramer  &  King _ 

7.  Id.  Evidence  offered  to  show  receipt  of  valuable  good  will  at  incor¬ 

poration  held  insufficient  to  establish  claim  for  relief  on  ground  that  in¬ 
vested  capital  could  not  be  determined.  Iron  City  Electric  Co _ 

8.  Id.  Fact  that  cost  of  installation  was  not  included  in  machinery 

account  does  not  justify  relief,  where  there  is  no  showing  that  cost,  or 
approximate  amount  thereof,  could  not  have  been  ascertained  and  it  is 
not  shown  whether  or  not  Commissioner  considered  taxpayer’s  failure  to 
capitalize  installation  costs.  Cramer  &  King _ 

9.  Id.  Development  Expense.  Relief  granted  where  taxpayer  had  ex¬ 

pended  large  suihs  in  development  of  secret  processes  and  formulae  which 
had  been  charged  to  expense,  amount  of  which  could  not  be  determined. 
J.  G.  Curtis  Leather  Co _ 

10.  Exclusion  of  Assets.  While  the  exclusion  from  invested  capital  of 

particular  assets  does  not  in  itself  create  an  abnormality,  relief  will  be 
granted  where  a  large  percentage  of  value  of  assets  acquired  for  stock  is 
excluded.  Detroit  Opera  House,  Inc _ 

11.  Id.  Mere  fact  that  taxpayer  possesses  assets  which  may  not  be 

included  in  invested  capital  under  the  revenue  acts  does  not  constitute  an 
abnormality,  entitling  it  to  special  assessment.  Beckmann  Bakers ’  & 
Confectioners’  Supply  Co _ 1 _ 

12.  Id.  Claim  for  relief  on  ground  of  abnormality  due  to  fact  that  tax¬ 

payer  had  a  secret  formula  which  did  not  appear  on  its  books  denied  for 
want  of  evidence  as  to  cost  or  value  of  formula  or  extent  to  which  it  was  an 
income-producing  factor.  Cramer  &  King _ 
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13.  Id.  Claim  for  relief  on  ground  that  portion  of  intangibles,  amount¬ 
ing  to  as  much  as  one-half  of  total  claimed  value  of  tangibles  and  intangi¬ 
bles  paid  in  for  stock,  was  excluded  by  reason  of  statutory  limitation  on 
intangibles,  rejected  for  lack  of  evidence  of  cash  value  of  intangibles  at 

time  paid  in  for  stock.  Western  Valve  Bag  Co _  749 

14.  Id.  Advertising .  Relief  granted  where  through  the  operation  of  sec. 

331  taxpayer  is  denied  any  allowance  in  invested  capital  on  account  of 
good  will  acquired  from  a  partnership,  due  to  the  fact  that  the  intangible 
asset  represented  the  result  of  large  expenditures  made  in  prior  years  for 
advertising  and  no  segregation  had  been  made  between  expenditures  to 


stimulate  current  sales  and  those  to  build  up  the  good  will.  Conrad  &  Co _  _  1332 

15.  Borrowed  Capital.  Fact  that  amount  equal  to  67%  of  average  par 

value  of  capital  stock  outstanding  and  27.3%  of  average  invested  capital  for 
year  was  borrowed  on  notes  and  mortgage  held  insufficient  to  establish 
abnormality  of  capital.  Iron  City  Electric  Co _  286 

16.  Id.  Relief  denied  where  a  substantial  amount  was  borrowed  during 
year,  mostly  on  short-term  notes,  but  it  was  not  shown  whether  borrowings 

were  abnormally  large  in  the  particular  business.  Standard  Rice  Co _  338 

17.  Id.  Claim  that  an  abnormality  existed  because  of  the  fact  that 

taxpayer  used  tangible  assets  in  its  business  which  were  borrowed  denied 
for  lack  of  evidence  as  to  normal  condition  in  particular  business.  Beck¬ 
mann  Bakers'  &  Confectioners'  Supply  Co _  860 

18.  Id.  Fact  that  taxpayer’s  average  borrowed  capital  was  in  excess  of 

its  invested  capital  and  that  the  percentage  of  profit  in  tax  year  was  high  is 
insufficient  to  entitle  it  to  special  assessment.  Ferdinand  Buedingen  Co __  1065 


19.  Comparatives.  Taxpayer,  a  manufacturer  of  malleable  iron  castings, 
urged  as  comparatives  corporations  manufacturing  steel  and  gray  iron 

•  castings.  Held,  such  corporations  were  not  proper  comparatives,  since 
markets  for  their  products  and  elements  going  into  costs  and  profits  were 
different,  and,  their  taxes  having  been  computed  under  relief  sections, 
there  was  no  evidence  as  to  what  taxes  they  would  have  paid  under  normal 
provisions  of  statute.  Jewell  Steel  <&  Malleable  Co -  397 

20.  Id.  A  corporation  engaged  in  same  business  as  taxpayer  in  same 
city,  which  was  granted  special  assessment,  held  not  a  proper  comparative 
in  absence  of  evidence  respecting  its  invested  capital,  gross  income,  and 
deductions,  and  evidence  of  basis  on  which  it  was  granted  special  assess¬ 
ment.  Id. 

21.  Id.  Subpoenas;  Unnecessary  Data.  Where  Board  has  held  that 
taxpayer  is  entitled  to  special  assessment,  application  for  a  subpoena 
requiring  Commissioner  to  produce  statistics  which  formed  basis  for 
Commissioner’s  prior  refusal  to  grant  special  assessment  denied,  where 
there  is  nothing  in  application  to  show  that  such  data  will  have  any  reason¬ 
able  bearing  on  determination  of  the  tax  under  sec.  328,  Act  1918.  Gus 

Sun  Booking  Exchange  Co _  1066 

22.  Id.  Recomputation  Data.  Application  for  a  subpoena  requiring 
Commissioner  to  produce  at  hearing  records  which  he  had  compiled  and 
used  in  his  recomputation  filed  with  Board,  as  basis  for  entry  of  final 
decision  with  respect  to  taxpayer’s  tax  for  certain  years,  granted.  Id. 

23.  Id.  Returns  of  Other  Corporations.  Application  for  subpoena 

requiring  Commissioner  to  produce  comparative  statistics  relating  to  taxes, 
income  and  invested  capital  of  six  named  corporations  denied  where  there 
is  no  showing  that  Commissioner  has  compiled  such  statistics  relating  to 
the  taxes  of  the  particular  corporations  and  there  appears  no  necessity 
for  requiring  him  to  do  so.  Id.  \ 

24.  Id.  In  such  case,  however,  taxpayer  is  entitled,  upon  showing 
made  in  application  to  have  produced  the  income  and  profits  tax  returns 
of  such  corporations,  together  with  commissioner’s  final  approved  deter¬ 
minations  in  respect  of  their  income,  invested  capital  and  tax  for  tax 
years,  and  subpoena  will  issue  therefor.  Id. 

25.  Depreciation  of  Assets.  When  capital  is  invested  in  assets  having  a 

determinable  life,  provision  for  its  return  free  of  tax  is  made  through 
deductions  for  exhaustion;  unexhausted  cost  is  all  that  remains  at  risk 
in  business;  and  inclusion  of  such  assets  at  depreciated  cost,  which  is  con¬ 
siderably  less  than  original  cost,  does  not  result  in  abnormality.  ,Kekaha 
Sugar  Co - - - -  690 
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26.  Earnings.  Fact  that  taxpayer  earned  a  high  rate  of  profit  does  not 

per  se  justify  relief.  Western  Valve  Bag  Co _ 

27.  Prewar  Net  Income.  Reduction  in  net  income  for  prewar  year  1913 

by  reason  of  a  decline  in  prices  held  not  to  establish  that  earnings  for  that 
year  were  abnormally  low,  where  earnings  of  similar  concerns  were  like¬ 
wise  adversely  affected.  Standard  Rice  Co _ 

28.  Salaries .  Evidence  held  insufficient  to  establish  that  net  income 

was  abnormally  high  because  of  payment  of  inadequate  salaries.  Cramer 
&  King _ 

Chappelow  Advertising  Co _ 

29.  Id.  Relief  can  not  be  granted  on  ground  that  no  salaries  were  paid 

to  officers,  where  officers  did  not  devote  a  substantial  portion  of  their  time 
vO  business  of  corporation  and  merely  acted  as  directors,  and  it  appeared 
that  it  was  the  custom  in  the  particular  business  not  to  pay  salaries 
Kekaha  Sugar  Co _ 

30.  Tax,  Excessiveness.  Relief  denied  on  ground  that  tax  asserted 

against  taxpayer  did  not  appear  to  exceed  that  paid  by  representative 
corporations  engaged  in  a  like  business.  Jewell  Steel  &  Malleable  Co _ 

XII.  Surplus  and  Undivided  Profits.  See  III,  IV,  V,  IX,  supra. 

Value  exceeding  par  value  of  stock.  See  VII,  1,  supra. 

(1)  Generally. 

1.  Notes ;  Payment  of  Interest.  Where  promissory  notes  are  received 
by  a  corporation  in  payment  of  interest  on  loans,  evidence  of  financial 
status  of  maker  some  years  after  receipt  of  notes  is  irrelevant  in  determin¬ 
ing  value  at  time  of  receipt.  Mt.  Vernon  Car.  Mfg.  Co _ 

Such  notes  held,  upon  the  evidence,  including  evidence  of 
additional  loans  to  maker  by  taxpayer  in  years  in  which  notes  were 
received,  and  a  finding  of  financial  condition  of  maker  by  Board  in  a 
previous  decision,  to  have  been  worth  face  value  when  paid 'in.  Id. 

3.  Id.  This  conclusion  is  not  affected  by  fact  that  maker  had  an 
operating  deficit  when  notes  were  given,  where  deficit  included  such  notes 

and  maker  was  expanding  its  business  and  actively  engaged  in  its  opera- 
tion.  JL  G/« 


4.  Stock.  Par  value  of  stock  of  another  corporation  owned  by  taxpayer 
from  invested  capital  upon  finding  that  investment  was  charged 
off  prior  to  tax  year  and  had  no  substantial  value  after  date  of  charge  off. 

J  CL  • 


5.  Unamortized  Discount.  Where  bonds  were  sold  at  a  discount  in  a  year 
prior  to  tax  year,  at  which  time  entire  discount  was  charged  to  profit'and 
}°ss’  charge  he  removed  and  the  discount  amortized  over  the 

life  ol  the  bonds,  with  proper  charges  each  year,  for  such  amortized  part 
and  taxpayer  s  surplus,  if  any,  should  not  be  reduced  by  any  amount  in  ex¬ 
cess  of  the  amortized  discount  as  of  the  beginning  of  each  taxable  year. 
Chicago ,  Rock  Island  &  Pacific  Railway  Co _ 


(2)  Earned  Surplus. 

6.  Accrued  Taxes.  Where  franchise  taxes  were  a  proper  charge  against 

income  ror  1920,  held  they  were  properly  deducted  in  computing  surplus 
on  Jan.  1,  1921.  United  States  Trust  Co.  of  New  York _ _ 

7.  Deferred  Charge.  In  a  year  prior  to  tax  year  taxpayer  moved  its 
business  to  a  better  location,  abandoning  the  remaining  16  months  of  its 

ieQao  onn  d  0l?  Premises>  together  with  fixtures  valued  at  approximately 
$»u,uuu.  Kental,  taxes,  etc.,  were  paid  under  the  old  lease  over  its  unex¬ 
pired  term,  taxpayer  setting  up  the  amount,  together  with  the  value  of 
the  abandoned  fixtures  as  a  deferred  charge.  Held,  old  lease  and  pay¬ 
ments  made  under  it  have  no  value  which  may  be  capitalized  and  action 
ol  Commissioner  in  reducing  earned  surplus  by  amount  of  the  deferred 
charge  is  sustained.  Stern  Brothers _ 

.  Interest  on  Tax  Refunds.  There  being  no  provision  for  payment  of 
interest  by  the  United  States  on  refunds  of  taxes  overpaid  prior  to  the 
enactment  of  the  Revenue  Act  of  1921,  held  that  on  Jan.  1,  1921,  no  interest 
had  accrued  which  could  be  included  in  determination  of  taxpayer’s  sur¬ 
plus  on  that  date.  United  States  Trust  Co.  of  New  York _ 
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9.  U namortized  Discount.  Bond  discount  should  be  treated  as  deferred 

interest  and  amortized  over  life  of  bonds,  and  where  bonds  were  issued 
before  Mar.  1,  1913,  at  a  discount,  the  full  amount  of  which  was,  at  that 
time,  charged  to  profit  and  loss,  held  the  charge  of  total  discount  should 
be  removed;  discount  should  be  amortized  over  life  of  bonds,  with  proper 
charges  each  year  and  surplus  for  tax  year  should  not  be  reduced  by  any 
amount  in  excess  of  discount  amortized  as  of  beginning  of  tax  year.  Chi¬ 
cago,  Rock  Island  &  Pacific  Ry.  Co - - - 

10.  Id.  Held  further  Commissioner  erred,  in  case  af  another  issue  of 
bonds  at  a  discount,  in  eliminating  entire  amount  from  surplus,  where 
life  of  bonds  extended  beyond  tax  year,  and  discount  unamortized  at 
beginning  of  tax  year  should  be  restored.  Id. 

(3)  Paid-in  Surplus. 

11.  Value  in  Excess  of  Par  Value  of  Stock.  Opinion  evidence  offered  by 

taxpayer  held  insufficient  to  establish  that  assets  at  time  paid  in  had  a 
value  in  excess  of  par  value  of  stock  paid  therefor.  Hotel  Patten  Co - 

JEOPARDY  ASSESSMENT.  See  Jurisdiction,  II  (3). 

JOINT  VENTURES: 

1.  Capital  Contribution  or  Expense.  Taxpayer  and  others  entered  into 
a  contract  for  the  subdivision  and  sale  of  land,  taxpayer  to  furnish  money 
for  development,  profits  from  the  sales  to  be  shared  equally;  in  determining 
profits  taxpayer  was  first  to  be  reimbursed  for  amounts  expended.  Held, 
transaction  was  a  joint  venture  for  the  sale  of  land  and  amounts  expended 
by  taxpayer  constituted  his  contribution  to  the  capital  of  the  enterprise 
and  are  not  deductible  as  ordinary  and  necessary  business  expenses.  Fair- 

view  Co _ 

2.  Id.  Fact  that  under  certain  conditions  the  agreement  could  be 
terminated,  in  which  event  taxpayer  would  not  be  reimbursed  for  amounts 
expended,  does  not  change  the  character  of  the  expenditures.  Id. 

JUDGMENT  AND  COMPROMISE: 

1.  Deduction.  Amount  of  notes  included  in  claim  settled  by  taxpayer 

by  compromise  disallowed  as  a  deduction  for  want  of  evidence  that  notes 
were  obligations  of  taxpayer  and  for  failure  to  prove  amount  paid  in 
settlement  of  notes.  O’ Day  Investment  Co - 

2.  Id.  Secured  Loans.  Taxpayer  made  a  loan  to  a  firm  for  which 

insurance  policy  on  life  of  one  of  its  members  was  pledged  as  security, 
which,  at  the  time,  had  no  cash  surrender  value.  The  firm  became  bank¬ 
rupt  and  taxpayer  received  a  dividend  on  his  claim.  Taxpayer,  at  request 
of  insured,  thereafter  paid  premiums  until  cash  surrender  features  of 
policy  became  effective,  after  which  payments  were  made  by  insured  and, 
in  tax  year,  claim  was  compromised  with  insured  for  a  cash  payment  and 
policy  was  returned  to  him.  Held,  taxpayer  was  entitled  to  deduct 
difference  between  unpaid  balance  at  time  of  bankruptcy,  plus  premiums 
paid,  and  amount  received  in  compromise.  E.  B.  Stephenson - 

3.  Id.  Held,  further,  since  policy  was  pledged  and  never  became 
property  of  taxpayer,  there  was  no  ground  for  treating  loan  as  a  closed 
transaction  at  time  of  bankruptcy  and  considering  policy  as  property  of 
taxpayer  and  computing  a  gain  on  settlement  in  tax  year  on  basis  of 
surrender  value  of  policy  on  Mar.  1,  1913.  Id. 

JUDICIAL  NOTICE: 

Business  Conditions.  The  Board  will  not  judicially  notice  conditions 
existing  in  a  business  at  any  particular  time.  Chesapeake  &  Virginian 
Coal  Co - - 
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JURISDICTION— Continued.  Page 

I.  Generally: 

1.  Nature  of  Power.  Where  a  deficiency  has  been  determined  and 
appeal  properly  brought  and  taxpayer  raises  issue  as  to  the  running  of 
statute  of  limitations  on  account  of  a  part  of  tax  originally  assessed,  but 
not  yet  paid,  and  the  determination  of  this  issue  is  a  necessary  incident 
to  the  ultimate  finding  by  the  Board  of  taxpayer’s  true  tax  liability, 

Board  has  jurisdiction  to  pass  on  the  plea  of  the  statute  of  limitations 

with  respect  to  the  original  assessment.  Peerless  Woolen  Mills _  1119 

2.  Id.  While  the  determination  of  a  deficiency  by  the  Commissioner 
is  a  condition  precedent  to  the  taking  of  jurisdiction  by  the  Board,  the 
function  of  the  Board  is  to  determine  taxpayer’s  true  liability,  and  the 
elements  which  brought  about  the  deficiency  when  determined  are  not 
the  basis  for  the  Board’s  consideration  of  the  case  and  taxpayer  may 
assign  entirely  different  errors  from  those  which  have  been  in  controversy 
and  claim  that  as  a  result  thereof  the  Commissioner  has  not  determined 
the  tax  correctly.  Id. 

II.  Determination,  Notice  and  Assessment. 

(1)  Generally. 


1.  What  Constitutes  Deficiency.  The  unpaid  balance  of  tax  originally 

reported  and  assessed,  for  which  an  abatement  claim  was  filed,  does  not 
constitute  any  part  of  the  deficiency  determined  by  Commissioner,  where 
tax  as  computed  by  him  is  found  to  be  in  excess  of  amount  shown  on 
return.  Peerless  Woolen  Mills _ 

2.  Notice.  A  deficiency  notice  sent  in  accordance  with  the  provisions 

of  sec.  274  (a),  Act  1924,  before  the  passage  of  the  1926  Act,  held  to  be  a 
deficiency  notice  from  which  taxpayer  has  a  right  of  appeal  and  not  a 
special  notice  of  a  mathematical  error  from  which  no  appeal  may  be 
taken  as  provided  by  sec.  274  (f),  Act  1926,  and  Board  has  jurisdiction. 
Anna  S.  Richards _ 

3.  Id.  Affiliated  Corporations.  A  notice  of  a  deficiency  sent  to  one  of 

two  affiliated  corporations,  which  does  not  show  a  determination  of  any 
additional  tax  liability  against  the  other  affiliated  company,  does  not,  in 
absence  of  an  agreement  between  companies,  authorize  filing  of  an  appeal 
by  corporation  to  which  no  notice  of  a  deficiency  has  been  sent.  New 
York  Talking  Machine  Co _ 

4.  Determination  of  Deficiency.  Where  evidence  shows  no  basis  for  a 

petition  for  a  redetermination  of  a  deficiency  filed  by  one  other  than  tax¬ 
payer,  save  an  assumption  of  liabilities  of  taxpayer,  the  proceeding  will  be 
dismissed  for  lack  of  jurisdiction.  Weis  &  Lesh  Mfg.  Co _ 

5.  Id.  Additional  Deficiency.  Determination  of  tax  liability  by  Com¬ 

missioner  and  mailing  of  notice  does  not  bar  Commissioner  from  determi¬ 
nation  of  a  further  deficiency.  Kekaha  Sugar  Co _ 

6.  Proper  Parties.  Board  has  no  jurisdiction  over  a  proceeding  brought 

by  a  corporation  where  the  tax  liability  involved  was  that  of  its  predecessor, 
for  a  period  prior  to  time  of  incorporation  of  petitioning  corporation. 
American  Arch  Co _ 

(2)  Correct  Deficiency. 

7.  Additional  Deficiency ;  Assertion  by  Commissioner.  Allegation  in 

Answer.  Under  sec.  274  (e),  Act  1926,  it  is  not  necessary  that  a  claim  by 
Commissioner  for  a  deficiency  in  excess  of  amount  originally  determined  by 
him  be  asserted  in  any  particular  language;  a  sufficient  claim  is  made  if  he 
affirmatively  alleges  error  in  his  original  determination,  together  with  facts 
sufficient,  if  proved,  to  result  in  increase  of  net  income  and  tax  over  that 
originally  determined.  Leon  L.  Moise _ 

(3)  Jeopardy  Assessment. 

8.  Existence  of  J eopardy;  Not  Reviewable.  Board  will  not  inquire  into 

the  basis  for  the  Commissioner’s  belief  that  jeopardy  exists.  Wm.  S. 
Doig ,  Inc _ 
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LEASES.  See  Capital  Expenditures,  II,  3,  4;  Depreciation,  II,  1,  2;  Pape 

III,  5-11;  Gain  or  Loss,  I,  5,  7;  Interest,  5;  Invested  Capital,  I,  3,  4; 

VII,  4-8;  XI,  5;  Losses,  II,  13. 

1.  Sale  or  Lease.  Taxpayer  by  warranty  deed  conveyed  title  to  build¬ 
ing  constituting  its  sole  asset  for  a  consideration  of  less  than  cost  and  on 
same  day  executed  a  ground  lease  for  130  years  to  the  land  at  a  stipulated 
annual  rental;  the  indenture  contained  covenants  with  respect  to  the 
payment  of  taxes,  insurance,  etc.,  and  provided  that  at  end  of  period  there 
should  be  restored  to  lessor  a  building  of  equivalent  value.  Held,  trans¬ 
action  did  not  result  in  a  sale  of  building  for  consideration  recited  but  was, 
in  fact,  a  lease  of  the  property  for  cash  bonus  and  annual  rental.  Minne¬ 


apolis  Syndicate _ •_ _  1303 

2.  Income.  Where  a  lease  is  entered  into  at  a  stipulated  rental,  and, 
pursuant  to  oral  agreement,  an  additional  sum  is  paid  to  lessor  at  signing 
of  lease  as  bonus  or  additional  rent,  such  sum  is  a  profit  arising  from  leasing 
premises,  is  taxable  income  in  year  of  receipt  where  lessor  is  on  cash  basis, 

and  may  not  be  apportioned  over  term  of  lease.  O'Day  Investment  Co _  1230 

3.  Id.  Cancellation.  A  sum  of  money  paid  to  a  lessee  in  consideration  of 
cancellation  of  lease  and  vacating  of  premises  in  tax  year  constitutes  income 
in  such  year,  even  if  lessee  be  on  accrual  basis,  and  may  not  be  allocated 

over  unexpired  term  of  lease.  Farrelly- Walsh,  Inc _  923 


4.  Id.  Cash  Bond.  Money  paid  to  a  lessor  by  a  lessee,  which  was  to 

remain  in  possession  of  lessor  throughout  term  as  security  for  performance 
of  obligations  of  lessee  and,  upon  certain  contingencies,  set  forth  in  lease, 
to  be  applied  in  satisfaction  of  such  obligations,  forfeited  to  lessor,  or 
returned  to  lessee,  held  to  be  security  in  nature  of  a  cash  bond  and  not  to 
constitute  income  of  lessor  at  time  of  receipt.  Estate  of  George  E.  Barker _  _  562 

5.  Id.  Improvements  to  Realty.  Title  to  improvements  made  on  leased 
land  vest  in  lessor  immediately  upon  their  construction,  and  income  is 
realized  in  year  improvements  are  completed,  notwithstanding  fact  that 
by  one  clause  in  the  lease  an  attempt  was  made  to  provide  that  improve¬ 
ments  should  pass  to  lessor  upon  the  termination  of  the  lease  period. 

Joseph  L.  B.  Alexander _  1169 

LIMITATIONS: 

I.  Generally,  p.  1472. 

II.  Assessment,  p.  1472. 

III.  Collection,  p.  1473. 

IV.  Waiver  or  Consent,  p.  1474. 

I.  Generally. 

Effect  of  Deficiency  Notice.  Where  Commissioner,  after  enactment  of 
Act  of  1924,  determines  a  deficiency  in  taxes  imposed  by  prior  revenue 
acts,  the  taxes,  by  virtue  of  sec.  280,  are  to  be  assessed  and  collected  in 
same  manner  as  taxes  imposed  by  Act  of  1924,  and  mailing  of  notice  of 
deficiency  pursuant  to  sec.  274  (a),  before  expiration  of  statutory  period 
for  assessment,  operates  under  sec.  277  (b)  to  extend  period  for  assess¬ 


ment  and  collection.  Estate  of  John  F.  Dodge _  201 

Anna  T.  Dodge _  223 


II.  Assessment. 

1.  Commencement  of  Period.  Where  books  were  kept  on  fiscal  year  basis 
and  returns  were  filed  on  calendar  year  basis,  held  that  period  of  limitation 
for  assessment  and  collection  of  tax  for  each  fiscal  year  did  not  begin  to 
run  until  returns  disclosing  information  as  to  entire  fiscal  year  periods  had 

been  filed.  Lowenstein  Brothers  Garment  Co _  446 

2.  Id.  The  statute  of  limitations  begins  to  run  from  the  date  of  filing 

of  a  separate  return  by  a  corporation  and  is  not  affected  by  a  subsequent 
determination  that  it  is  a  member  of  an  affiliation  and  taxes  should  be 
computed  on  basis  of  consolidated  income.  McBryde  Sugar  Co _  686 

3.  Statutory  Return.  Where,  before  passage  of  1921  Act,  a  taxpayer  filed 

a  return  under  1918  Act,  and,  by  reason  of  changes  in  1921  Act,  additional 
tax  was  due  and  a  supplemental  return  showing  additional  tax  was  filed, 
the  supplemental  return  is  the  return  required  by  law  and  the  one  which 
starts  the  running  of  the  statute  of  limitations.  C.  A.  Lawton  Co _  8 
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4.  Time  for  Assessment.  Deficiency  held  barred  upon  finding  that 
deficiency  notice  was  mailed  after  expiration  of  statutory  period  and  no 

waiver  had  been  filed.  May  Lumber  Co -  62 

McBryde  Sugar  Co _  686 

5.  Id.  Assessment  and  collection  held  barred  upon  finding  that  defi¬ 

ciency  notice  was  not  mailed  within  statutory  period  as  extended  by  waiver. 
Standard  Rice  Co _  342 

6.  Id.  Where  taxpayer  filed  return  for  a  fiscal  year  ending  in  1921 
under  the  Revenue  Act  of  1918  and  prior  to  passage  of  Act  of  1921,  and 
latter  Act  did  not  change  its  tax  liability,  held ,  assessment  made  more 

than  4  years  after  filing  return  is  barred.  Farmers  Elevator  Co _  1079 

Farmers  Cooperative  Co _  1080 

7.  Id.  Assessment  held  not  barred  upon  finding  that  deficiency  notice 

was  mailed  and  appeal  was  taken  within  statutory  period.  Chicago  Ry. 
Equipment  Co _  471 

8.  Id.  Contention  that  assessment  was  barred  denied  for  lack  of 

proof  of  date  of  filing  return.  L.  J.  Christopher  Co _  729 


9.  Id.  In  view  of  statutory  provision  for  extension  of  time,  it  can  not 
be  presumed  that  a  taxpayer  has  not  violated  the  law  and  has  filed  his 
return  in  time.  Id. 

10.  Id.  Estate  Tax;  Sec.  1109 ,  Act  1926  is  held  to  substitute  for  the 

3-year  limitation  period  of  sec.  310  (a),  Act  1926,  periods  of  4  years  for 
assessment  and  5  years  for  the  bringing  of  a  proceeding  without  assess¬ 
ment,  and  does  not  modify  sec.  310  (b),  Act  1926,  providing  for  the 
suspension  of  the  statute  after  the  mailing  of  the  notice  of  deficiency  for  the 
period  during  which  Commissioner  is  prohibited  from  making  an  assess¬ 
ment  or  bringing  a  proceeding  for  collection.  George  Snyder  Crilly _  791 

11.  Id.  Deficiency  was  determined  after  the  enactment  of  the  1926  Act; 
notice  was  mailed  within  4  years  of  date  upon  which  return  was  filed  and 
petition  made  to  Board  within  proper  time,  held  assessment  is  not  barred. 

.  Id. 

12.  Id.  Request  for  Assessment.  A  request  that  an  audit  of  a  revenue 

agent’s  report  on  the  income  tax  liability  of  a  decedent  for  several  years 
prior  to  his  death,  be  made  immediately  in  order  that  estate  tax  due  from 
his  estate  might  be  definitely  determined,  does  not  constitute  a  request  for 
assessment  within  one  year  under  the  provisions  of  sec.  250  (d),  Act  1921, 
and  an  assessment  made  more  than  a  year  after  the  date  of  the  letter  is  not 
barred.  Mrs.  Neils  ( Mellie )  Esperson,  Executrix _  596 

13.  Id.  Held,  further,  that  an  individual  who  was  acting  as  income  tax 
specialist  to  attend  to  tax  matters  for  the  executrix  of  the  estate  with  her 
knowledge,  but  without  formal  power  of  attorney  executed  by  her,  was  not 
a  “representative  of  the  estate”  and  had  no  authority  to  make  such  a 

«  request.  Id. 

14.  Id.  Sec.  278  (6),  Acts  192 4-  and  1926.  Taxpayer  claimed  a  deduc¬ 

tion  for  amortization  on  original  return,  which  deduction  was  tentatively 
disallowed  by  Commissioner  in  a  30-day  letter  and  finally  disallowed  in  de¬ 
ficiency  notice  mailed  more  than  5  years  after  filing  of  return.  Held, 
deduction  was  not  tentatively  “allowed”  so  as  to  render  the  statute  of 
limitations  inoperative  under  sec.  278  (b),  Acts  1924  and  1926,  and  assess¬ 
ment  proposed  after  the  expiration  of  the  5-year  period  is  barred.  W.  G. 
Duncan  Coal  Co _  672 

III.  Collection. 

1.  Commencement  of  Period.  Six-year  period  for  collection  as  provided 
in  sec.  278,  Acts  1924  and  1926,  begins  to  run  from  date  assessment  is  made 
and  not  from  a  later  date  when,  under  terms  of  a  waiver  filed,  it  might 

have  been  made.  Peerless  Woolen  Mills _  1119 

2.  Time  for  Collection.  Collection  held  barred  under  sec.  278  (d),  Act 
1926,  upon  finding  that  more  than  six  years  had  elapsed  from  date  of 
assessment  to  date  of  notice  of  p>artial  rejection  of  abatment  claim,  and  no 
consent  in  writing  had  been  executed  and  no  proceeding  for  collection  had 

been  instituted  within  that  period.  Arthur  H.  Lamborn _  177 

3.  Id.  Collection  held  not  barred,  where  assessment  was  made  within 
statutory  period  as  extended  by  waiver  and  Commissioner,  therefore,  had 
authority,  under  sec.  278  (d),  to  collect  within  six  years  after  making 
assessment.  Id. 
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4.  Id.  Where  assessment  was  made  within  statutory  period  and  period 
for  assessment  and  collection  had  not  expired  at  effective  date  of  Act  of 
1924,  tax  may  be  collected  within  six  years  from  date  of  assessment.  Sec. 

278,  Act  1924.  Standard  Rice  Co _  342 

Kauai  Rwy.  Co.  Ltd _  (586 

IV.  Waiver  or  Consent. 

1.  What  Constitutes  Agreement.  Acquiescence  by  taxpayer  in  amount  of 

liability  determined  by  Commissioner  and  payment  of  that  liability  does 
not  constitute  an  agreement  that  such  determination  be  final  as  provided 
by  sec.  1006,  Act  1924,  and  Commissioner  is  not  barred  from  making  a 
determination  of  a  further  deficiency.  Kekaha  Sugar  Co _ _  690 

2.  Id.  Bond;  Abatement  Claim.  Bond  filed  by  a  taxpayer  in  connec¬ 
tion  with  an  abatement  claim  is  not  a  consent  in  writing  and  does  not 
operate  to  extend  statutory  period  for  assessment  and  collection.  Edwin 

J .  Schoettle  Co _  950 

H.  W.  Lieber _ 1175 

3.  Id.  Deposit  of  Security.  A  so-called  “agreement  for  securitv  for 
payment  of  tax, ’’executed  by  a  bank  and  certifying  that  bank  was  holding 
a  sum  deposited  by  a  taxpayer  to  assure  payment  of  tax  in  event  of  denial 
of  taxpayer’s  claim  on  appeal  to  Board,  is  in  the  nature  of  an  appeal  bond 
and  is  not  a  consent  to  determination  of  tax  after  statutory  period.  Arthur 

H.  Lamborn _ 177 

4.  Id.  Such  a  bond  held  inoperative  to  extend  period  where,  immedi¬ 
ately  after  filing,  it  was  returned  to  taxpayer  and  surety  was  released.  Id. 

5.  Id.  An  instrument,  executed  by  a  partnership,  signed  by  taxpayer 

partner,  and  filed  with  collector,  certifying  that  taxpayer  partner  has 
deposited  with  it  and  that  it  was  holding  a  certain  sum  to  assure  payment  of 
amount  of  jeopardy  assessment  in  event  claims  for  abatement  and  refund 
should  be  denied,  is  not  a  consent  in  writing  to  collection  after  statutory 
period.  H.  W.  Lieber _ 1175 

6.  Executors  and  Administrators.  A  waiver  of  time  prescribed  by  law  for 
assessment  of  federal  income  and  profits  taxes,  executed  by  an  administra¬ 
tor  pursuant  to  provisions  of  federal  revenue  laws,  is  not  rendered  invalid 
by  provisions  of  state  law  or  decisions  of  state  courts  prohibiting  executors 
and  administrators  from  waiving  the  statute  of  limitations  as  to  claims 

against  the  estate.  Estate  of  John  F.  Dodge _  201 

Anna  T.  Dodge _ 223 

7.  Validity.  Waiver  filed  for  “  1919”  is  a  valid  consent  to  extension  of 
period  for  assessment  and  collection  for  a  fiscal  year  ending  within  that  year. 

Worumbo  Mfg.  Co _ 1___ _  883 

Peerless  Woolen  Mills _  1119 

8.  Id.  Corporate  Seal.  Omission  of  corporate  seal  does  not  render 

waiver  invalid.  William  S.  Doig,  Inc _ _ _  256  % 

9.  Execution  After  Statutory  Period  has  expired;  waiver  so  executed  is 

not  invalid.  William  S.  Doig,  Inc _ _ _ _  256 

Chicago  Ry.  Equipment  Co _  471 

Leon  L.  Moise _ 525 

Peerless  Woolen  Mills _  1119 

10.  Id.  Extinguishment  of  Liability ;  Acts  1926  and  1928.  A  waiver  filed 
after  the  passage  of  the  1928  Act  with  reference  to  a  tax  liability  which, 
under  the  provisions  of  sec.  1106  (a)  of  Act  of  1926,  was  extinguished,  is  of 

no  force  and  effect.  Peerless  Woolen  Mills _  1119 

11.  Id.  Misrepresentation.  A  statement  by  the  officers  of  the  Bureau 
at  the  time  a  waiver  is  accepted  that  a  proposed  jeopardy  assessment 
would  be  held  in  abeyance,  if  possible,  is  not  such  a  representation  as  will 
invalidate  the  waiver,  when  it  later  developed  that  at  the  time  the  consent 
was  accepted  assessment  had  already  been  made.  Estate  of  John  W. 

Peale _  1101 

12.  Id.  Indefinite  Waivers.  A  waiver  is  not  rendered  invalid  by  reason 

of  fact  that  date  of  expiration  is  not  specified.  William  S.  Doig,  Inc _  256 

13.  Id.  Such  a  waiver  operates  to  extend  statutory  period  a  reasonable 
time  after  date  of  execution.  Id. 

14.  Id.  Signature.  Question  whether  original  consents  were  invalid 
for  want  of  signature  or  authorization  of  taxpayer  not  decided  where 
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consents  subsequently  executed  were  valid  and  effectively  extended  limita¬ 
tion  period.  Leon  L.  Moise -  525 


15.  Id.  By-laws  of  taxpayer  corporation  provided  that  “both”  the 
chairman  of  the  board  of  directors  and  the  president  “shall  have  authority 
to  execute  deeds,  etc.,  and  other  instruments  in  connection  with  the  conduct 
of  the  business  of  the  company.”  Held,  consents  to  a  later  determination, 
assessment  and  collection  of  income  and  profits  taxes  signed  by  the  chair¬ 
man  alone  without  specific  authorization  of  the  board  were  valid  and  oper¬ 


ated  to  suspend  the  running  of  the  statute  of  limitation.  Republic  Insur¬ 
ance  Co _ _  568 

16.  Id.  Commissioner.  Personal  signature  is  not  essential  to  validity 
of  waiver.  William  S.  Doig,  Inc _  256 


LIQUIDATION.  See  Dividends,  III. 

LOSSES. 

I.  Generally,  p.  1475. 

II.  Losses  Sustained  by  Corporations,  p.  1476. 

III.  Losses  Sustained  by  Individuals: 

(1)  Trade,  p.  1477. 

(2)  Transactions  for  Profit,  p.  1477. 

(3)  Fire  Storm,  or  Other  Casualty,  or  Theft,  p.  1477. 

See  Awards;  Gain  or  Loss;  Net  Losses. 


I.  Generally. 

1.  Accrual  of  Liability.  A  liability  to  respond  in  damages  for  breach  of 
contract  is  not  deductible  in  year  in  which  breach  occurs,  where  taxpayer 
had  knowledge  of  liability,  but  did  not  admit  liability  or  accrue  it  on  books 

in  that  year.  J.  G.  Curtis  Leather  Co _  1259 

2.  Id.  An  amount  found  by  an  auditor  to  be  due  held  not  deductible  in 

year  in  which  auditor’s  report  was  made,  where  it  is  not  shown  that  tax¬ 
payer  did  not  continue  to  contest  liability  or  that  report  became  binding 
prior  to  approval  by  court.  Central  Trust  Co _  924 

3.  Id.  Amount  of  an  award  by  a  state  commission  against  a  railroad  for 
death  resulting  from  accident  on  its  road  held  not  to  have  accrued  as  a  lia¬ 
bility  in  j^ear  in  which  award  was  made,  where  appeal  was  taken  and  award 

was  sustained  in  following  year.  Lehigh  &  Hudson  River  Ry.  Co _  1154 

4.  Sustained  Loss.  The  words  “losses  sustained,”  in  sec.  214  (a)  (4),  Act 

1921,  mean  actual  losses.  A.  F.  Osterloh _  715 

Cecil  M.  Jack _  726 

5.  Id.  Loss  claimed  by  directors  of  bank  on  account  of  contributions  to 

fund  for  purchase  from  bank  of  paper  and  securities  of  doubtful  value  dis¬ 
allowed  where  directors  had  recourse  against  bank  for  losses  and  there  was 
no  proof  of  insolvency  of  bank  or  other  proof  of  ultimate  loss.  E.  B. 
Stephenson _  311 


6.  Id.  Deduction  of  one-half  of  difference  between  portion  of  accounts 
receivable  alleged  to  have  been  purchased  by  taxpaj^er  from  copartner  at 
face  value  upon  dissolution  of  partnership  in  which  taxpayer  and  copartner 
each  owned  a  half  interest,  and  amount  realized  on  accounts  at  close  of  tax 
year,  disallowed  where  accounts  were  not  finally  disposed  of,  and  there  was 

no  evidence  of  actual  loss  on  account  of  them,  in  tax  year.  Cecil  M.  Jack _  _  726 

7.  Id.  Taxpayer  on  cash  basis  borrowed  stock  to  be  used  as  collateral 

security.  Banks  with  which  stock  had  been  deposited  sold  it  in  tax  year 
for  less  than  its  value  at  time  it  was  received  by  taxpayer.  Held,  although 
taxpayer,  by  reason  of  inability  to  return  stock  unless  he  purchased  it, 
became  legally  liable  in  tax  year  for  repayment  to  owner  of  stock  of  a  defi¬ 
nitely  ascertainable  sum,  he  was  not  entitled  to  any  deduction  for  a  loss  sus¬ 
tained,  since  no  payment  was  actually  made  by  him  in  tax  year.  A.  F. 
Osterloh _  713 

8.  Id.  Value  of  stock  loaned  by  taxpayer  to  individuals  for  use  by  them 

as  collateral  for  debts  incurred  in  purchase  of  other  stock  disallowed  as  a 
loss  deduction,  where  stock  held  as  collateral,  had  not  been  sold  or  forfeited 
in  tax  year,  and  taxpayer  still  had  right  of  reimbursement  against  borrow¬ 
ers.  C.^W.  Seiberling _ _ _  55 
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9.  Y  ear  of  Loss.  The  time  when  a  loss  is  sustained,  for  income  tax  pur¬ 

poses,  by  taxpayer  on  cash  basis,  is  a  question  of  fact,  and,  where  loss 
consists  of  capital  borrowed  and  invested,  it  is  deductible  in  year  in  which 
investment  becomes  worthless.  A.  W.  D.  Weis _ I _  1284 

10.  Id.  The  fact  that  the  borrowed  capital  is  not  repaid  in  year  in  which 
loss  is  sustained  is  immaterial.  Id. 

11.  Id.  Loss  resulting  from  forfeiture  of  initial  payment  made  in  tax  year 
under  contract  of  sale  held  not  to  have  been  sustained  in  tax  year,  where  for¬ 
feiture  was  definitely  and  actually  sustained  in  following  year  through  fail¬ 
ure  to  make  second  payment  which  became  due  in  that  year.  A.  TF.  Shaw.  716 

12.  Loss  of  Taxpayer;  Individual  or  Corporation.  "An  individual  filed 
articles  of  incorporation  which  were  granted  without  his  knowledge.  He 
continued  to  carry  on  business  as  an  individual;  no  property  was  ever 
transferred  to  corporation  nor  was  any  corporate  action  ever  taken,  and 
thereafter,  upon  discovering  that  corporation  existed,  he  caused  it  to  be 
dissolved.  Held,  loss  sustained  by  business  during  time  corporation  was 
in  existence  w as  a  loss  sustained  by  individual  and  deductible  by  him. 

Fred  F.  De  Vore _ 1 _  1376 

II.  Losses  Sustained  by  Corporations. 

% 

1.  Abandoned  Property.  Taxpayer  abandoned  a  lease  of  business  prem¬ 
ises  before  end  of  term,  which  expired  prior  to  tax  year,  and  amount  of  rent 
due  during  remainder  of  term,  together  with  an  amount  representing  aban¬ 
doned  equipment,  was  not  charged  to  expense  when  lease  was  abandoned 
or  expired,  but  was  set  up  as  a  deferred  charge  to  future  operations.  These 
amounts  were  carried  as  such  for  several  years,  after  which  10%  was 
written  off  each  year  and  claimed  as  deductions  in  tax  years.  Held,  the 


deduction  was  not  allowable.  Stern  Brothers _ _  1192 

2.  Id.  Where  surplus  machinery  of  the  same  kind  as  that  used  in  opera¬ 
tion  of  factory  is  not  abandoned  or  treated  as  scrap,  but  is  stored  and  pre¬ 
served  as  working  equipment,  cost  may  not  be  deducted  as  a  loss  on  ground 
that  there  was  no  market  for  it.  Flexible  File  Co _  909 


3.  Id.  Cost  of  oven  which  was  discarded  as  worthless  during  tax  year 
because  it  could  not  be  satisfactorily  operated  and  which  had  no  value 
except  as  scrap  held  deductible.  Id. 

4.  Id.  Cost  of  newspaper  subscription  lists  disallowed  as  a  loss  for 
lack  of  evidence  showing  loss  of  value  through  competition  or  expiration 
of  subscriptions,  or  abandonment  by  taxpayer,  in  tax  year.  Moon  Journal 


Pub.  Co - _. - - -  1379 

5.  Id.  Loss  of  Value;  Prohibition.  Decrease  in  value,  as  a  result  of 
prohibition  legislation,  of  assets  continued  in  use  in  subsequent  years,  is 

not  deductible  as  a  loss.  Niagara  Falls  Brewing  Co _  1040 

6.  Id.  Admitted  cost  of  trade  mark  allowed  as  a  deduction  as  a  loss  in 
year  in  which  manufacture  of  product  on  which  it  was  used  was  abandoned 

by  reason  of  prohibition  legislation.  Sheffield  Dentifrice  Co _  877 

7.  Capital  Losses;  Bonds.  Investment  in  bonds  of  a  foreign  govern¬ 

ment  disallowed  as  a  deduction  where  bonds  were  not  disposed  of  in  tax 
year  and  were  shown  to  have  had  a  readily  realizable  market  value  at 
close  of  year  of  at  least  10%  of  cost.  Commonwealth  Federal  Savings  Bank _  467 

8.  Id.  Stock.  To  prove  that  stock  was  in  fact  worthless  in  tax  year,  it 

is  not  sufficient  to  show  only  that  subsequent  developments  proved  it  to 
have  been  worthless.  Royal  Packing  Co _  773 


9.  Id.  While  the  testimony  of  a  banker  that  he  would  make  no  loans 
for  or  on  behalf  of  a  corporation  or  would  not  lend  money  on  its  stock  may 
have  considerable  weight  for  corroborative  purposes,  it  is  not  of  itself  suffi¬ 
cient  to  establish  that  investment  in  the  stock  is  a  total  loss.  Id. 

10.  Id.  Evidence  of  operation  at  a  loss  and  inevitable  liquidation  of 
corporation,  and  testimony  of  officers  of  taxpayer  corporation  and  banker, 
unsupported  bv  facts  to  substantiate  their  opinions,  held  insufficient  to 
establish  worthlessness  of  stock  in  tax  year  where  corporation  had  both 
assets  and  liabilities,  the  extent  of  which,  on  the  record,  was  left  to  con¬ 
jecture.  Id. 

11.  Destruction  of  Property;  Fire.  Finding  made  as  to  salvage  value  of 

machinery  destroyed  by  fire.  Richmond  Mica  Co _ _ _  915 

12.  Id.  Depreciation  on  machinery  and  equipment,  from  Mar.  1,  1913, 
to  date  of  destruction  of  plant  by  fire,  computed  at  composite  rate  of 
5%.  Id. 
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LOSSES — Continued.  Page 

13.  Trespass.  Deduction  for  loss  alleged  to  have  been  sustained  because 
of  extraction  of  coal  from  leased  lands  by  a  trespasser  held  not  deductible, 
where  evidence  showed  that  lease  was  acquired  without  cost  and  trespass 
was  not  shown  to  have  occurred  in  tax  year.  E.  M.  T.  Coal  Co _  124 

III.  Losses  Sustained  by  Individuals. 

(1)  Trade. 

1.  Houskeepers.  A  wife  and  member  of  a  marital  community  in  State 

of  Washington,  whose  sole  duties  are  those  of  housekeeper,  is  not  engaged 
in  carrying  on  a  trade  or  business  within  sec.  214  (a)(4),  Act  1921,  and  an 
amount  paid  for  personal  injury  inflicted  while  she  was  driving  an  auto¬ 
mobile  for  purpose  of  purchasing  household  supplies  may  not  be  deducted 
from  income  of  members  of  community.  B.  H.  Kizer _  395 

2.  Individual  Venture.  Contributions  by  directors  to  a  joint  fund  for 

purpose  of  taking  over  objectionable  paper  and  securities  held  by  a  bank 
held  an  individual  venture  and  not  incidental  to  their  regular  business  as 
bankers,  and  resulting  losses  held  not  to  be  losses  incurred  in  trade  or  busi¬ 
ness.  E.  B.  Stephenson _  311 

(2)  Transactions  for  Profit. 


3.  Purpose  of  Transaction.  Contributions  by  directors  to  a  joint  fund 
for  purpose  of  taking  over  objectionable  paper  and  securities  held  by  a 
bank,  held,  upon  consideration  of  circumstances  in  which  they  were  made, 
not  to  constitute  transactions  entered  into  for  profit.  E.  B.  Stephenson _  311 

»  4.  Capital  Losses;  Notes.  Loss  sustained  on  account  of  notes  becoming 

worthless  in  tax  year  disallowed  for  lack  of  evidence  of  value  at  date  of 

receipt  by  taxpayer  as  distributee  of  an  estate.  0.  N.  Townsend _  386 

5.  Id.  Stock.  Sale  by  another  person  at  a  low  price  of  same  kind  of 
stock  as  that  owned  by  taxpayer  does  not  establish  worthlessness.  Henry 
W.  Cushman _  41 


6.  Id.  Evidence  that  corporation  was  operating  at  a  loss  and  liabilities 
exceeded  assets,  and  evidence  of  low  market  value,  reflected  by  sales,  held 
insufficient  to  establish  worthlessness,  where  directors  were  hopeful  of 
restoring  corporation  to  profitable  basis  and  no  steps  had  been  taken  to 
dissolve  or  discontinue  business.  Id. 

7.  Id.  Where  it  is  apparent  that  any  reasonably  prudent  person  would 

not  have  given  anything  of  value  for  a  certain  stock,  market  value  can 
not  be  determined  on  basis  of  isolated  transactions  in  which  it  was  pur¬ 
chased  by  an  unwary  investor.  Worcester  Bank  &  Trust  Co _  630 

8.  Id.  Investment  in  stock  of  an  oil  company  purchased  from  an  indi¬ 
vidual  who  had  acquired  it  for  fractional  part  of  par  value  and  of  price  paid 
by  taxpayer,  held  deductible  upon  evidence  that  company  had  no  assets 
except  oil  leases  and  that  at  time  of  purchase  there  was  no  reasonable 
likelihood  of  production  of  oil  or  of  profit  from  any  other  source.  Id. 

(3)  Fire ,  Storm,  or  Other  Casualty,  or  Theft. 

9.  Destroyed  Property.  Where  ground  was  prepared  and  planted  for 

raising  of  cranberries,  and  vines  were  destroyed  by  overflow  or  seepage 
of  water  and  project  was  abandoned  in  tax  year  as  worthless,  cost  of 
preparation  and  planting  is  deductible  as  a  loss.  John  B.  Hadaway _  986 

10.  Evidence  of  Cost.  In  case  of  property  acquired  before  Mar.  1,  1913, 
and  destroyed  by  fire,  the  loss  can  in  no  event  exceed  capital  investment, 
and  cost,  therefore,  is  a  necessary  element  in  determining  amount  of  loss. 

Joseph  E.  Hubinger _  960 

MEXICO.  See  Domicile. 

MISSOURI.  See  Estate  Tax,  I,  4;  II,  5. 

NEGLIGENCE.  See  Penalties,  2. 

NET  LOSSES: 

Evidence.  Where  books  were  destroyed,  testimony  of  officer,  who  had 
charge  of  them  and  made  up  taxpayer’s  return  for  tax  year,  that  they 
supported  the  figures  in  schedules  attached  to  return,  showing  a  net  loss, 
held  sufficient  to  establish  the  loss.  Crescent  Leather  Co _  940 

NEW  YORK.  See  Partners,  I,  2,  3. 
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OBSOLESCENCE.  See  Depreciation,  V. 

OPERATING  DEFICIT.  See  Invested  Capital,  IX,  3. 

PAID-IN-SURPLUS.  See  Invested  Capital,  XII  (3). 

PARTIES.  See  Jurisdiction,  II,  6. 

PARTNERS. 

I.  Generally,  p.  1478. 

II.  Income,  p.  1478. 

See  Dividends,  III,  2;  Gain  or  Loss,  II,  8;  Returns. 

I.  Generally. 

1.  Motive;  Reduction  of  Surtax.  Taxpayers  held  to  have  right  to  change 
form  of  organization  and  methods  of  doing  business  in  any  way  they  see 
fit,  so  long  as  they  keep  within  the  law,  even  though  apparent  object  for 


the  change  was  to  reduce  surtaxes  payable  by  them.  B.  M.  Phelps _  1248 

2.  Limited  Partnership.  A  limited  partnership  formed  under  laws  of 
New  York  is  a  partnership  within  meaning  of  sec.  218  (a),  Act  1921. 
Francis  L.  Burns _  293 


3.  Id.  Failure  of  such  partnership  to  comply  with  statutory  require¬ 
ments  of  recording  and  publication  does  not  take  from  limited  partner  his 
liability  for  income  tax  as  a  partner.  Id. 

4.  Existence;  Husband  and  Wife.  Taxpayers  entered  into  an  oral 

agreement  with  their  wives  prior  to  tax  year,*  whereby  the  wives  became 
equal  partners  with  them  and  each  received  one-fourth  of  profits  of  part¬ 
nership.  Held,  evidence  establishes  the  existence  of  a  partnership  agree¬ 
ment  notwithstanding  fact  that  wives  contributed  neither  capital  nor 
services  to  the  business.  B.  M.  Phelps _  1248 

5.  Id.  Evidence  that  taxpayer,  his  mother,  and  wife  orally  agreed  to 

form  a  partnership  and  to  share  equally  in  profits  and  losses,  that  each  con¬ 
tributed  services  and  capital  to  the  enterprise,  that  any  distributions  of 
profit  were  made  in  equal  proportions,  that  the  business  was  conducted 
over  a  period  of  years,  and  a  partnership  relation  between  the  three  was 
a  matter  of  general  knowledge  in  the  community,  held  to  establish  the 
existence  of  a  partnership  and  taxpayer  is  taxable  only  upon  his  propor¬ 
tionate  share  of  the  profits  therefrom.  R.  C.  McKnight _  885 

6.  Dissolution  of  Partnership;  Capital  Contributions.  Taxpayer’s  claim 
that  he  is  entitled  to  deduct  from  partnership  assets  received  subsequent 
to  dissolution  of  the  partnership,  the  value  of  certain  law  cases  which  he 
turned  over  to  the  firm  and  which  he  claims  were  capital  contributions, 
disallowed  on  ground  that  even  if  value  of  such  cases  constituted  a 
capital  contribution,  such  value  was  contingent  and  speculative  and  was 

not  to  be  established  by  the  evidence.  Humphrey  Barton _  1184 

II.  Income. 

1.  Partnership  Interest;  Conveyance  to  Wife;  Evidence.  Where  all  part¬ 

nership  records,  and  all  documentary  evidence,  except  an  affidavit  made 
after  decedent’s  death  by  his  wife  to  avoid  the  necessity  of  administration 
of  the  partnership  estate,  establish  that  decedent  was  the  owner  in  tax  years 
of  an  interest  in  the  partnership  and  that  his  wife  had  no  interest  in  the 
business  in  such  years,  held,  decedent  was  taxable  on  his  full  share  of  dis¬ 
tributive  earnings  of  partnership.  Florence  H.  Schoen _  857 

2.  Title;  Partnership  Obligations.  Under  terms  of  partnership  agree¬ 

ment,  taxpayer  loaned  certain  percentages  of  his  distributive  earnings  to 
partnership,  for  which  he  received  its  nonnegotiable  receipts,  and,  after 
endorsement  and  delivery  of  receipts  to  his  wife  for  value,  partnership 
paid  interest  on  loans  directly  to  her.  Held,  loans  were  liabilities  of 
partnership  and  not  capital  contributions;  prohibition  of  partnership  agree¬ 
ment  against  assignment  of  partnership  interest  without  consent  of  co¬ 
partners  was  inapplicable  to  such  loans,  and,  since  copartners  had  knowl¬ 
edge  of  and  acquiesced  in  transfer  of  nonnegotiable  receipts,  interest 
thereon  was  not  taxable  to  taxpayer.  Samuel  Burns _  579 

3.  Id.  Partnership  or  Corporation.  Members  of  a  partnership  formed 
a  corporation  for  purpose  of  conducting  part  of  business  requiring  use  of 
capital.  Held,  upon  uncontradicted  evidence  that  partnership  continued 
in  business  after  organization  of  corporation,  that  it  was  error  to  include 

net  income  of  partnership  in  net  income  of  corporation.  M .  B.  Austin  Co.  _  867 
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PATENTS.  See  Invested  Capital,  III,  1. 

PENALTIES: 

1.  Failure  to  File  Return.  Penalty  disapproved  to  extent  that  it  was 

based  upon  tax  found  by  Board  to  have  been  erroneously  determined  to 
be  due  by  taxpayer.  H.  D.  Ruos _ 

2.  Negligence.  Where  there  is  no  evidence  that  taxpayer  used  due 

care  in  stating  its  tax  liability  for  tax  year,  imposition  of  penalty  held 
proper.  Western  Valve  Bag  Co _ 

3.  Fraud.  Returns  from  which  were  omitted  gains  resulting  from 

liquidation  of  corporation  held  to  have  been  false  and  fraudulent,  where, 
notwithstanding  liability  for  tax  thereon  was  discussed  with  attorney 
who  prepared  returns  and  taxpayers  were  advised  that  a  tax  would  prob¬ 
ably  be  assessed,  transaction  was  not  reported  in  returns.  Thomas  L. 
Ross _ 

4.  Id.  Omission  from  individual  return  of  distributive  share  of  part¬ 

nership  income  held  fraudulent  upon  evidence  establishing  knowledge 
by  partner  of  existence  of  partnership  earnings.  Louis  Ginsburg _ 

5.  Id.  Reliance  upon  advice  of  counsel  will  not  excuse  failure  to  report 
partnership  profits  where  it  appears  that  advice  was  given  on  a  question 
other  than  taxability  of  such  profits.  Id. 

6.  Id.  Failure  to  report  partnership  earnings  is  not  excused  by  fact 
that  computation  was  not  actually  made  for  some  years,  where  it  appears 
that  there  was  ample  time  to  determine  them  before  return  was  due.  Id. 

7.  Id.  Knowledge  and  acquiescence  of  wife  of  husband’s  action  in 

selling  stock  in  which  she  had  a  one-half  community  interest,  which  sale 
was  not  bona  fide,  held  insufficient  to  justify  conclusion  that  her  return  in 
which  her  share  of  loss  was  taken  as  a  deduction  was  wilfully  false  and 
fraudulent.  Mrs.  Neils  ( Mellie )  Esperson _ 

PERSONAL  SERVICE  CORPORATIONS. 

I.  Capital,  p.  1479. 

II.  Stockholders,  p.  1479. 

III.  Particular  Classes  of  Businesses,  p.  1480. 

I.  Capital. 
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1.  Authorized  Stock  and  Assets.  While  an  unduly  large  authorized 

capital  stock  or  possession  of  capital  assets  in  large  amounts  invites  careful 
scrutiny  to  ascertain  whether  capital  is  a  material  income-producing 
factor,  such  facts  of  themselves  are  not  material.  Karno-Smith  Co _ 

2.  Id.  Evidence  of  Use.  Capital  held  not  a  material  income-producing 

factor  in  business  of  advertising  agent  handling  a  large  amount  of  business 
on  a  small  cash  capital  investment,  where  use  of  borrowed  money  was  ren¬ 
dered  unnecessary  because  of  ability  to  make  collections  from  clients 
before  maturity  date  of  charges  of  publishers.  Cor  man  Co _ 

3.  Id.  Capital  held  to  be  a  material  income-producing  factor,  where 

amount  of  borrowed  money  used  by  a  corporation  operating  as  a  real 
estate  agent  necessary  to  carry  loans  to  its  customers,  was  practicallv 
equivalent  to  gross  income  earned.  Franciscus  &  Kunz  Realty  Co _ _ 

4.  Id.  Fact  that  taxpayer,  a  general  advertising  agent,  in  some  cases 

made  advances  to  publishers  for  a  few  days  until  clients  paid  their  bills, 
and  expended  small  amounts  for  art  work  out  of  its  own  funds,  does  not 
indicate  that  capital  was  an  income-producing  factor,  where  amount  of 
advances  and  expenditures  was  small  compared  with  total  commissions 
earned.  Chappelow  Advertising  Co _ 

II.  Stockholders. 

1.  Activity  in  Production  of  Income.  Classification  can  not  be  supported 

by  proof  that  activities  of  certain  stockholders  are  responsible  for  income, 
unless  it  is  also  shown  that  such  stockholders  are  themselves  regularly 
engaged  in  active  conduct  of  business.  Chesapeake  &  Virginian  Coal  Co _  323 

2.  Id.  W  here  much  of  income  was  the  direct  result  of  solicitation,  and 
performance  of  physical  work  incident  to  production  of  income,  by  non¬ 
stockholders,  but  it  clearly  appeared  that  large  volume  of  business  was  the 
result  of  acquaintance  of  principal  stockholders  with  customers  and  their 
known  ability  and  efficiency,  and  that  business  could  not  have  been 
operated  profitably  without  them  as  directing  and  responsible  heads,  held, 
income  was  ascribable  primarily  to  activities  of  principal  stockholders. 

Bekms  Household  Shipping  Co _ 
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PERSONAL  SERVICE  CORPORATIONS — Continued. 

.  3.  Id.  '  Income  of  advertising  agency  held  ascribable  primarily  to  activi¬ 
ties  of  principal  stockholder,  where  practically  all  of  business  was  obtained 
by  reason  of  his  personal  qualifications  to  plan  and  execute  advertising 
campaigns  and  activities  of  employees  were  confined  to  carrying  out  his 
directions,  from  90  to  93%  of  gross  income  was  derived  from  commissions 
for  such  service,  and  only  from  4  to  7%  was  derived  from  commissions 


on  art  work  performed  by  outside  artists.  Corman  Co _  75 

4.  Services  of  Stockholders.  Classification  allowed  for  year  in  which 

principal  stockholder  secured  most  of  the  business  of  corporation  and  was 
actively  engaged  in  the  conduct  of  its  affairs.  Chappelow  Advertising  Co __  1090 

5.  Id.  Classification  denied  for  year  in  which  owner  of  35%  of  stock 
was  not  regularly  engaged  in  the  active  conduct  of  the  business.  Id. 


III.  Particular  Classes  of  Businesses. 

E  Advertising  Agency.  Classification  granted  upon  finding  that 
income  was  ascribable  primarily  to  activities  of  principal  stockholders  and 
capital  was  not  a  material  income-producing  factor.  Corman  Co _  75 

2.  Architects  and  Construction  Engineers.  Classification  granted, 

where  business  was  done  on  commission  basis,  income  was  primarily 
attributable  to  services  of  principal  stockholders  in  obtaining  contracts, 
stockholders  were  regularly  engaged  in  business,  and,  although  corpora¬ 
tion  had  considerable  capital,  it  was  not  a  material  income-producing 
factor,  payments  for  material  and  labor  being  advanced  by  owners  for 
whom  work  was  performed.  Karno-Smith  Co _  449 

3.  Id.  Classification  granted  to  corporation  engaged  in  preparing 

plans  for  buildings  and  supervising  their  construction,  upon  finding  that 
income  was  ascribable  primarily  to  activities  of  principal  stockholders 
who  were  regularly  engaged  in  active  conduct  of  business,  and  capital 
was  not  a  material  income-producing  factor.  J.  H.  Taylor  Construction 
Co--  - _____ -  238 

4.  Coal  Dealers.  Classification  denied  to  corporation  acting  as  agent 

for  sellers  and  purchasers  of  coal,  for  lack  of  evidence  establishing  that 
income  was  ascribable  primarily  to  activities  of  principal  stockholders. 
Chesapeake  &  Virginian  Coal  Co _  323 

5.  Interior  Decorator.  Classification  allowed  on  evidence  that  income 
was  ascribable  to  the  activities  and  skill  of  principal  stockholders  in 
designing,  selecting  and  remodeling  house  and  office  furnishings  for 
clients  and  accounts  receivable  were  liquidated  before  accounts  payable 
became  due  in  nearly  every  case  and  no  capital  was  needed  in  operations. 

Barton  &  Willson ,  Inc _  971 

6.  Selling  Agents.  Classification  granted  where  taxpayer  acted  as  sell¬ 

ing  agent  for  textile  mill;  did  not  buy  and  sell  merchandise  as  a  principal; 
rendered  the  purely  personal  service  of  soliciting  orders  for  textiles;  income 
was  derived  from  commissions  earned  from  such  personal  service;  did 
not  use  capital  in  its  business  as  selling  agent  and  stockholders  were 
actively  engaged  in  the  conduct  of  its  affairs.  W eill-J amison  Co _  1342 

PRACTICE  AND  PROCEDURE: 

1.  Frivolous  Appeal;  Damages.  Prayer  b}r  Commissioner  in  his  answer 

that  the  Board  award  damages  to  the  United  States  on  account  of  the  insti¬ 
tution  of  a  frivolous  appeal  for  the  purpose  of  delay,  denied  where  evidence 
does  not  show  that  appeal  was  brought  for  such  a  purpose.  IE.  E.  Beck¬ 
mann  Bakers'  &  Confectioners'  Supply  Co _  S60 

2.  Petition  for  Review.  When  a  petition  for  review  is  filed  with  the 
Board,  the  jurisdiction  of  the  Board  over  the  proceeding  and  of  matters 
in  connection  therewith,  except  the  settlement  of  the  transcript  on  review 
and  the  transmission  of  the  record  to  the  Appellate  Court,  is  ended,  unless 
and  until  mandate  is  received  from  the  Appellate  Court.  Neiman- 

M arcus  Co _  1132 

3.  Id.  Bond.  Under  sec.  603,  Act  1928,  amending  sec.  1001  (c)  and  (d), 

Act  1926,  the  Board  is  without  authority  to  approve  a  bond  to  stay 
collection  of  a  deficiency  pending  review  by  an  Appellate  Court,  when  such 
bond  is  not  filed  with  the  Board  prior  to  or  at  time  taxpayer  filed  his 
petition  for  review.  Id. 
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PRACTICE  AND  PROCEDURE— Continued. 

4.  Findings  of  Board.  Depositions  taken  prior  to  hearing  and  not 

offered  in  evidence  are  not  a  part  of  record  and  will  not  be  considered. 
Marshall  Brothers  Lumber  Co _ 

5.  Id.  It  is  the  Board’s  province,  in  the  hearing  of  fact  cases,  to  act 

as  a  jury,  and,  while  it  has  no  right  arbitrarily  to  ignore  or  discredit 
testimony  of  unimpeached  witnesses,  it  is  its  province,  when  question  is 
purely  one  of  value,  to  exercise  its  own  judgment  on  facts  as  to  which 
experts  give  their  opinion.  State  Safety  Co _ 

6.  Abstract  Questions.  The  Board  can  not  abstractly  consider  the 

provisions  of  the  revenue  acts  which  it  is  daily  being  required  to  apply  to 
varying  situations  of  fact.  New  England  Trust  Co _ 

7.  New  Issues;  Supplemental  Petition  After  Remand.  Under  a  mandate 

of  the  Circuit  Court  of  Appeals  revising  and  remanding  with  direction  to 
take  further  evidence,  if  necessary,  on  any  question,  the  Board  assumes 
that  it  has  jurisdiction  to  consider  questions  raised  by  a  supplemental 
petition.  Chicago  Ry.  Equipment  Co _ 

8.  Id.  Direction  of  Court  of  Appeals.  An  affirmance  of  decision  of 

Board  without  prejudice  to  apply  to  Board  for  allowance  of  a  deduction, 
the  right  to  which  was  not  raised  in  original  pleadings,  is  nothing  more 
than  a  direction  that  Board  consider  and  pass  upon  application  in  the 
same  manner  as  if  no  appeal  had  been  taken.  Southport  Mill,  Ltd _ 

PREWAR  NET  INCOME.  See  Invested  Capital,  XI,  27. 

PROHIBITION.  See  Depreciation,  V. 

RECLAMATION  EXPENSES.  See  Invested  Capital,  III,  2. 

RENT.  See  Leases,  2. 

.  Rent  or _  Purchase  Price.  Taxpayer  entered  into  lease  with  a  corpora¬ 
tion  providing  for  the  payment  of  a  specified  rent  and  giving  lessee  an 
option  to  purchase  property  at  expiration  of  lease;  there  was  no  allocation 
in  the  lease  between  rent  and  payments  which  would  create  an  equity  for 
the  lessee  under  the  terms  of  the  instrument.  Held,  amounts  paid  con¬ 
stituted  rent  and  w^ere  properly  added  to  income.  Edward  E.  Haverstick __ 

REPAIRS.  See  Capital  Expenditures,  III. 

REPLACEMENTS.  See  Capital  Expenditures,  III. 

RETURNS.  See  Affiliations,  III;  Associations;  Penalties. 

1.  Amended  Returns;  Acceptance.  Provisions  of  sec.  705,  Act  1928,  are 
restricted  to  cases  in  which  an  original  return  was  filed  prior  to  Feb!  26, 

1926,  changing  the  method  of  reporting  income  from  accrual  to  installment 
basis,  and  do  not  apply  wdiere  a  taxpayer  seeks  to  make  the  change  on  an 
amended  return,  and  Commissioner’s  refusal  to  accept  latter  return  is 
approved.  Marshall  Bros.  Lumber  Co _ 

2.  Statutory  Return.  The  statute  of  limitations  begins  to  run  from  the 
date  of  filing  of  a  separate  return  by  a  corporation  and  is  not  affected  by  a 
subsequent  determination  that  it  is  a  member  of  an  affiliation  and  taxes 
should  be  computed  on  basis  of  consolidated  income.  McBryde  Sugar  Co 

3.  Id.  Where  books  were  kept  on  fiscal  year  basis  and  returns  were 

n  eel  on  calendar  year  basis,  held  that  period  of  limitation  for  assessment 
and  collection  of  tax  for  each  fiscal  year  did  not  begin  to  run  until  returns 
disclosing  information  as  to  entire  fiscal  year  periods  had  been  filed. 
Lowenstein  Brothers  Garment  Co _ 

4;  Id-  Where,  before  passage  of  1921  Act,  a  taxpayer  filed  ~a~  return 
under  1918  Act,  and,  by  reason  of  changes  in  1921  Act,  additional  tax  w^as 
due  and  a  supplemental  return  showing  additional  tax  wtis  filed,  the 
supplemental  return  is  the  return  required  by  lawT  and  the  one  which  starts 
the  running  of  the  statute  of  limitations.  C.  A.  Lawton  Co 

5.  Corporations;  Sec.  289,  Act  1918;  Meaning.  The  fact  that  this  pro¬ 
vision  of  the  statute  provides  that  the  return  ‘‘shall”  be  sworn  to  by  cer¬ 
tain  officers  of  the  corporation  named  does  not  necessarily  require  the  con¬ 
struction  that  this  provision  is  mandatory.  Indiana  Rolling  Mills  Co...  1141 
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RETURNS— Continued. 


6.  Id.  Object  of  the  section  is  to  require  the  making  of  an  honest  return 
by  a  corporation  sworn  to  by  its  officers  and  setting  forth  specifically  the 
items  of  its  income,  allowable  deductions  and  credits  in  order  that  the 
Commissioner  may  determine  the  correct  amount  of  its  tax  liability.  Id. 

7.  Id.  Return  filed  by  a  corporation  in  good  faith  reporting  income, 
deductions  and  credits,  executed  by  the  president  and  secretary  instead  of 
the  president  and  treasurer,  as  required  by  sec.  239,  Act  1918,  complies 
with  the  statute.  Id. 

8.  Id.  Consolidated  Returns.  Where  corporation  was  organized  on 

December  15th  of  tax  year  as  a  holding  corporation  to  take  over  the  stock 
and  securities  of  another  corporation  and  stock  of  the  new  corporation  was 
distributed  to  the  stockholders  of  the  old  in  exchange  for  their  stock  in  the 
latter,  share  for  share,  held ,  since  at  all  times  during  its  existence  in  tax  year 
the  new  corporation  was  affiliated  with  the  old,  a  consolidated  return  of 
their  income  for  the  full  year  should  be  filed.  Automatic  Fire  Alarm  Co.  of 
New  York _ 

9.  Individuals ;  Husband  and  Wife;  Election.  Taxpayer  filed  joint 

return  for  himself  and  wife,  reporting  income  subject  to  the  lower  of  the 
normal  tax  rates  and  later,  after  Commissioner  notified  him  that  the  cor¬ 
rection  of  errors  on  the  return  resulted  in  income  subject  to  the  higher  rates, 
he  and  his  wife  filed  separate  returns  on  which  the  corrected  income  was 
divided  between  them.  Held,  the  filing  of  the  first  return  was  an  election 
to  file  a  joint  return,  and  upon  discovery  that  the  original  choice  was  unfor¬ 
tunate  taxpayer  may  not  substitute  separate  returns  after  the  passage  of  the 
date  for  filing.  C.  C.  Ratliff _ 

10.  Id.  Where  taxpayer  filed  a  joint  return  and  at  the  same  time  he 

and  his  wife  filed  separate  returns,  all  of  which  were  transmitted  by  letter, 
in  which  taxpayer  expressed  belief  that  he  was  entitled  to  benefits  resulting 
from  filing  on  community  property  basis,  and  only  filed  the  joint  return 
in  case  he  was  not  in  law  permitted  to  use  that  basis,  held,  filing  of  joint 
return  does  not  prevent  the  acceptance  of  the  separate  returns.  Clarence 
A.  Miller _ 

11.  Id.  Partners ;  Different  Accounting  Periods.  Where  a  partnership 

keeps  accounts  and  makes  returns  upon  basis  of  a  fiscal  year  ended  June  30, 
a  partner  on  a  calendar  year  basis  may  not,  in  computing  his  taxable 
income  for  calendar  year  in  which  partnership  fiscal  year  ended,  deduct  his 
share  of  a  loss  of  partnership  for  last  six  months  of  calendar  year,  even 
though  partnership,  without  permission  of  Commissioner  and  without 
intending  to  establish  a  different  accounting  period,  closes  books  at  end 
of  calendar  year.  W.  W.  Guy - 

SALARIES.  See  Compensation  and  cross  references. 

SALES: 


Adjustment  for  depreciation.  See  Gain  or  Loss,  II  (5). 


1.  Distribution  of  Estate  or  Sale.  Under  a  will,  income  from  estate  was 

given  to  testator’s  wife  until  youngest  child  should  reach  21,  at  which 
time  principal  was  to  be  divided  equally  between  wife  and  children,  and 
provision  was  made  that  in  event  of  death  of  any  child,  his  share  should 
go  to  his  heirs.  The  wife  died  before  youngest  child  became  21,  leaving 
a  will  devising  all  of  her  estate  to  the  children  in  equal  shares,  subject  to 
condition  that  real  estate  be  sold  and  estate  be  divided  only  when  youngest 
child  became  21.  Held,  interests  of  children  in  realty  under  each  will 
vested  at  date  of  death  of  testator  and  were  not  contingent  upon  youngest 
child  reaching  21,  and  conveyances  by  children  to  some  of  their  number  in 
tax  year,  at  an  agreed  price,  constituted  sales  rather  than  a  distribution  of 
estates  of  decedents.  Henry  J.  Faulkin _ 

2.  Sale;  Taxpayer  as  a  Party.  Transactions  involving  sale  of  stock  of 

taxpayer  to  another  corporation  and  transfer,  after  such  sale,  of  certain 
assets  by  taxpayer  to  such  corporation  for  a  nominal  consideration,  which 
was  never  paid,  construed,  upon  the  facts,  to  be  a  sale  of  stock  bv  tax¬ 
payer’s  stockholders  to  such  other  corporation  rather  than  a  sale  by  tax¬ 
payer  of  its  assets.  W.  II.  Ileisner  Mfg.  Co _ 
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SPECIAL  ASSESSMENT.  See  Invested  Capital,  XI.  Page 

STATE  AGENCIES  AND  EMPLOYEES.  See  Exemptions,  1-6. 
STATUTES. 

1.  Construction.  A  general  rule  of  statutory  construction  is  that  those 

provisions  which  do  not  relate  to  the  essence  of  the  thing  to  be  done,  and  as 
to  which  compliance  is  a  matter  of  convenience  rather  than  substance,  are 
directory,  while  those  provisions  which  relate  to  the  essence  of  the  thing  to 
be  done,  that  is,  to  matters  of  substance,  are  mandatory.  Indiana  Rolling 
Mills  Co _ _  1141 

2.  Id.  Held,  that  the  use  of  the  word  “ shall”  in  sec.  239,  Act  1918, 
does  not  necessarily  require  returns  to  be  sworn  to  by  the  officers  named 
in  that  section  and  a  return  filed  by  a  different  officer,  if  made  in  good 
faith  and  containing  adequate  data,  is  a  sufficient  compliance  with  the 
statute  to  start  the  running  of  the  period  of  limitations.  Id. 

3.  Id.  The  acceptance  by  a  collector  of  a  return  on  which  a  deduction 

for  amortization  is  claimed  does  not  constitute  a  tentative  allowance  of  the 
claim  by  the  Commissioner,  so  as  to  bring  the  case  within  the  purview  of 
sec.  278  (b),  and  render  the  statute  of  limitations  inoperative.  W.  G. 
Duncan  Coal  Co _  672 

4.  Id.  The  tentative  disallowance  of  a  claim  for  amortization  is  not  a 
tentative  allowance  of  such  claim  as  contemplated  by  sec.  278  (b),  Acts  1924 
and  1926.  Id. 

5.  Id.  Sec.  318  (a),  Act  1926.  The  exception  contained  in  sec.  318  (a), 

Act  1926,  with  reference  to  the  period  of  limitation  for  the  assessment  of 
estate  taxes  determined  after  the  enactment  of  the  1926  Act  and  imposed 
by  the  Acts  of  1917,  1918  or  1921,  interpreted  to  substitute  for  the  3-year 
limitation  period  of  sec.  310  (a),  Act  1926,  the  limitation  provided  in  sec. 

1109  (a)  (1),  Act  1926,  which  allows  periods  of  4  years  for  assessment  and 
5  years  for  the  bringing  of  a  proceeding  without  assessment,  and  is  held  not 
to  modify  sec.  310  (b),  Act  1926,  which  provides  for  the  suspension  of  the 
running  of  the  statute  of  limitations  after  the  mailing  of  a  notice  of  defi¬ 
ciency  for  the  period  during  which  the  Commissioner  is  prohibited  from 
making  assessment  or  beginning  a  proceeding  for  collection.  George 
Snyder  Crilly _  79 1 

6.  Id.  Intent.  The  provisions  of  section  278  (b),  Acts  1924  and  1926, 

evidence  an  intent  on  the  part  of  Congress  to  extend,  rather  than  to  limit, 
the  general  statutory  period  within  which  the  Commissioner  may  deter¬ 
mine,  assess  and  collect  tax  shown  due  on  account  of  a  change  in  amortiza¬ 
tion  allowance  previously  taken  or  allowed.  Thomas  P.  Beal _  677 

7.  Id.  Sec.  214  ( a )  ( 9 ),  Act  1921,  held  not  to  limit  the  Commissioner’s 
right  to  make  original  examinations  of  claims  for  amortization  but  to 
limit  the  right  of  taxpayers  to  require  reconsideration  of  claims  once  dis¬ 
posed  of,  unless  action  to  that  end  be  taken  by  the  taxpayer  prior  to  Mar. 

3,  1924.  Id. 

8.  Id.  There  is  nothing  in  this  section  which  precludes  the  examination 
and  disposition  of  such  claims  on  their  merits  after  Mar.  3,  1924,  when  the 
general  statutory  period  for  the  consideration  of  such  returns  has  not  yet 
run.  Id. 

9.  Id.  The  acceptance  of  a  return  when  filed,  on  which  a  claim  for 
amortization  has  been  made,  does  not  amount  to  an  examination  of  the 
return  by  the  Commissioner  as  contemplated  by  sec.  214  (a)  (9),  Act  1921, 
so  as  to  preclude  him  from  making  an  examination  after  Mar.  3,  1924.  Id. 

STOCK. 

Retirement.  See  Invested  Capital,  IX,  4. 

Subscriptions.  See  Dividends,  I,  4:  Interest,  1:  Invested  Capital, 

II,  1;  VI,  3. 

SUBPOENAS. 

1.  Commissioner ;  Data  on  Other  Corporations.  Application  for  subpoena 
requiring  Commissioner  to  produce  comparative  statistics  relating  to  taxes, 
income  and  invested  capital  of  six  named  corporations  denied  where  there  is 
no  showing  that  Commissioner  has  compiled  such  statistics  in  regard  to  the 
particular  corporations  and  there  appears  no  necessity  for  requiring  him  to 
do  so.  Gus  Sun  Booking  Co _ 
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SUBPOENAS— Continued. 

Pag< 

2.  Id.  Recomputation  Data.  Application  for  a  subpoena  requiring 
Commissioner  to  produce  at  hearing  records  which  he  had  compiled  and 
used  in  his  computation  of  taxpayer’s  deficiency,  filed  with  Board  as  basis 
for  entry  of  final  decision  with  respect  to  tax  for  certain  years,  granted. 

Id. 

3.  Id.  Unnecessary  Data.  Where  Board  has  held  that  taxpayer  is 
entitled  to  special  assessment,  application  for  a  subpoena  requiring ’’Com¬ 
missioner  to  produce  statistics  which  formed  basis  for  Commissioner’s 
prior  refusal  to  grant  taxpayer  special  assessment  denied ,  where  there  is 
nothing  in  application  to  show  that  such  data  will  have  any  reasonable 
bearing  on  the  determination  of  the  tax  under  sec.  328,  Act.  1918.  Id. 

TAXES.  See  Estate  Tax,  II,  3;  Invested  Capital,  IX,  5-7;  XI,  30; 

XII.  6;  Insurance  Companies,  III,  11. 

Apportionment.  See  Affiliations,  IV. 

Foreign  governments.  See  Credits,  3^ 

Territorial  income  tax.  See  Accounting,  I,  8. 

1.  Reimbursement  received  by  taxpayer  in  tax  year  from  its  former  prin¬ 

cipal  stockholder  on  account  of  income  tax  paid  by  taxpayer  for  a  prior 
year  held  erroneously  restored  to  income  by  Commissioner,  where  evidence 
showed  that  taxpayer  had  not  deducted  the  tax  so  paid  as  expense.  H. 
Sheldon  Mfg.  Co _  1296 

2.  Accrual  and  Payment;  Franchise  Taxes.  Where  Commissioner 

denied  taxpayer  on  accrual  basis  right  to  deduction  of  state  franchise  tax 
accrued  at  end  of  year,  on  the  theory  that  amount  was  not  deductible  until 
paid,  and  in  following  year,  when  payment  was  made  and  taxpayer  claimed 
the  deduction,  Commissioner  again  disallowed  the  amount  pn'the  theory 
that  it  was  a  payment  applicable  to  preceding  year’s  income,  and  the 
statute  of  limitations  for  the  filing  of  a  claim  for  refund  for  the  earlier  year 
had  run,  held,  the  question  was  one  of  law,  did  not  involve  any  misrepre¬ 
sentation  of  facts,  and  both  parties  were  in  a  similar  position  with  respect 
to  their  ability  to  determine  what  was  the  law,  and  notwithstanding  fact 
that  taxpayer  is  barred  from  claiming  a  refund  for  1920,  the  Commissioner 
is  not  estopped  from  denying  it  the  right  to  the  deduction  in  1921,  in  the 
absence  of  evidence  that  such  denial  damaged  taxpayer.  United  States 
Trust  Co.  of  New  York _ I _  1074 

3.  Obligation  of  Taxpayer.  Taxes  which,  on  the  county  and  city  tax 

records,  purported  to  be  assessed  to  a  corporation  on  its  real  and  personal 
property,  held,  in  absence  of  evidence  supporting  claim  that  they  were 
assessed  on  its  capital  stock  as  personal  property  of  stockholders,  to  be 
obligations  of  and  deductible  by  corporation.  Fidelity  Trust  Co _  109 

TENTATIVE  TAX.  See  Invested  Capital,  IX,  7. 

TITLE: 

Defense  of.  See  Capital  Expenditures,  II,  6. 

WAIVERS.  See  Limitations,  IV. 

WASHINGTON.  See  Husband  and  Wife. 

WITHDRAWALS.  See  Dividends,  I,  5,  6. 

WORDS  AND  PHRASES: 


1.  “Acquisition.”  Nellie  B.  McGee _  1181 

2.  “Admitted  reinsurance.”  United  States  Merchants  &  Shippers 

Insurance  Co _  164 

3.  “Business.”  David  A.  Reed _  513 

4.  “Contemplation  of  death.”  Estate  of  George  A.  Wheelock _  828 

5.  “Employee.”  J .  F.  Roberts _  438 

6.  “Officer.”  Id. 

7.  “Public  officer.”  Id. 

8.  “Reserve  funds.”  Old  Line  Insurance  Co _  758 

9.  “Sustained  loss.”  A.  F.  Osterloh _  713 

Cecil  M.  Jack . 726 
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Depreciation;  building ,  machinery  and  equipment ,  opinion  testimony, 
burden  of  proof.  Taxes;  deduction;  payment  by  stockholder. 

South  Chicago  Drug  Co _ 

*  Expenses;  compensation  for  services;  reasonableness  of  officers’  salaries. 
State  Safety  Co _ 

Depreciation,  leasehold ;  1913  value;  evidence;  opinion  testimony. 

Tuffii,  Richard,  et  al _ 

Husband  and  W ife;  separate  income;  income  from  securities;  transfer , 
delivery;  insufficiency  of  evidence. 

Washington  Shirt  Co _ 

Depreciation;  leasehold;  1913  value. 

Weill-Jamison  Co.,  Inc _ 

1  ersonal  Service  Corporations;  textiles  sales  agency;  services  of  principal 
stockholders;  interest  from  invested  surplus. 

Weis,  A.  V/.  D _ 

Losses;  deduction,  cash  basis;  payment  with  money  borrowed  on  notes. 
Wolff,  Oscar  M _ 

See  William  M.  Cahn. 
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